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Aims and Background

Aim: To quantify the impacts of regional housing prices on household wealth accumulation and reallocation
— to provide evidence for housing-related policy changes.

Most of the literature on the determinants of household portfolios focus on household-level socio-economic
factors (e.g., age, education and income). Few studies in Australia and overseas look at how regional housing
prices influence the ways that households accumulate and diversify their wealth even though properties
account for a significant share of total household net worth and housing prices experience significant changes
over the last two decades.

From both theoretical and empirical perspectives, it is not clear if increases in housing prices deliver large
effects on household wealth accumulation and diversification . With other things equal, a higher house price
leads to an increase in a homeowner’s housing wealth. However, different from other assets, housing is both
consumption and investment goods; a higher housing price simply compensates for a higher implicit rental
cost of living in the house, thus however large housing prices might have no real wealth effects 2. Housing
might not be fungible with other assets, so households might not offset capital gains from housing with
reductions in holdings of other assets %, The ways that households respond to housing prices might depend
on whether they are house owners or renters and young or old &5 8. The correlation between housing prices
and portfolios can be driven by some unobserved macroeconomic factors.

The purpose of this study is thus to examine the impacts of regional housing prices on household wealth
accumulation and reallocation using the household wealth modules from the Household Income Labour
Dynamics Survey (HILDA) in Australia linking with the regional housing prices. The study attempts to answer
the two main research questions: (i) Do increases in housing prices escalate household wealth accumulation?;
and (ii) Do households reallocate their wealth in response to a change in housing prices? We also explore
which assets are most responsive to housing prices and examine if wealth-accumulating and reallocating
responses are conditional on other socio-economic factors (e.g., ethnicity, education, risk taking and life
courses).

Australia provides an interesting case study for this research. Over the last two decades, housing prices grew
at a much higher rate than real household income, especially during the mining boom. The Reserve Bank of
Australia estimates that the average house price rose from 2.5 times the average disposable household income
in 1985 to 4.5 times the average disposable household income in 2012, This delivered a large increase in
wealth to the roughly 70 per cent of households fortunate enough to own at the start of this period. This also
makes housing less affordable. Housing ownership rates have fallen over the same period for all groups, except
the oldest households®.

Understanding how changes in housing prices affect household saving behaviors is beneficial to current
housing-related policy debates. It will provide evidence to address policy makers’ concerns if increases in
housing prices encourage households to take risky assets which potentially cause macro imbalances. Policy
makers will also be more informed about the consequences of housing price changes which may be caused by
current policy proposals to reform tax and transfer settings, including removing or limiting tax breaks for
residential investments; removing or reducing tax concessions on capital gains earned from residential
investments; and including the main residence in the asset test for age pension eligibility®.

Data

The research will draw on two Australian datasets, HILDA for household wealth and socio-economic
characteristics and the CoreLogic Property Data for housing prices. The HILDA is a nationally representative
longitudinal survey of Australian households commencing in 2001 with a sample of 7,682 households and
approximately 13,000 individuals. HILDA data provide the only micro-level, longitudinal data on household
wealth holding in Australia. As the wealth model was first introduced in wave 2 (2002) with a four-year
collection basis, our analyses base on four data points (waves 2, 6, 10 and 14). We then merge the selected
HILDA data with the median housing prices in corresponding years at postcode level.



We restrict our sample to all single and couple families with full response because of difficulty in
conceptualizing and measuring household wealth in such households. We consider six sub-populations by
family type and life-course of household’s head®, specifically: (i) pre-retirement single-headed families; (ii)
pre-retirement couple-headed families; (iii) transitional retirement single-headed families; (iv) transitional
retirement couple-headed families; (v) post-retirement single-headed families; and (vi) post-retirement couple-
headed families.

Asset portfolios. We use five broad asset types as dependent variables to capture the possible incentives to
accumulate and reallocate assets. These assets include net financial wealth, net business equity, net equity in
one’s own home, lifestyle assets, and the total value of pension assets. These classified assets are embedded
in the current asset test for pension eligibility. Net financial wealth is calculated as the total value of interest-
bearing assets held in banks and other institutions, stocks and mutual funds, life insurance funds, trust funds,
and collectibles minus the total value of unsecured debts (which also include car loans). Net home equity
captures households’ equity (net value) in their principal residences. Net business equity includes the net value
of all business shares owned by all household members. Lifestyle assets include all non-liquid assets which
do not necessarily generate a steady income stream, including all transport and recreational vehicles (such as
boats or caravans) and all other real estate (such as holiday homes and other properties) owned by household
members. The pension component of net worth includes the total amount of pension capital owned by all
household members.

Statistical approach

For the purposes of the study, we estimate a system of five reduced-formed equations of household asset
portfolio with housing prices as the key predictor. This system allows the propensity of investing in one asset
to be dependent of other assets types held. We run the following system, separately for each sub-population:
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Where A;;is the dollar value of asset k (financial wealth, business equity, home equity, lifestyle assets, and
pension funds) that household i holds at time t. Our system controls for individual-level characteristics
(PC;x¢) of the household head — gender, age, health status, education, country of birth, English proficiency,
being a house owner/renter, employment status (employed, self-employed, unemployed or not in the labour
force), working in the finance industry (yes/no), employment type (casual, fixed-term, ongoing), number of
weekly work hours in all jobs, satisfaction of job security, job tenure, the possibility of losing the current job
within the next year, share of household income. We also add their past married status (for single families),
and length of current marriage (for couple families); household-level characteristics (HC;x;)- humber of
children, household equivalised income, number of earners in the family, household’s ability to raise
$2000/$3000 at short notice, savings as the difference between disposable household income and total
expenditures on goods and services; and region-level characteristics (RC ;) - post-code level unemployment
rate — this variable is used to capture the exogenous variation of housing prices. The system also controls for
individual-specific time-invariant and time-specific effects (<;, and < ¢)

Following Cobb-Clark and Hildebrand (10), we adopt an inverse hyperbolic sine transformation of assets and
income to account for the potentially non-positive and highly skewed nature of the distribution of these
variables. We also add total net worth in all equations of the above system to examine how household
reallocate their wealth across asset types while keeping their total wealth unchanged. Specifically, we require
that the estimated marginal effects of an additional dollar of wealth sum to one across asset types, while the
marginal effect of a change in any other independent variable is restricted to zero. We will stratify the above
analyses by sub-population to test if household responses are different across family types.

! The household head is defined as the one with the highest income or male otherwise.
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