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Does Consumer Sentiment Forecast Household Spending?
If So, Why?

By CuristopHER D. CARRoOLL, JEFFREY C. FUHRER,
AND Davip W. WiLcox *

In the three months following the Iraqi
invasion of Kuwait, the University of Michi-
gan’s Index of Consumer Sentiment (ICS)
fell an unprecedented 24.3 index points, to
its lowest level since the 1981-1982 reces-
sion.! This collapse in household confidence
became the focus of a great deal of eco-
nomic commentary and, indeed, frequently
was cited as an important—if not the lead-
ing—cause of the economic slowdown that
ensued.

Concern was fueled by the well-known
contemporaneous correlation between the
ICS and the growth of household spending.
Figure 1 shows quarterly averages of the
index, 1978-1993, together with the quar-
terly growth in real personal consumption
expenditures as measured in the national
income accounts (Bureau of Economic
Analysis). The correlation is impressive.

Of course, it is not surprising that senti-
ment and the growth of spending are posi-
tively correlated. This correlation may sim-
ply reflect that, when economic prospects
are poor, households curtail their spending
and also give gloomy responses to interview-
ers. Thus, the contemporaneous correlation
between sentiment and spending does not
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The Conference Board’s Consumer Confidence In-
dex also plunged at the same time.
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refute traditional life-cycle or permanent-
income models of consumption. Nor does it
necessarily make the job of forecasting
changes in consumption any easier. From
the point of view of an economic forecaster,
the questions of interest are first, whether
an index of consumer sentiment has any
predictive power on its own for future
changes in consumption spending, and sec-
ond, whether it contains information about
future changes in consumer spending aside
from the information contained in other
available indicators.

In Section I, we present evidence that the
answer to the first question is a clear yes: we
find that lagged values of the ICS, taken on
their own, explain about 14 percent of the
variation in the growth of total real personal
consumption expenditures over the post-
1954 period. Further investigation shows that
the answer to the second question is proba-
bly yes as well, though here the margin is
narrower and the evidence more murky. The
ICS contributes about 3 percent to the R? of
a simple reduced-form equation for total
personal consumption expenditures in the
longer of the two sample periods we exam-
ine, but nothing in the shorter sample period
(though the latter result is heavily influenced
by the observation for 1980:2). For the major
subcategories of spending, the contribution
generally ranges between 1 percent and 8
percent. Overall, we read the evidence as
pointing toward at least some significant in-
cremental explanatory power.

Therefore, we take as given for the re-
mainder of the paper that sentiment fore-
casts spending, and we turn to the issue of
how that statistical relationship should be
interpreted. One possible interpretation is
that sentiment is an independent driving
factor in the economy, and that changes in
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FiGURE 1. CONSUMER SENTIMENT AND THE GROWTH IN CONSUMER SPENDING

sentiment not only forecast changes in
spending, but also cause them. An alterna-
tive interpretation is that sentiment fore-
casts spending because it reflects the overall
outlook for the economy: when consumers
are optimistic about the outlook for the
economy, they give upbeat responses to in-
terviewers. On average, those optimistic ex-
pectations are substantiated, and spending
eventually increases as foreshadowed by
sentiment.

This alternative account of the role of
sentiment must involve some violation of
the simplest certainty-equivalence versions
of the life-cycle and permanent-income the-
ories; otherwise, current spending would
fully reflect the optimism or pessimism of
households about future prospects for the
economy, and sentiment would have no pre-
dictive power for future changes in spend-
ing. In Section II, we introduce such a viola-
tion using the mechanism proposed by John
Y. Campbell and N. Gregory Mankiw (1989,
1990, 1991). Specifically, Campbell and
Mankiw posit that some households are
strict life-cyclers while others follow a “rule
of thumb” and set consumption equal to
income. In an economy containing those
two types of consumers, sentiment might
well forecast spending without being an in-

dependent driving factor: when prospects
for the real economy are bright, forward-
looking life-cyclers will give optimistic read-
ings on consumer sentiment. On average,
their optimism will be borne out, and in-
come will rise. When it does, spending of
rule-of-thumbers will increase. Thus, in this
account, the survey responses of forward-
looking households predict the spending of
rule-of-thumb households.

The Campbell-Mankiw model is useful in
this context because it delivers a testable
implication—that sentiment should appear
in the prediction equation for consumption
only indirectly, in its role as a predictor of
income. Our objective in Section III is to
develop evidence on the validity of this ex-
planation of the predictive content of senti-
ment.

In answer to the first question posed in
the title, we conclude that consumer senti-
ment does indeed forecast future changes in
household spending. Whether sentiment
should be characterized as helping “a little”
or “alot” is a more difficult question. Given
the amount of attention that has been paid
to these indexes recently, their predictive
ability seems underwhelming. From the per-
spective of the recent academic literature
on consumption, however, their perfor-
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mance is impressive because it stacks up
relatively well against the track record of
other variables that previously have been
noted to have some predictive power for
personal consumption expenditures (e.g., in-
terest rates, stock prices, the unemployment
rate).

In answer to the second question, we
conclude that the Campbell-Mankiw model
does not provide an adequate explanation
for the predictive power of sentiment for
changes in household spending. Part of that
predictive power appears to operate through
a direct channel (or channels), rather than
the indirect income channel allowed for un-
der the rule-of-thumb account we outlined
above. In the concluding section, we specu-
late about other possible explanations for
that predictive power.

I. Some Reduced-Form Regressions

A simple way to judge the near-term pre-
dictive ability of the ICS is to examine the
R?%’s from regressions of the growth of vari-
ous measures of household spending on
lagged values of the ICS:

N
A IOg(Ct) =agt Z BiS,—i t+¢&.
i=1

Note that this procedure amounts to a test
of Robert E. Hall’s (1978) random-walk hy-
pothesis; if the B’s are significantly different
from zero, that hypothesis is rejected. Table
1 reports the results of implementing this
procedure at the quarterly frequency using
four lags of the ICS.2 Over this sample

2The left-hand-side variable in each regression is
the log difference of the indicated category of real
household spending. The starting date of the longer
sample period was chosen to exclude data from the
Korean War era. The starting date of the shorter
sample period was chosen to coincide with the move by
the University of Michigan to administer their Survey
of Consumers on a monthly basis. (Prior to 1978, the
survey usually was taken only once each quarter, and
occasionally not even that frequently. For the period
since 1978, the quarterly observation is defined to be
the average of the monthly observations. For the pe-
riod prior to 1978, the quarterly observation is defined
to be the monthly reading if a survey was taken during
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period, lagged values of the ICS taken on
their own explain about 14 percent of the
one-quarter-ahead variation in the growth
of total real personal consumption expendi-
tures (PCE) (row 1). The probability that
this explanatory power was generated
merely by chance is estimated to be essen-
tially nil (row 1, number in parentheses). As
shown in rows 2-4, sentiment taken alone
has the most explanatory power for one-
quarter-ahead growth in PCE for goods ex-
cluding motor vehicles (17 percent of the
variation explained) and the least explana-
tory power for PCE for motor vehicles
(4 percent of the variation explained).

The second column reports results for the
period since 1978, during which time the
Survey Research Center has conducted its
survey of consumers on a monthly basis (see
footnote 2). Unfortunately, the results are
rather sensitive to this change in sample
period. Using the post-1978 data, we find
that lagged values of the sentiment index
explain only 5 percent of the variation in
the growth of real PCE, 2 percent of the
variation in PCE for services, and none of
the variation in PCE for motor vehicles. In
the case of goods excluding motor vehicles,
however, the R? is even a bit higher than it

that quarter, and the reading from the preceding quar-
ter if one was not.) We ended both sample periods in
1992:3 to exclude a very dramatic fluctuation in wage
and salary income in 1992:4 and 1993:1 reflecting tax-
motivated shifts of income (especially bonuses and
commissions) from 1993 into 1992.

We partition PCE into three categories (motor vehi-
cles, other goods, and services) rather than the more
traditional two categories (durables and nondurables
plus services) to better reflect the procedures used by
the Bureau of Economic Analysis to estimate con-
sumer spending. Briefly, PCE for motor vehicles is
estimated mainly from data on the unit sales of new
cars and trucks; PCE for other goods is derived from
the monthly retail sales data; and PCE for services is
estimated from a varied collection of source data in-
cluding, among others, employment in service indus-
tries, the stock of occupied housing units as estimated
in the Current Population Survey, and payments for
electricity and natural gas as reflected in the monthly
billings of utilities. See Wilcox (1992) for further dis-
cussion. The data from the national income accounts
reflect the annual revision released by the Commerce
Department in September 1993. RATS code and a
complete data set are available from the authors upon
request.



