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How Effective is the Wealth Effect?

The wealth effect—the increased consumer spending thought to result from rising
financial and real estate asset prices—is frequently cited as a key argument for
renewed faith in the U.S. economy today. That faith, however, may soon prove to be
misguided, as we will attempt to show in this paper.

Economists use the term wealth effect in a very precise way: to explain how household
savings patterns shift in response to changes in household net worth. When net worth
goes up, due to an increase in the assessed value of homes or to rising stock prices, for
example, people tend to set a smaller share of their wealth aside—in other words,
their personal savings rate goes down, leaving more money for consumer spending.
The term wealth effect basically refers to this higher consumption.

The wealth effect was particularly significant during the 2000s. It isn’t hard to
demonstrate, for example, that in every year from 1998 to 2007, rising property values
alone shaved as much as one percent off of the U.S. household savings rate. This made
it possible for consumer spending to grow faster than disposable income, which had
slowed as a result of weak job creation. For one thing, the perception of greater
wealth created by rising asset prices tends to reassure households and boost
consumer confidence in ways that encourage spending. For another, in countries with
highly developed mortgage markets, increased net worth improves household balance
sheets and enables homeowners to borrow more extensively. The macroeconomic
benefits often produced by these factors would, of course, be particularly welcome in
the United States today, since the Federal Reserve’s policies have turned out to be
more effective in driving up assets prices than in stimulating the broader economy.
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However, a number of problems are likely to prevent the wealth effect from operating
as in the past:

° The first, and by far the biggest Household Savings as a % of Disposable Income
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° The second problem hinges on
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U.S. homeowners to refinance their
mortgages—and to extensive debt cancellation brought about by the wave of
foreclosures in recent years, debt service payments as a proportion of disposable
income have plummeted. This decrease in the debt service ratio has made more
money available to households and has therefore been a major contributor to the
recovery in consumer spending over the past two years. But this process can’t
rightfully be considered a wealth effect, and since it is already behind us, it is unlikely
to be much of a stimulus to future consumption. The debt ratio, which measures the
stock of household debt as a proportion of income, is the only reliable predictor of
household borrowing capacity. Unfortunately, it has remained stubbornly high: barely
20 percent below its pre-crisis peak, and thus well above its long-term average. So
there is probably very little scope for a substantial increase in U.S. household debt—
which in any case would be a bizarre development right after a debt crisis of the kind
we have just been through.
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All this, along with low job creation numbers, should make it clear why we have more
doubts than most on the prospects for buoyant consumer spending in the U.S.

U.S. Household Debt
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RichesFlores Research is an economic and financial research provider. We produce international economic analysis and
forecasts, as well as research on broader short-, medium-, and long-term trends in the global economy.

RichesFlores Research is a transparent company, with the databases and information resources we need to remain fully
independent and objective. Because RichesFlores Research is not an investment service provider and does not sell financial
products, we can offer clients added confidence in the independence and objectivity of our assessments, recommendations,
and advice.

This document is provided for information purposes only. It is not and should not be construed as investment advice, or as an
offer or solicitation of an offer to buy or sell securities. It contains strictly confidential information intended only for the use of
the individual or entity to which it is addressed. This document may not be disclosed to any third party without the express
written consent of RichesFlores Research.

This research and its content are the sole property of RichesFlores Research. They may not be reproduced without the express
consent of RichesFlores Research and without indication of the source and date thereof.

RichesFlores Research makes no warranty, express or implied, nor assumes any legal liability or responsibility for the
accurateness, completeness, or usefulness of the research, conclusions, data, and assessments available on this website.

The content of this website does not constitute a contract and is non-binding. It is not and should not be construed as
investment advice or as an offer or solicitation of an offer to buy or sell securities.
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