
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Summary 
 
 
Prior to the recession of 2008/09 the saving rate of the US household sector was 
extremely low, both historically and compared with other countries. Personal saving 
as a percentage of personal disposable income had trended down from 10% in the 
first half of the 1980s to less than 2% in 2005-2007. In the early phase of the 
recession the saving rate started to rise again. Between May 2008 and August 2009 
it averaged almost 4%. A higher saving rate is a normal occurrence during economic 
downturns and a temporary 2 percentage-point rise would be consistent with the 
experience from the rather severe recession in the early 1980s. But the present note 
argues that, this time, the rise in the saving rate is likely to be stronger and to extend 
well beyond the recession itself. It could reverse much of the long decline between 
1985 and 2005. The reason for this is that the forces which previously pushed the 
saving rate lower are now almost exclusively working in the opposite direction, i.e. 
pulling the saving rate up again. One important factor is the reversal of the wealth 
effect from positive to negative. The others are the more restrictive access to credit, 
a lower rate of productivity growth, and the downward pressures on public transfer 
payments due to the need for fiscal consolidation. Should fiscal deficits remain 
elevated, rising real interest rates may contribute to higher personal saving. 

 
 
A change of trend after more than 20 years? 
 
One of the main structural imbalances in the world economy in recent years has 
been the high level of consumer spending in the United States. The ratio of private 
consumption to GDP in the United States rose by 7 percentage points over 20 years 
to 70% in the current decade while the saving rate of the US household sector 
trended downwards. Measured as a percentage of personal disposable income, 
household saving declined from an average rate of 10.0% in 1980-84 to 1.8% in 
2005-07 (Chart 1).  

In the context of the Great Recession of 2008/09 the saving rate has increased 
again. According to current data, it averaged 3.8% between May 2008 and August 
2009. If this rise were to continue, it would be a major step towards more 
sustainable and balanced growth worldwide. This is the reason why the 
saving/consumption behaviour of US households bears watching from a European 
and global perspective. 
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A rise in the saving rate is quite normal in recessions, but it tends to be reversed 
during the ensuing recovery. This happened in the context of the past four 
recessions (1973-75, 1980-82, 1990-91 and 2001). The maximum increase was in 
connection with the double-dip recession of 1980-82 when the saving rate increased 
temporarily by 2 percentage points for 3 years. 

Chart 1: Personal saving, 1950-2008 
(annual data) 
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Source: BEA, Department of Commerce 

Chart 2: Personal saving, January 
2007 - August 2008 (monthly data) 
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The higher saving rate since May 2008 may turn out to be such a temporary 
phenomenon which may end once the recovery has become firmly established. The 
lack of any discernible trend in the monthly saving rate over the 16-month period to 
August 2009 (see Chart 2) could point in this direction. However, the trendless 
fluctuations in this period are most likely due to a number of policy measures which 
may conceal an underlying trend. The spike in May/June of 2008 seems to have 
been caused by the tax rebates in the Economic Stimulus Act of 2008 which sharply 
boosted disposable income for a couple of months. A similar, but milder, spike 
occurred as a consequence of the American Recovery and Reinvestment Act of 
2009, the stimulus package adopted in February this year. In particular, increases in 
government social benefit payments lifted disposable income by 1.5 percentage 
points in May. In both cases, households seem to have practiced consumption-
smoothing leading to saving rate fluctuation. By contrast, government incentives for 
car purchases ("cash for clunkers") have clearly raised the figures for personal 
consumption expenditure last summer, thereby lowering the saving rate in the latest 
monthly readings. Furthermore, it has to be borne in mind that the saving rate is 
calculated as a residual of personal income and outlay data and is therefore prone 
to heavy revisions. The jury is therefore still out regarding the question how much 
the saving rate has increased since the beginning of the recession and whether 
there is a clear rising trend or the beginning of such a trend. 

Irrespective of the uncertainty related to the recent data, this note argues that the 
rise in the saving rate in connection with the 2008/09 recession is likely to be much 
stronger and more sustained than the temporary and mild increases associated with 
the previous recessions. It could reverse the long downward trend which started in 
the mid-1980s. The reasons for this is that the factors which previously pushed the 
saving rate lower are now almost exclusively working in the opposite direction, 
pulling the saving rate up again. 
 
 
The decline in the saving rate from 1985 to 2005  
Economic theory and empirical research suggests that five factors contributed to the 
declining trend in the saving rate in 1985-2005, namely (1) capital gains, (2) 
improved access to credit, (3) rising income expectations, (4) rising government 
transfers, and (5) low real interest rates.1 Although it is impossible to attribute 
weights to them, the following order of presentation indicates a tentative ranking. It 
has to be stressed that the relative weight of these factors are likely to have 
fluctuated over time which means that this tentative ranking should be considered 
for the 20-year period as a whole. 

Large capital gains on equity holdings and residential real estate sharply raised the 
net worth of many households since the early 1980s, assuring them that they were 

A higher, but very 
volatile, saving rate 

since 2008 
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well positioned to meet goals for precautionary or retirement savings even while 
they saved less of their current income. This explanation suggests that for many 
households the operative concept of saving is not the portion of current income that 
they do not spend but rather the change in their net worth. As shown by Chart 3, net 
worth as a ratio of disposable income increased from 1985 onwards. The falling 
saving rate was more than offset by capital gains in terms of household wealth. 
There is considerable empirical evidence which links the stock of wealth to 
consumption spending and which supports the view that capital gains on corporate 
equities and residential real estate have been important factors behind the decline in 
the personal saving rate. 
 

The hypothesis that capital gains can 
explain the decline in the saving rate 
appears to be weakened by the fact 
that the saving rate did not rise in 
response to the huge capital losses in 
the stock market correction in 2000-
2002 which lowered household net 
worth as a ratio of disposable income 
by more than 100 percentage points 
over three years. But these capital 
losses never brought the ratio of 
household net worth to disposable 
personal income below its long-term 
average which meant that the need 
for adjusting the saving rate upwards 
was not obvious to households. 
Another and perhaps more 
convincing argument is that 
households change their 
expectations of future capital gains 

slowly in response to a long moving average of past returns. Although such 
behaviour may not be strictly “rational”, it is indicated by many household surveys. It 
would imply that the saving rate is inversely related to past and not to present capital 
gains. In this interpretation, the capital losses in 2000-2002 were not sufficiently 
persistent to trigger adaptive reactions by households in their saving/consumption 
decisions. 

An interesting 2001-study by John Maki and Michael Palumbo has shown strong 
evidence of the causal link from the US stock market boom in the 1990s to the 
decline in the personal saving rate.2  They disaggregated US households into 
quintiles according to income and demonstrated that virtually all of the observed 
decline in the overall personal saving rate in 1992-2000 can be attributed to 
households in the top 20% of the income distribution. In the same period, the same 
quintile experienced by a wide margin the sharpest increase in the net worth to 
income ratio while their saving rate fell from being the highest to the lowest. In 
contrast, households in the lowest 40% of the income distribution actually increased 
their saving rates and by 2000 these relatively poor households were saving at a 
considerably higher rate than the average US household. Between 1992 and 2000, 
the aggregate net worth to income ratio climbed 98 percentage points, 79 points of 
which could be attributed to the top quintile. In the same period, the aggregate 
saving rate fell 4.1 percentage points, 4.0 points of which were due to the top 
quintile.3  The authors interpret the data as compelling evidence of a wealth effect, 
i.e. a direct link between the rise in aggregate household net worth caused by the 
US stock-market boom since the mid-1990s and the subsequent decline in the 
economy-wide rate of saving, as the same group of households who benefited the 
most from gains in the stock market lowered their saving rates the most. 

The second hypothesis involves financial market innovation. Since the 1980s, 
households obtained better access to credit markets. It became much easier and 
less costly for households to withdraw accumulated home equity through mortgage 
credit or cash-out refinancing. Along with the run-up in real estate prices since the 
mid-1990s, it encouraged frequent refinancing with many households tapping into 
their home equity for consumption needs. In addition, securitisation made it more 
attractive for financial intermediaries to lend to lower-income households which 
resulted in very fast growth in the subprime credit market. Credit card usage grew 
exponentially, and the ratio of consumer credit to income increased by 50%. 

Chart 3: Household net worth, 1950 - 
2008 (annual data) 
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Source: Federal Reserve Board, Flow of Funds 
Accounts 
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A third explanation for the decline in the personal saving rate relates to possible 
upward revisions to households' expectations for their long-run income. This 
explanation essentially derives from Milton Friedman’s “permanent-income 
hypothesis” which states that the choices consumers make regarding their 
consumption patterns are determined not by current income but by their longer-term 
income expectations. Many studies of household consumption and saving behaviour 
have confirmed the link between current consumption and both current income and 
expected future income.4 Households appear to smooth spending in response to 
fluctuations in income. Only when they have been convinced that a change in 
income is not temporary will they adjust their consumption by a sizeable amount. 
One consequence of this behaviour is that the ratio of consumption to current 
income will be higher - and hence the personal saving rate will be lower - the higher 
is the expected growth rate of future income. To the extent that households took 
note of the rise in productivity growth in the United States between the mid-1990s 
and the mid-2000s and assumed that it meant more rapid increases in future 
income, it is in accordance with the “permanent-income hypothesis” that their saving 
rate declined. A belief in "better economic times ahead" increases the confidence of 
households about their future income prospects and encourages them to be less 
thrifty. 

A fourth commonly referenced argument for the decline in the personal saving rate 
emphasizes the growing importance of Social Security, Medicare, and other 
government transfer payments in overall household income. The share of 
government social transfer payments in disposable personal income increased 
gradually from 13.1% in 1985 to 16.0% in 2005. These government programmes 
have the effect of shifting income toward those portions of the population that, at 
least in theory, have a relatively high propensity to spend. Moreover, by providing 
some insurance against future financial hazards, the very existence of the 
programmes may have reduced the incentive of even those not yet receiving such 
transfers to save for retirement and other emergencies. On the other hand, the 
above-mentioned Federal Reserve study by Maki and Palumbo found that the lower-
income households actually increased their saving rate in the 1990s, a finding which 
runs counter to the transfer-payment argument. 

Fifth, the fall in the personal saving rate may, to a limited extent, also be attributed to 
the generally low level of real interest rates in 1985-2005. But this particular theory 
has both supporters and detractors and whether raising the rate of return on savings 
raises or reduces savings propensities remains an open question. On the one hand, 
a higher return to saving should make saving more attractive in accordance with 
classical theory. On the other hand, a higher return means that less saving is 
required to achieve any given level of wealth. The weight of empirical evidence 
favours a positive relationship between interest rates and the saving rate, although 
the confidence intervals around such estimates are quite large. The fact that real 
interest rates also fell in countries like France and Germany, where the saving rate 
did not decline, certainly suggests that this factor alone cannot account for the fall of 
the saving rate in the United States. 

 
 
The medium-term outlook for the saving rate 
 

Having identified the factors behind the decline in the saving rate from 1985 to 2005, 
the medium-term outlook for the saving rate can be evaluated on the basis of 
current and prospective developments for each of these factors. 

First, capital gains have turned into capital losses. Due to falling house and equity 
prices, household net worth has declined by 17% from $64 trillion at the end of 2007 
to $53 trillion in mid-2009. Household net worth as a percentage of disposable 
personal income has declined from 614% to 487% over the same period, a return to 
the level of the early 1980s. The recent rise in the saving rate seems to be evidence 
that households have started to cut back on consumption in order to rebuild their 
wealth by saving out of income to compensate for the drop in the value of their 
assets. Since wealth effects only materialise with a considerable time lag (estimated 
at 1-2 years), only part of it is likely to be in the data up to August 2009. 

To illustrate the magnitude of the current negative wealth effect one can make a 
rough calculation based on conventional estimates of the wealth elasticity of 
consumption. For the US it ranges between 3 and 6 cents per dollar of wealth 
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Low real interest 
rates 

Households have 
suffered a large loss 

of wealth in the 
recession 



ECFIN Country Focus  Volume 6, Issue 9 Page 5 

change. $11 trillion of wealth lost during the recession translate into $330-660 billion 
of reduced consumption. Lowering consumption by this amount over two years 
increases the saving rate by 1.7-3.3 percentage points in this period. Obviously, 
household net worth and the wealth effect are moving quantities. House prices 
appear to have stabilised and equity prices have increased since mid-2009. If one 
assumes that they are sustained at current levels, the negative wealth effect, as 
calculated above, would be slightly lower. 

The second important development for the saving rate is that credit access has 
become more restricted. The financial crisis has reversed much of the preceding 
development towards easier credit access for households. In particular, mortgage 
lending is returning to stricter lending standards. New issues of subprime mortgages 
have practically already disappeared. Consumer loans will also become harder to 
get as defaults increase while unemployment rises. 

The third point is that expectations about future income growth are turning more 
pessimistic. The previous decline in the saving rate was partly attributed to 
households' positive expectations about future income growth related to booming 
productivity growth between the mid-1990s and the mid-2000s. Growth in labour 
productivity in the non-farm business sector rose from 1.4% a year between 1973 
and 1995 to 2.7% between 1995 and 2000, and a whopping 3.5% between 2000 
and 2004. Since then, however, productivity growth has returned to a rate close to 
pre-1995 readings (1.6% in 2004-2008). Historically, the US economy has 
alternated between periods with above-average and below-average productivity 
growth rates. If the recent downturn in labour productivity growth is confirmed, it is 
likely to result gradually in downward adjustments in household expectations about 
future income. In accordance with the “permanent-income hypothesis” this should 
result in a rising household saving rate. 

Fourthly, it seems certain that government transfer payments will come under 
pressure. Although the share of government social transfer payments in disposable 
personal income has continued to increase in recent years (from 16.0% in 2005 to 
17.1% in 2008), the need to put public finances on a sustainable path in the 
medium-term will require reforms of entitlement spending programmes. This is 
bound to discontinue the long-standing tendency towards rising social transfer 
payments, at least net of contributions. Household expectations will gradually take 
this budgetary requirement into account which will also tend to increase the 
household saving rate. A comprehensive and self-financing health care reform, as 
currently discussed, may modify this argument to the extent that it would redistribute 
income from high-saving high-income groups to low-saving low-income groups. 

Fifth and finally, the prospect of persistently large fiscal deficits may increase real 
interest rates. During the previous decline of the saving rate low real interest rates 
have arguably played a minor role. As long as the economy remains weak, real 
interest rates are likely to stay relatively low. But the dismal outlook for public 
finances (the Administration projected in August 2009 that the federal budget deficit 
will average 6.3% in 2010-2014) suggests that real long-term interest rates could 
move upwards in the medium term. This, in turn, could contribute to an upward trend 
in the personal saving rate. There is a link to the preceding point here, since 
cutbacks in government transfer payments could help to lower budget deficits and 
ease the upward pressure on long-term real interest rates. 
 
 
Conclusion 
 
In the context of the 2008/09 recession the US household saving rate has increased 
significantly. Although a temporary rise in the saving rate is normal in a recession, 
the recent trend is likely to be stronger and more sustained than the upward blips in 
previous recessions. It is quite plausible to expect the saving rate to rise further from 
the recent level of about 4% and into the 5-10% range. The reason for this is that 
the most important factors responsible for the 1985-2005 downward trend in the 
saving rate have changed 'signs' are and now working in the opposite direction, i.e. 
pulling the saving rate up again. Very important is the powerful reversal of the 
wealth effect from positive to negative, provided it is sustained. The other factors are 
the more restrictive access to credit, a renewed decline in productivity growth, and 
the pressures on public transfer payments which will gradually emanate from the 
need to put public finances back on a sustainable path. Should fiscal deficits remain 
high, rising real interest rates may contribute to higher personal saving. 
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1 The wealth effect has a long history in the economics profession. A review is, for instance, available in James M. Poterba, 
"Stock Market Wealth and Consumption", Journal of Economic Perspectives, vol. 14 (Spring 2000), pp. 99-118. The best known 
study on the influence of permanent income on consumption and saving is Milton Friedman, A Theory of the Consumption 
Function, Princeton, N.J., 1957. The classic paper on the effect of government transfer payments on household spending is by 
Martin Feldstein, "Social Security, Induced Retirement, and Aggregate Capital Accumulation", Journal of Political Economy, vol. 
82 (September/October 1974), pp. 905-26. 
2 Dean M. Maki and Michael G. Palumbo, “Disentangling the Wealth Effect: A Cohort Analysis of Household Saving in the 
1990s”, Federal Reserve Board, Finance and Economics Discussion Series, no. 2001-21 (April 2001). 
3 The data used by the authors have later been revised. The rise in net worth to disposable income is now estimated to have 
been 104 percentage points and the fall in the saving rate is now estimated to have been 4.4 percentage points in the 1992-
2000 period. 
4 See, for instance, John Y. Campbell, "Does Saving Anticipate Declining Labor Income? An Alternative Test of the Permanent 
Income Hypothesis", Econometrica, vol. 55 (November 1987), pp. 1249-73. 
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