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Consumers and the Economy, Part I:
Household Credit and Personal Saving

BY REUVEN GLICK AND KEVIN J. LANSING

In the years since the bursting of the housing bubble, the personal saving rate has trended up
from around 1% to around 6%, while the ratio of household debt to disposable income has
dropped from 130% to 118%. Changes over time in the availability of credit to households can
explain 90% of the variance of the saving rate since the mid-1960s, including the recent

uptrend, according to a simple empirical model.

Following a 20-year decline, the U.S. personal saving rate bottomed out at around 1% in the third
quarter of 2005. Since then, the rate has been trending upward, reaching around 6% in the third quarter
of 2010. The era of declining saving rates coincided with a period of expanding credit availability for
households that contributed to a dramatic increase in leverage as measured by the ratio of household
debt to personal disposable income. During the boom years of the mid-2000s, the combination of
declining saving rates and rapidly rising household debt allowed consumer spending to grow much faster
than disposable income, providing a significant boost to the economy. Recently however, the rebound in
the saving rate has coincided with a reduction in household debt—a deleveraging—that has acted as a
drag on consumer spending and the economy.

In this Economic Letter, we show that movements in the availability of credit are very important for
explaining movements in the saving rate. Over the past half century, greater credit availability for
households has been associated with lower saving rates and a resulting higher leverage. Standard
economic models seek to explain movements in the saving rate primarily in terms of movements in
household net worth, as measured by the value of assets minus debt. Taking credit availability into
account significantly improves the explanatory power of saving rate models.

Models of consumption and saving

The standard life-cycle model of saving behavior holds that, over their lifetimes, consumers strive to
achieve a target ratio of net worth to income that will allow them to maintain their desired consumption
patterns through retirement (see Skinner 2007). If unexpected events, such as drops in the prices of
stocks or houses, cause net worth to decline, then the life-cycle model predicts an increase in saving
behavior to help return the net worth—income ratio to target. Additional saving could be used to
purchase assets or pay down debt, thereby increasing net worth.

With this theory as background, most empirical studies seek to explain movements in the saving rate
using movements in the ratio of household net worth to personal disposable income. However, some
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studies have shown that the behavior of consumption, and by extension saving, is also strongly
associated with changes in credit growth. Bacchetta and Gerlach (1997) and Ludvigson (1999) find that
credit growth has a significant positive impact on consumption growth in the United States and other
countries. In these studies, changes in credit growth can be interpreted as capturing changes in lending
practices or other factors that affect consumer access to borrowed money. For example, a period of rapid
credit growth may reflect lending industry changes that reduce down-payment requirements for
homebuyers, or allow applicants with modest incomes or impaired credit histories to obtain loans. This
line of thought suggests that some measure of credit availability may be helpful in explaining movements
in the saving rate through a channel separate from that of net worth.

Household net worth, credit, and the saving rate
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and the household debt ratio rising between 1975 and 2005. This pattern is consistent with the studies
cited above that find a positive link between consumption behavior and credit growth. The rising debt
ratio can be interpreted as reflecting changes in both credit supply and credit demand. Supply-side
changes include the greater availability of credit cards and home equity loans, the growth of subprime
lending, the spread of exotic mortgage products, and other changes that over time served to relax
consumer borrowing constraints and thereby reduced the need for precautionary saving. Demand-side
changes include the secular decline in interest rates starting in the mid-1980s that lowered the cost of
borrowing for consumers. At the tail end of the sample period, beginning around 2007, we observe a
declining debt ratio coinciding with a rising saving rate. This pattern reflects consumer deleveraging in
the face of the tighter lending
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quarterly changes since 1966 in the net percentage of reporting institutions indicating a greater
willingness to make consumer installment loans. The quarterly changes are cumulated over time and the
resulting series is scaled to have a value of 100 at the peak, which occurred in the first quarter of 2007.
The figure shows a long-term uptrend in the availability of credit to U.S. households that tracks
reasonably well with the uptrend in household leverage, as measured by the ratio of household debt to
disposable income. The correlation of the two series suggests that the dramatic run-up in household debt
relative to income was largely driven by an increase in the supply of credit over time.

Empirical models of the saving rate

To explain movements in the saving rate over time, we construct a simple empirical model that uses data
from the first quarter of 1966 through the third quarter of 2010. We perform a regression, a statistical
exercise in which we look at the relationship between the personal saving rate and two contemporaneous
explanatory variables: the ratio of household net worth to disposable income, shown in Figure 1, and our
constructed measure of credit availability, shown in Figure 3. The first variable is based on the standard
life-cycle model of net worth and saving. The second variable is intended to capture shifts in credit
available to U.S. households that affect saving behavior outside the standard net worth channel.

Figure 4 plots the actual saving rate versus the corresponding value fitted to the data from our empirical
model incorporating credit availability. The model explains 90% of the variance of the saving rate since
1966. Both explanatory variables are statistically significant in helping explain movements in the saving
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rate. Rising net worth and easier credit
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For comparison, Figure 4 also plots the

fitted value from a standard empirical
model that employs the net worth ratio as the only explanatory variable. The standard model explains
only 73% of the variance of the saving rate, considerably less than our empirical model that includes the
credit availability variable. Moreover, the model incorporating credit availability does a much better job
of reproducing movements in the saving rate that have occurred over the past 10 years, when lending
industry changes have been particularly dramatic.

Conclusion

In the years leading up to the financial crisis of 2008—2009, a combination of factors including low
interest rates, lax lending standards, the proliferation of exotic mortgage products, and the growth of a
global market for securitized loans promoted increased household borrowing. Homebuyers with access
to easy credit helped bid up U.S. house prices to unprecedented levels relative to rents and disposable
income. The rapid rise in household net worth encouraged lenders to ease credit even further based on
the assumption that house price appreciation would continue indefinitely. U.S. household leverage, as
measured by the ratio of debt to disposable income, reached an all-time high of 130% in 2007.

The U.S. experience was by no means unique. Household leverage in many industrialized countries
increased dramatically in the years prior to 2007. Countries exhibiting the largest increases in household
leverage tended to experience the fastest rises in house prices over the same period (see Glick and
Lansing 2010). House prices in the U.S. have dropped on average by about 30% from their peak in 2006.
In the years since the bursting of the bubble, the personal saving rate trended up from around 1% to
about 6% in the third quarter of 2010, while the ratio of household debt to disposable income dropped
from 130% to 118%.

A simple empirical model of the saving rate that accounts for changes in the availability of credit to
households over time can explain 90% of the variance of the saving rate and tracks the recent uptrend
well. Going forward, households may keep trying to reduce excessive debt loads by increasing their
saving. On the one hand, higher saving rates imply correspondingly lower rates of domestic household
consumption growth so that a larger share of GDP growth would need to come from business
investment, net exports, or government spending. On the other hand, an increase in domestic saving
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would help rebuild household nest eggs in preparation for retirement and also help correct the large
imbalance that now exists in the U.S. current account.

Reuven Glick is a group vice president in Economic Research at the Federal Reserve Bank of San
Francisco.

Kevin J. Lansing is a senior economist in Economic Research at the Federal Reserve Bank of San
Francisco.
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