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SHIFT TO THRIFT

Over the five years that preceded the current reces-
sion, Canadians had been on a shopping spree. House-
holds bought new cars, fancy home furnishings, the latest
fashions, and ate out at their favourite restaurants. During
this time, households overspent relative to their income,
became over extended with debt and saved too little. Now,
with the Canadian economy in recession, it is of no sur-
prise the period characterized by consumerism has ended.
Househol ds have constrained their spending considerably,
and the savings rate rose to a 6-year high of 4.7% by the
end of 2008. The combination of plunging stock markets,
falling home prices, considerablejob losses, and sour con-
sumer confidence hasled consumersto tighten their purse
strings. However, a more important question is whether
Canadians will resume their shopping spree once the
economy emerges from the recession, or whether there be
a sustained shift towards thrift? Based on our long-term
outlook for the national economy, and determinants of the
personal savingsrate, we believe that the personal savings
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HIGHLIGHTS

e The personal savings rate is expected to aver-
age around 6-7% over the next five years, dou-
ble the rate of the last five years.

e The increase in the personal savings rate will
reflect less willingness to count on capital gains
to provide for future savings, a slower trend rate
of consumer spending, and lingering memories
of the recent drop in home and equity prices.

rate will remain elevated in the coming years, with a new
long-run average in the 6-7% range as thrift comes back
into style.

A Historical Perspective on the Savings Rate

To put the forecast into context, it is useful to have an
appreciation of the historical experience. Inthe 1960s, a
decade that was characterized by relatively low and sta-
bleinflation, the personal savingsrate averaged 6.7%. The
personal savingsrate then soared during the unstable eco-
nomic and inflation backdrop of the 1970sand 1980s, with
apeak of 20% in 1982. Over the quarter century ending
in 1995, the personal savings rate averaged 13.7%.

However, the Bank of Canada devel oped considerable
credibility asaninflation fighter in the 1990s and this had
an influence on personal savings. The low and stable in-
flation created a greater sense of certainty around future
income and its purchasing power. Thus, there was less
need for precautionary savings. It also created awin-win
situation for both borrowers and lenders, raising demand
for credit and boosting supply of credit. Consider that if
you bought a home in 1975, the average mortgage rate
was 12%. However, when a five-year mortgage came to
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refinancing again in 1980, it had risen to 16% — a4 per-
centage point increase. In contrast, with the Bank of
Canada able to anchor inflation expectations at close to
2% in the second half of the 1990s and the 2000s, there
was more certainty around what your interest rate would
look likeinfiveyearstime. Thereduced interest rate vola-
tility also reduced the risk faced by creditors, and credit
conditions loosened up. This meant that Canadians were
less constrained by cash balances, and no longer had to
save asmuch for big purchasesthat could now befinanced
at very little extracost. Assuch, the personal savingsrate
was slashed in half in the second half of the decade, aver-
aging only 6% from 1995-1999, versusa12.1% inthe pre-
viousfiveyears.

Wealth accumulation drove the personal savings rate
down even further

However, the personal savings rate continued to de-
cline in the current decade and averaged a mere 2.9%
over thefiveyearsending in 2008. During this half-dec-
adetime span, real personal consumption grew at an aver-
age annual pace that was more than one-third faster than
overall economic growth. The question is why this oc-
curred, since the adjustment to alow interest rate and in-
flation environment should have been complete. A key
part of the answer was influence of rapid personal wealth
accumulation.

The personal savings rate is an imperfect measure of
actual savings becauseit does not capture income/savings
from capital gains on real estate and financial assets. De-

Shift to Thrift

spite a record low savings rate, household assets soared
by an annual rate of 9.5% over the five years prior to the
recession. This reflected the fact that home prices aver-
aged an annual gain of 10.2% from 2003 to 2007, com-
pared to the more sustainable 4.1% in the prior five years.
Thislead to substantial gainsin home equity, which house-
holds viewed as a source of savings. Moreover, from
2003-2007, Canadian stock prices grew an average 16%,
which is quite remarkable relative an average of 6.6%
growth in the 1990's. Some of the asset accumulation
was financed through debt. Indeed, over 2003 to 2007,
personal liabilitiesincreased on average by 9.0% annually,
but the faster growth in assets meant that personal net
worth climbed by 8.7% over the period. The implication
was that the household asset to liability ratio rose from its
low in 2002.

The wealth accumulation meant that households felt
morefinancially sound andit likely had asignificant impact
inthewillingnessto savelessout of persona income. The
downside wasthat it also left households more vulnerable
to wealth corrections.

Asof February 2009, home prices had fallen by 13.4%
from their peak in 2007, and are expected to fall further in
the year ahead. The stock market plunged by 48% from
itspeak in June of 2008 before staging a26% rally inApril
2009. However, remember that it will take a96% increase
from the low to return to the 2008 peak.

In response to the wealth correction and the economic
recession that following the financial crisis, there was a
shift towards thrift, with the personal savings rate spiking
1.5 percentage points from the low of 1.9% in the fourth
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quarter of 2007 to 4.7%in thefourth quarter of 2008. How-
ever, theincreased savings can only have amodest impact
on repairing the damage done to personal balance sheets.
And, the outlook for real estate prices and corporate prof-
its suggest that it could take several years for the capital
losses to be fully reversed.

Thewedlth correctionislikely to havetwo effects. Firg,
thelengthy recovery inreal estate and financial assets sug-
geststhat households may choose to save more out of per-
sonal incomein the coming years. Second, the memories
of the asset price correction will linger and the households
may belessinclined to rely on capital gainsin the future.

Less willingness to accumulate debt will boost saving

There are other factorsthat might also support the shift
towards thrift. A more modest willingness to accumulate
debt may aso help to facilitate a higher rate of personal
saving. Since 2003, household credit has grown at an as-
tonishing average annual pace of 9.0%, nearly twice as
fast as the 5.3% increase in personal disposable income.
Evidence that credit has become a more popular form of
funding consumption includes alarge spike in new credit
as a share of consumption after 1992. This was partly
fuelled by alow interest rate environment, which meant
that the vast majority of households remained in a good
position to handle the cost of these loans, even as debt
grew to ahistorical high of 142% of PDI.

Households were likely also willing to hold a large
amount of leverage because of their wealth accumulation.
Despite the strong growth in liabilities, household credit
has remained relatively stable as a percent of net worth.

Shift to Thrift

However, the asset price correction that began in 2008
has struck the Canadian balance sheet hard. The fal in
asset values has|eft households holding ahistorically high
amount of debt relative to their asset base, as the asset to
ligbility ratiofell toahistorically low level.

Since personal savings make up under 0.5% of total
assets, households face a high hurdle when it comes to
restoring their asset base through anincreased savingsrate,
and ashoted aboveit will take significant timefor assetsto
recover their losses. Asaresult, one of the key responses
that households might take to improvetheir asset-to-liabil-
ity ratio isto scale back on the pace of liability accumula-
tion.

Memories of recession may also temper spending and
debt growth

Further, the Canadian economy had been recession free
for 17 years prior to the downturn in late 2008. This cre-
ated a sense of increased income security, and a height-
ened sense of comfort with holding larger amounts of debt.
However, 2008 has proven to be a rude awakening. With
the economy expected to shed over half amillion jobs by
the end of the recession, and the unemployment rate ex-
pectedto peak at al2-year high of 10%, Canadians have
become increasingly concerned about their future pros-
pects, asreflected in the drop in consumer confidenceto a
26-year low.

Even as labour markets begin to recover in 2010, con-
sumerswill likely remain jittery, asthe unemployment rate
is alagging indicator and will only slowly retreat. The
memories of the worst post- war global recession will be
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difficult to shake for many, and consumer confidence is
not expected to bounce back to the levels witnessed over
the last decade. It is expected that households will save
more and borrow less during the next economic upturn, to
offset some of the wealth shortfalls that occurred and to
be better prepared for any future economic downturns.
Even asreal personal disposable income growth picks up
again, thelevel of savingswill increase.

Moreover, whilecredit will bereadily availableto con-
sumers, the rate of growth in the supply of credit will be
moremodest. For example, financial institutions, particu-
larly non-bank lenders, werewilling to significant increase
the availability of credit because theloans could be pooled
together and sold to investors as asset backed securities.
Thismaterially increased supply of financing through credit
cards, personal loans and mortgages. However, the credit
crunch has led to areversa of the trend toward increased
supply of credit. For example, the ability to securitizeloans
has dried up and government policy has eliminated insur-
ance on no money down mortgages and on the 40-year
loans. Make no mistake, household credit will be readily
availablein the years ahead. But, therate of growth in the
supply of credit will not return to the pace that occurred
prior to the latest financial crisis. This will be a healthy

trend for both households and for the financial system.
Nevertheless, the main implication is that households are
likely to elect to save morefor larger purchases, relativeto
the savings made in the last decade.

Thriftis back

The Canadian consumer shopping spree of the last dec-
ade had been funded by record low interest ratesand record
high capital gains. However, the recent financia crisis
and ensuing recession has brought the period of prolifigate
spending to aclose. The current economic and financial
crisishighlightsthe risks associated with savingstoo little
and borrowing too much. A shift to thrift has already oc-
curred in reaction to the economic downturn. However,
theincreasein personal savingsislikely to prove sustained.
Canadians are expected to slow their rate of spending rela-
tivetotheir growth inincome, to rely lesson capital gains,
to remember the uncertainty of the current economic and
financial times, and to work towards rebuilding their per-
sonal balance sheetsthrough increased saving and | ess debt
accumulation. As a result, the personal saving rate is ex-
pected to continue to climb and average at around 6-7%
over the next five years.
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