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Optimism at the FOMC
The Federal Open Market Committee
(FOMC) has continuously been overly optimistic
regarding its expectations for economic growth in
the United States since the last recession ended in
2009. If their annual forecasts had been realized
over the past four years, then at the end of 2013
the U.S. economy should have been approximately
$1 trillion, or 6%, larger. The preponderance
of research suggests that the FOMC has been
incorrect in its presumption of the effectiveness
of quantitative easing (QE) on boosting economic
growth. This faulty track record calls into question
their latest prediction of 2.9% real GDP growth
for 2014 and 3.4% for 2015.
A major reason for the FOMC’s overly
optimistic forecast for economic growth and its
incorrect view of the effectiveness of quantitative
easing is the reliance on the so-called “wealth
effect”, described as a change in consumer wealth
which results in a change in consumer spending.
In an opinion column for The Washington Post
on November 5, 2010, then FOMC chairman Ben
Bernanke wrote, “…higher stock prices will boost
consumer wealth and help increase confidence,
which can also spur spending. Increased spending
will lead to higher incomes and profits that, in
a virtuous circle, will further support economic
expansion.” Former FOMC chairman Alan
Greenspan in a CNBC interview on Feb. 15,
2013 said, “The stock market is the key player in
the game of economic growth.” This year, in the
January 20 issue of Time Magazine, the current
FOMC chair, Janet Yellen said, “And part of the
[economic stimulus] comes through higher house

and stock prices, which causes people with homes
and stocks to spend more, which causes jobs to be
created throughout the economy and income to go
up throughout the economy.”
FOMC leaders may feel justified in taking
such a position based upon the FRB/US, a largescale econometric model. In part of this model,
employed by the FOMC in their decision making,
household consumption behavior is expressed as a
function of total wealth as well as other variables.
The model predicts that an increase in wealth of
one dollar will boost consumer spending by five
to ten cents (see page 8-9 “Housing Wealth and
Consumption” by Matteo Iacoviello, International
Finance Discussion Papers, #1027, Board of
Governors of the Federal Reserve System, August
2011). Even at the lower end of their model's
range this wealth effect, if it were valid, would be
a powerful factor in spurring economic growth.
After examining much of the latest
scholarly research, and conducting in house
research on the link between household wealth
and spending, we found the wealth effect to be
much weaker than the FOMC presumes. In fact,
it is difficult to document any consistent impact
with most of the research pointing to a spending
increase of only one cent per one dollar rise in
wealth at best. Some studies even indicate that
the wealth effect is only an interesting theory and
cannot be observed in practice.
The wealth effect has been both a
justification for quantitative easing and a root
cause of consistent overly optimistic growth
expectations by the FOMC. The research cited
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Consumer Wealth and Consumer Spending
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below suggests that the concept of a wealth effect
is in fact deeply flawed. It is unfortunate that
the FOMC has relied on this flawed concept to
experiment with over $3 trillion in asset purchases
and continues to use it as the basis for what we
believe are overly optimistic growth expectations.
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Many episodes of rising and falling
financial and housing asset wealth have occurred
throughout history. The question is whether
these periods of wealth changes are associated
in a consistent and reliable way with changes in
consumer spending. We examined, separately,
percent changes in real consumption expenditures
per capita against percent changes in the real S&P
500 index (financial wealth) and against percent
changes in Robert Shiller’s real home price index
(housing wealth). If economic relationships
are valid they should work for all time periods,
regardless of highly different idiosyncratic
conditions, as opposed to an isolated subset of
historical experience. As such, we conducted our
analysis from 1930 through 2013, the entire time
period for which all variables were available.
Financial Wealth. Chart 1 is a scatter
diagram of current percent changes in both real
per capita personal consumption expenditures
(PCE), the preferred measure of spending, and
the real S&P 500 stock price index. It is made
up of 84 dots, which constitutes a robust sample.
Over our sample period, as with most extremely
long periods, time will tend to link economic
variables to each other; population is a key factor
that can cause such an association. By expressing
consumption in per capita terms, trending has been
reduced, and in turn, an artificially overstated
degree of correlation has been avoided.
If financial wealth drives consumer
spending, an unambiguous positively sloped line
should be evident on this scatter diagram. Larger
gains in the S&P 500 would be associated with
faster increases in spending; conversely, declines

Chart 1

in the S&P 500 would be tied to lower spending.
If there was a strong positive correlation, the
large gains in stock prices would be associated
with strong gains in spending, and they would
fall in the upper right quadrant of the graph. In
addition, sizeable declines in the S&P would
be associated with large decreases in consumer
spending, and the dots would fall in the lower
left quadrant, resulting in an upward sloping line.
For the relationship to be stable and dependable
the dots should be packed in an around the trend
line. This is clearly not the case. The trend line
through the dots is positive, but the observations
in the upper left quadrant of the graph and those
in the lower right exhibit a negative rather than
positive correlation. Furthermore, the dots are
not clustered close to the trend line. The goodness
of fit (coefficient of determination) of 0.27 is
statistically significant; however, the slope of the
line is minimally positive. This suggests that an
approximate one dollar increase in wealth will
boost real per capita PCE by less than one cent,
far less than even the lower band of the effect in
the Fed’s model.
Theoretically, lagged changes are preferred
because when current or coincidental changes in
economic variables are correlated the coefficients
may be biased due to some other factor not covered
by the empirical estimation. Also, lags give
households time to adjust to their change in wealth.
As such, we correlated the current percent change
in real per capita PCE against current changes
as well as one- and two-year lagged changes
(expressed as a three-year moving average) in the
S&P 500. The lags did not improve the goodness
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of fit as the coefficient of determination fell to
0.21. An increased dollar of wealth, however, still
resulted in a one cent increase in consumption. We
then correlated current percent change in real per
capita PCE with only lagged changes in the real
S&P 500 for the two prior years (expressed as a
two-year moving average), and the relationship
completely fell apart as the goodness of fit fell to
a statistically insignificant 0.06.
Housing Wealth. Chart 2 is a second
scatter diagram, relating current percent changes
in real home prices to current percent changes in
real per capita PCE. Once again, the trend line
does have a small positive slope, but there are so
many observations in the upper left quadrant that
the coefficient of determination does not meet
robust tests for statistical significance. The dots
are even more dispersed from the trend line than
in the prior scatter diagram.
As with the analysis on financial wealth,
when current changes in consumption were
correlated against the lagged changes in home
prices (both the three-year moving average and
the two-year moving average), the goodness of fit
deteriorated significantly and was not statistically
significant in either case.
Correlations, or the lack thereof, indicated
by these scatter diagrams do not prove causation.
Nevertheless, economic theory offers an
explanation for the poor correlation. If a person
has an appreciated asset and wishes to increase
spending, one option is to sell the asset, capture
the gain and buy something else. However, the
Real Per Capita Personal Consumption Expenditures vs. Real Home
Prices 1930‐2013
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funds to make the new purchase comes from the
buyer of the asset. Thus, when financial assets are
sold, money balances increase for the seller but
fall for the buyer. The person with an appreciated
asset could choose to borrow against that asset.
Since new debt is current spending in lieu of
future spending, the debt option may only provide
a temporary boost to economic activity. To avoid
an accentuated business cycle, debt must generate
an income stream to repay principal and interest.
Otherwise any increase in debt to convert wealth
gains into consumer spending may merely add to
cyclical volatility without producing any lasting
benefit.

Scholarly Research
Scholarly research has debated the impact
of financial and housing wealth on consumer
spending as well. The academic research on
financial wealth is relatively consistent; it has very
little impact on consumption. In “Financial Wealth
Effect: Evidence from Threshold Estimation”
(Applied Economic Letters, 2011), Sherif Khalifa,
Ousmane Seck and Elwin Tobing found “a
threshold income level of almost $130,000, below
which the financial wealth effect is insignificant,
and above which the effect is 0.004.” This means
a one dollar rise in wealth would, in time, boost
consumption by less than one-half of a penny.
Similarly, in “Wealth Effects Revisited 19752012,” Karl E. Case, John M. Quigley and Robert
J. Shiller (Cowles Foundation Discussion Paper
#1884, December 2012) write, “The numerical
results vary somewhat with different econometric
specifications, and so any numerical conclusion
must be tentative. We find at best weak evidence
of a link between stock market wealth and
consumption.” This team looked at quarterly
observations during the 17-year period from 1982
through 1999 and the 37-year period from 1975
through the spring quarter of 2012.
The research on housing wealth is more
divided. In the same paper referenced above, Karl
E. Case, John M. Quigley and Robert J. Shiller
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write, “In contrast, we do find strong evidence
that variations in housing market wealth have
important effects upon consumption.” These
findings differ from the findings of various other
economists. In “The (Mythical?) Housing Wealth
Effect” (NBER Working Paper #15075, June
2009), Charles Calomiris, Stanley D. Longhofer
and William Miles write, “Models used to guide
policy, as well as some empirical studies, suggest
that the effect of housing wealth on consumption
is large and greater than the wealth effect on
consumption from stock holdings. Recent
theoretical work, in contrast, argues that changes
in housing wealth are offset by changes in housing
consumption, meaning that unexpected shocks in
housing wealth should have little effect on nonhousing consumption.”
Furthermore, R. Glenn Hubbard and
Anthony Patrick O’Brien (Macroneconomics,
Fourth edition, 2013, page 381) provide a highly
cogent summary of the aforementioned research
by Charles Calomiris, Stanley D. Longhofer and
William Miles. They argue that consumers “own
houses primarily so they can consume the housing
services a home provides. Only consumers who
intend to sell their current house and buy a smaller
one – for example, ‘empty nesters’ whose children
have left home – will benefit from an increase
in housing prices. But taking the population as
a whole, the number of empty nesters may be
smaller than the number of first time home buyers
plus the number of homeowners who want to buy
larger houses. These two groups are hurt by rising
home prices.”
Amir Sufi, Professor of Finance at the
University of Chicago, also indicates that the effect
of housing wealth is much smaller than assumed in
the policy models and earlier empirical research.
Dr. Sufi calculates that an increase of one dollar
of housing wealth may yield as little as one cent
of extra spending (“Will Housing Save the U.S.
Economy?”, April 2013, Chicago Booth Economic
Outlook event). This is in line with a 2013 study
by Sherif Khalifa, Ousmane Seck and Elwin
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Tobing (“Housing Wealth Effect: Evidence from
Threshold Estimation”, The Journal of Housing
Economics). These economists found that a
threshold income level of $74,046 had a wealth
coefficient that rounded to one cent. Income levels
between $74,046 and $501,000 had a two cent
coefficient, and incomes above $501,000 had a
statistically insignificant coefficient.
In total, the majority of the research is
seemingly unequivocal in its conclusion. The
wealth effect (financial and housing) is barely
operative. As such, it is interesting to note its
actual impact in 2013.

Where Was the Wealth Effect in 2013?
If the wealth effect was as powerful as
the FOMC believes, consumer spending should
have turned in a stellar performance last year. In
2013 equities and housing posted strong gains.
On a yearly average basis, the real S&P 500
stock market index increase was 17.7%, and the
real Case Shiller Home Price Index increase was
9.1%. The combined gain of these wealth proxies
was 26.8%, the eighth largest in the 84 years of
data. The real per capital PCE gain of just 1.2%
ranked 58th of 84. The difference between the
two was the fifth largest in the 84 cases. Such
a huge discrepancy in relative performance in
2013, occurring as it did in the fourth year of an
economic expansion, raises serious doubts about
the efficacy of the wealth effect (Chart 3).
In econometrics, theoretical propositions
must be empirically verifiable. Researchers using
numerous statistical procedures examining various
sample periods should be able to identify at least
some consistent patterns. This is not the case
with the wealth effect. Regardless if examining
a simple scatter diagram or something far more
sophisticated, the wealth effect is weak and
inconsistent. The powerful wealth coefficients
imbedded in the FRB/US model have not been
supported by independent research. To quote
Chris Low, Chief Economist of FTN (FTN
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Interest Rates
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Chart 3

Financial, Economic Weekly, March 21, 2014),
“There may not be a wealth effect at all. If there
is a wealth effect, it is very difficult to pin down
…” Since the FOMC began quantitative easing in
2009, its balance sheet has increased more than $3
trillion. This increase may have boosted wealth,
but the U.S. economy received no meaningful
benefit. Furthermore, the FOMC has no idea what
the ultimate outcome of such an increase will
be or what a return to a ‘normal’ balance sheet
might entail. Given all of this, we do not see any
evidence for economic growth as robust at the
FOMC predicts.
Without a wealth effect, the stock market
is not the “key player” in the economy, and no
“virtuous circle” runs through the stock market.
We reiterate our view that nominal GDP will rise
just 3% this year, down from 3.4% in 2013. M2
growth in the latest twelve months was 5.8%, but
velocity should decline by at least 3% and limit
nominal GDP to 3% or less.

Chart 4

The Flatter Yield Curve: An Opportunity
for Treasury Bond Investors
The Fed has indicated that the federal
funds rate could begin to rise in the next couple
of years, and the Treasury market has moderately
anticipated this event. Similar to the 2004-2005
federal funds rate cycle, long before the federal
funds rate increased short Treasury rates began
their ascent (Chart 4). Interestingly, once the
federal funds rate did begin to rise in 2004, long
Treasury rates fell over the next two years. From
May of 2004 until Feb. 2006 the federal funds
rate increased by 350 basis point (bps) and the
five-year note increased by 80 bps, yet the 30-year
bond fell by 84 bps as inflation expectations fell.
If the Fed follows through with its forecast and
short rates rise, the dampening effect on inflation
expectations should again cause long rates to
fall. On the other hand, should economic activity
continue to moderate then the downward pressure
on inflation will continue. The prospect for lower
Treasury yields appears favorable.
Van R. Hoisington
Lacy H. Hunt, Ph.D.
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