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respectively, in the expansions of the 1990s and
1980s (Chart 2). The subdued gain in spending
would have been even less had consumers lived
within their means, as real personal income
(2.5%) expanded less than the spending rate.
With spending outpacing income, the personal
saving rate dropped from 2.4% in 2002 to 0.4%
in 2007.

A disparity of 0.7% per annum between
the growth of income and spending might seem
insignificant until you consider that income must
also support all the other demands on consumers-
-investment in housing and other real assets,
financial investment, and gifts to charitable and
other causes.

The main cause of the weaker trend in
personal income in this decade was lackluster
real wage and salary income that rose just 1.8%,
or one-half the rate of gain in the expansion of
the 1990s. This meager gain was caused by the
sluggish .8% payroll employment growth rate that
was the smallest of any expansion since World
War II. With this key determinant of consumer
spending restrained, consumers lived well beyond
their means, only because their paper worth was
boosted by surging home prices.

CONSUMPTION AND
THE WEALTH EFFECT

One of the most studied issues is the
consumption function — the factors that determine
the way in which consumers are motivated to
spend. For example, in Macroeconomics by
Andrew Abel of Wharton and Ben Bernanke (now
of the Federal Reserve and formerly of Princeton
University) have a lengthy section entitled “the
effects of changes in income and wealth on
consumption and saving”. This analysis like
many others of a similar nature conclude that
both income, expected future income, wealth
as well as other considerations are causally
related to spending. Using econometric models,
economists are able to assign different numeric
weights to those elements in the consumption

function. These studies indicate, as a general
rule, that expected or permanent income is more
important that current income and that income
considerations are more important than wealth.
However, something known as initial conditions
(the current starting point in the business cycle)
may serve to over-ride the general rule. We, for
example, believe that there are notable difficulties
facing the U.S. economy that were typically not
present in the past.

Wages, salaries, interest, dividends and
rent generate funds that are available for spending.
When wealth rises, however, funds are not typically
generated that, in turn, can be translated into
spending. Thus, understanding the mechanism of
how wealth translates into spending may involve
additional steps.

Consumers could turn wealth into spending
funds by selling appreciating assets. However, ifall
consumers decided to do this at roughly the same
time, the prices of those assets would fall, reversing
the rise in wealth that had seemingly occurred.
Thus, the main mechanism that increased wealth
leads to rising consumption is for consumers
to borrow against those assets. This, therefore,
avoids the necessity of selling the appreciating
asset and avoiding or at least postponing the
decline of the appreciating assets.

Our research suggests that the mechanism
of choice from 2002 to 2007 to convert rising
wealth into spendable funds was borrowing against
what consumers and their lenders apparently
believed to be was a permanent rise in housing
wealth —i.e. something that we have come to know
as equity cash take outs.

THE HOME EQUITY CONNECTION

From 2002 to 2007, home equity extraction,
as determined by Freddie Mac, averaged $51.5
billion per quarter, up from $5.8 billion in the
1990s expansion (Chart 3). If we convert these
cash outs into real dollars (using the PCE deflator),
we see that they represented 2.4% of real PCE
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Chart 3

from 2002 to 2007, compared with a miniscule
4% of PCE in the 1990s. Thus, for spending, the
shortfall in jobs and income was substituted by
the famous home ATM machine. However, the
connection between equity withdrawal and wealth
is a complex matter. A great deal of econometric
research has demonstrated that for every dollar
change in real wealth, real spending shifts by 7.5
cents over the ensuing three years. If the massive
real wealth gains derived from both homes and
the equity markets in the 2002 to 2007 period are
adjusted by the $1 to 7.5 cent relationship, the
real wealth gains amounted to 2.5% per annum,
expressed as a percent of real PCE. For all
practical purposes, this is equal to the 2.4% per
annum rise in mortgage cash outs. Consumers
borrowed against the value of their homes in
virtual direct proportion to their wealth gains.

The problem going forward is that real
wealth is now declining, with the bottom yet to
be found. Assuming home prices fall only 30%
from their peak (some estimate a 50% decline),
while stock prices rise 10% from the first quarter
level and inflation is 2% per annum, the real wealth
loss is about $7 trillion (Chart 4). Using the $1
to 7.5 cent ratio, this will constitute a drag on
real PCE of 1.8% per annum from 2008 to 2010.
Considering that the 3.1% rate of increase was the
last expansion’s average, a 1.8% drag will be a
60% reduction in consumer spending growth over
the next three years just from the cash out/wealth
effect alone.
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Chart 4

However, there are other constraints.
During the postwar recessions, real personal
income’s average growth was only 1.9%, but it
has risen only 1.1% over the past 12 months. If
real personal income moves back up to 1.9%, in
itself a highly optimistic assumption, it would,
nevertheless, be completely offset by the negative
wealth impact of 1.8% mentioned above. This
means that consumer spending increases should
be approximately zero for the next three years.
Further exacerbating the problem is the personal
saving rate which declined from 5.2% in the
decade of the 1990s to average 1.3% in the last
seven years, and now stands at 0.3%. Should
declining wealth, rising unemployment and poor
economic conditions cause consumers to begin
to save and lift the rate back to the 1.3% average
of the past seven years, real consumer spending
would experience a multi-year contraction. It
is not a stretch to predict an extended quasi-
recessionary period.

IS INFLATION ACCELERATING?

In the last twelve months, the CPI
increased by 4.1%, well above the 2.8% average
annual increase this decade. Do these readings
mean that the inflationary spiral has started?
Other factors that contribute to inflation fears
are the acceleration in M2 growth to a 13% rate
of increase in the past three months, $100 plus
per barrel oil, elevated prices for food, a wide
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variety of other commodity prices, and a weak
dollar. A related question is whether the higher
CPI readings, combined with poor economic
growth, will result in stagflation, a condition
last witnessed nearly three decades ago. Four
considerations suggest that these fears are not
likely to be realized.

First, inflation is a lagging indicator.
This is true of all major broad based inflation
barometers—the CPI, the core CPI, the more
reliable core PCE deflator and the Employment
Cost Index (ECI). Over the past five cyclical
downturns, the year over year increases in these
four series did not peak until the economy was in
recession (Chart 5). In all these situations, major
reductions in inflation occurred in the early stages
of the ensuing recovery. This historical pattern is
due to the fact that productivity surges rapidly in
early stage expansion, causing unit labor costs to
rise much more slowly than wage costs.

Second, in this particular episode all these
inflation gauges have peaked well before the start
of the growth recession in mid-2007. The year
over year increases peaked as follows: 4.7% for
the headline CPI in September 2005; 2.9% for the
core CPI in September 2006; 2.5% for the core
PCE in February 2007, and 4% for the ECI all
the way back in the fourth quarter of 2003. The
year over year change in the fourth quarter was a
substantially lower 3%.
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Chart 5

Third, the unprecedented deceleration in
the increase in the ECI of one full percent during
the past three years of economic expansion
strongly documents the impact of globalization
on the United States inflation rate. Even with the
recent increases, the unemployment rate is still
1.2% lower than in June 2003. Despite this tighter
job market, wage cost increases decelerated,
a clear reflection that employers have global
options, and wages are increasingly set in the
global marketplace. This is strong confirmation
that the upturn in headline inflation is transitory.
Higher food and fuel costs have not fed into
wages, a critical element since wage, salary and
benefit costs comprise almost 70% of the cost
of production in the United States. Persistent
inflation episodes have all exhibited a price/wage
spiral.

Fourth, in spite of the 13% rate of growth
in M2 in the past three months, and the striking
new creations in Federal Reserve lending and
financial support activities, we actually judge
the thrust of monetary polity to be somewhat
restrictive, not expansionary. This is based on
the consideration of both the stock of money (M)
and its velocity (V). For example, the first quarter
surge in M2 growth has been more than entirely

neutralized by a dramatic decline in M2 velocity
(Chart 6).

Moreover, velocity is likely to continue to
decline. Velocity falls when financial innovations
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Falling Velocity Dominates M2 Acceleration
7 quarter % change, annual rate

M2 Velocity GDP

1 2. 3
1. 2006 - Q2 4.4% 2.0% 6.5%
2. 2007 - Q4 6.8% -2.3% 4.4%

Source: Bureau of Economic Analysis, Federal Reserve.
Table 1

are not forthcoming and declines sharply when
previous financial innovations are reversed. In
the midst of the current massive credit crunch,
this cycle’s innovations in mortgage finance,
collateralized debt obligations, and structured
investment vehicles are all being reversed. In
the first quarter, nominal GDP grew around a 3%
annual rate, meaning that velocity dropped to 1.85
from 1.9 in the fourth quarter, remaining well
above the post 1900 average of 1.67.

More striking, perhaps, has been the
impact of velocity over the past seven quarters.
M2 growth has accelerated to 6.8% versus 4.4%
in the seven quarters ended in the second quarter
of 2006 when velocity peaked. Based on M2
alone, the economy should have been accelerating,
not falling into the current slump. However, in
the past seven quarters V2 (the velocity of M2)
declined 2.3% per annum, causing GDP growth
to decelerate from 6.5% to 4.4% (Table 1). This
declining velocity will mean the Federal Reserve’s
best efforts are likely to be thwarted, and nominal
GDP will slow coincident with inflation and
output.

Long Term Bond Yields
Number of
End of Level at End Level of Low months After
Recession of Recession Yield Recession to
Low Yield
1. 2. 3. 4.
1. 1940's - 1950's 2.6% 2.6% 1
2. 1960's - 1970's 5.6% 5.2% 12
3.| 1980's - 2000's 8.0% 5.9% 31
4. Average 5.4% 4.5% 15
Source: Federal Reserve, NBER.
Table 2

INTEREST RATE POSSIBILITIES

Treasury yields have dropped to near
record lows, but the historical record suggests the
ultimate bottom in cyclical rates is considerably in
the future. On average, thirty year Treasury bond
yields are a lagging economic indicator. This is
not surprising since inflation is a lagging indicator
and inflation is the main long run determinant of
bond yields. Since the end of World War 11, the
thirty year Treasury yields reached their cyclical
lows, on average, 14.9 months after the end of the
business cycle troughs (Table 2).

Thus, if this growth, or outright recession,
ends in 2008, the low in bond yields will be some
time in 2010. However, if we are in an extended
growth recession that lasts into 2009 or 2010, as
we suspect, and if rates are at record low levels,
similar to the 1940s and 1950s, then the low in
rates is likely to coincide with the end of the
recessionary period.

Van R. Hoisington
Lacy H. Hunt, Ph.D.
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