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HOSTAGE TO FORTUNE:
US WEALTH CYCLES & MONETARY POLICY SHIFTS

More Volatile Wealth Cycles
Historically, cycles of household wealth
(defined as the ratio of household net
worth to income) have moved in a fairly
narrow band, with little net movement over
most of the postwar period. In other
words, gains in wealth have more or less
mirrored gains in income. In fact, when it
was first published in 1952, the ratio of
household net worth to income stood at
518%—exactly where it stood 42 years
later, in 1994 (Display 1, next page).

That is not to imply that wealth and income
cycles run in parallel. Usually one will run
faster than the other in one cycle and then
the lead will change in the next one. Even
so, the proportional gains in wealth and
income over eight business cycles—of
different speeds and durations—from the
early 1950s to the mid-1990s were
essentially equal to one another.

However, that pattern of “equality” and
limited volatility ended in the mid-1990s.
Since then, the ratio of net worth to
income has been more elevated and

volatile. For example, the ratio rose to a
new high of 627% in 1999, and then
sharply plunged to 539% in just three
years (in 2002)—a direct consequence of
the sharp equity market correction. Four
years later, in 2006, the ratio once again
soared to yet another all-time high (660%),
a direct result of the rapid increase in
housing prices. The ratio fell a mere two
years later, tumbling to 514% in 2008,
close to the long-term average, reflecting
the concurrent sharp declines in real
estate and equity prices.

By the end of 2014, the ratio of net worth
to income had once again climbed into the
record-setting territory beyond the
tech-bubble heights—standing at 638%,
as equity and (to a lesser extent) real
estate prices posted solid gains in the
previous several years.

While each of these three strong wealth
cycles has unique characteristics, they also
share certain features that are inextricably
linked to monetary policy.

Over the past 20 years, the ratio of household net worth to income
has been on a volatile ride—rising to historical highs only to drop
back sharply and swiftly to postwar norms. In our view, this volatile
ride is closely tied to a fundamental shift in the implementation of
monetary policy and a change in the measurement of inflation.
Unless there is a reset of policy or the inflation measurement, this
volatile ride will continue.

A Shift in Monetary Policy
Monetary policy plays a key role in wealth
cycles because inflation of all types (in
goods and services or financial and real
assets) is ultimately a monetary phenome-
non. Importantly, there was a fundamental
shift in the implementation of monetary
policy in the mid-1990s. Up until that time,
policymakers had used monetary targets—
first M1 and later M2 measures—to convey
the focus of their policy decisions and to
help monitor the performance of the
economy. But due to structural changes in
the financial sector, the relationship
between money growth and the economy
on one hand and money and price trends
on the other broke down, forcing policy-
makers to abandon monetary targeting.

At that time, policymakers shifted away
from money targeting to focus almost
exclusively on real short- and long-term
interest rates, which placed increased
emphasis and importance on an accurate
measurement of inflation. Initially, the
change in policy tools did not apparently
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have any substantive impact on monetary
policy. But a few years later, there was a
key change in the data source for the
measurement of housing costs in the
consumer price index (CPI). In our view,
that fundamentally changed the price
signal that policymakers were receiving
from the traditional price gauges.

What Prices Matter?
This data change occurred in 1997. The
Bureau of Labor Statistics (BLS) an-
nounced that it was no longer using a
sample of owner-occupied homes to
measure housing costs for homeowners,
because it couldn’t find enough available
units to match the characteristics of
owner-occupied housing. At the time,
this change in the data sample for
owner-occupied housing didn’t raise any
concerns or red flags for analysts,
academics or policymakers regarding the
accuracy and relevance of consumer price
data. But it should have, because the issue
had initially been raised nearly 15 years
earlier, in 1983, when the BLS shifted to a
rental equivalence concept.

The issue of data samples and quality was
first flagged in the early 1980s, when the
BLS raised the idea of shifting the
measure of owner-occupied housing from
an approach based on house prices to an
approach based on rents. According to the
1981 Comptroller General’s report, “the
sample of rental housing units that BLS
currently uses to measure changes in
rent costs may not be suitable for esti-
mating homeownership costs by rental
equivalence. The rent sample BLS uses
represents rental dwelling units, not
owner-occupied housing units. Most
owner-occupied housing units differ
substantially from many rental units. To
implement rental equivalence in the CPI,
enough rental units must be found similar
to owner-occupied units in size, location
and quality to enable to construct a sample
that represents owner-occupied houses
accurately.”

In our view, this shift in the measurement
of owner-occupied housing costs had
three important effects. First, it widened
the gap between the published measure of
housing inflation and the actual rate of
housing inflation, because the rental

market and the housing market are two
distinct markets. Second, the shift in data
source reduced the volatility in the
reported measure of housing inflation: rent
changes tend to be slower and often come
much later in the cycle than house prices
do. Finally and most importantly, the shift
made published headline and core
consumer price inflation measures more
stable. However, it was less reflective of
easy money and credit policies, because it
didn’t capture the true price trends in
housing—the most cyclically and credit-
sensitive sector in the economy.

In fact, in the late 1990s and the mid-
2000s, the reported rates of headline and
core inflation created the impression—if
not the illusion—that generalized inflation
was not a compelling issue. This often
influenced policymakers to keep official
rates lower than what otherwise would
have been the case. For example, in the
late 1990s, the rate of house price
increases accelerated by 300 basis points,
while the pace of rent increases accelerat-
ed only 50 basis points. The rate of house
price acceleration was even more dramatic
during the housing boom of the 2000s,
when it exceeded the pace of rent
increases by 400 basis points.

Wrong Price or Wrong Basket?
Even over the past three years, when
policymakers have been worried about

inflation being too low, average house
price increases have outpaced rent
increases by roughly 300 basis points per
year. If owner-occupied housing costs in
the CPI were more representative of actual
trends in the housing market, then the
published measures of inflation would be
much closer to, if not above, policymakers’
so-called price stability targets.

The issue regarding house prices and
general inflation is not new. But once
again, we have to ask: If a rise in housing
prices is not inflation, then what is it? Also,
if realized housing costs are not in an
aggregate price index, how useful is this
gauge?

These questions lie at the heart of the
operational issues of inflation targeting.
Maximum transparency and operational
efficiency require policymakers to select a
price index that is well known, broad-
based, accurate and timely.

Although policymakers have shifted their
operational focus away from money
targeting and toward inflation targeting, we
are not aware of any research by Fed staff
that concluded that the CPI (or its sister
series, the personal consumption deflator)
would be ideal for monetary policy. It
appears that these price series were
selected for convenience purposes, since
they were well known and timely. Any
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Since the Mid-90s, Wealth Cycles Have Become More Volatile
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serious analytical review of the past 20
years would conclude that these series are
not useful policy gauges, because they had
failed to alert policymakers to any price
imbalances before each of the prior
downturns.

If published price series are not accurately
measuring actual economic transactions
and prices, policymakers will be making
decisions based on misleading, if not
inaccurate, information—resulting in
suboptimal outcomes.

We are not asserting that monetary policy
and its implementation is solely responsible
for the more volatile ride in wealth cycles,
but levels of and changes in interest rates
constitute basic pricing mechanisms for the
valuation of assets. So we do think a large
part of the increased volatility in wealth
cycles over the past two decades is linked
to the Fed’s monetary policy, as it based its
decisions on an inflation metric that’s not
broad and fully compiled with market
prices—and therefore misses important
cyclical swings in economy-based price

trends. Moreover, since policy decisions fail
to respond to house price increases but
attempt to cushion abrupt house price
declines, this asymmetrical policy response
adds to the volatility in wealth cycles,
making future fortune hostage to the past.
And in our view, unless there is a reset of
the policy framework or the inflation
measurement, this volatile ride will
continue. n

The information contained herein reflects the views of AllianceBernstein L.P. or its affiliates and sources it believes are reliable as of the date of this publication.
AllianceBernstein L.P. makes no representations or warranties concerning the accuracy of any data. There is no guarantee that any projection, forecast or opinion in
this material will be realized. Past performance does not guarantee future results. The views expressed herein may change at any time after the date of this
publication. This document is for informational purposes only and does not constitute investment advice. AllianceBernstein L.P. does not provide tax, legal or
accounting advice. It does not take an investor’s personal investment objectives or financial situation into account; investors should discuss their individual circum-
stances with appropriate professionals before making any decisions. This information should not be construed as sales or marketing material or an offer or solicitation
for the purchase or sale of any financial instrument, product or service sponsored by AllianceBernstein or its affiliates.

Note to Canadian Readers: AllianceBernstein provides its investment management services in Canada through its affiliates Sanford C. Bernstein & Co., LLC and
AllianceBernstein Canada, Inc.
Note to European Readers: European readers should note that this document has been issued by AllianceBernstein Limited, which is authorised and regulated in the
UK by the Financial Conduct Authority. The registered office of the firm is: 50 Berkeley Street, London W1J 8HA.
Note to Australian Readers: This document has been issued by AllianceBernstein Australia Limited (ABN 53 095 022 718 and AFSL 230698). Information in this
document is only intended for persons that qualify as “wholesale clients,” as defined in the Corporations Act 2001 (Cth of Australia), and should not be construed as
advice.
Note to New Zealand Readers: This document has been issued by AllianceBernstein New Zealand Limited (AK 980088, FSP17141). Information in this document is
only intended for persons who qualify as “wholesale clients,” as defined by the Financial Advisers Act 2008 (New Zealand), and should not be construed as advice.
Note to Readers in Vietnam, the Philippines, Brunei, Thailand, Indonesia, China, Taiwan and India: This document is provided solely for the informational
purposes of institutional investors and is not investment advice, nor is it intended to be an offer or solicitation, and does not pertain to the specific investment
objectives, financial situation or particular needs of any person to whom it is sent. This document is not an advertisement and is not intended for public use or
additional distribution. AllianceBernstein is not licensed to, and does not purport to, conduct any business or offer any services in any of the above countries.
Note to Readers in Malaysia: Nothing in this document should be construed as an invitation or offer to subscribe to or purchase any securities, nor is it an offering of
fund management services, advice, analysis or a report concerning securities. AllianceBernstein is not licensed to, and does not purport to, conduct any business or
offer any services in Malaysia. Without prejudice to the generality of the foregoing, AllianceBernstein does not hold a capital markets services license under the Capital
Markets & Services Act 2007 of Malaysia, and does not, nor does it purport to, deal in securities, trade in futures contracts, manage funds, offer corporate finance or
investment advice, or provide financial planning services in Malaysia.
Note to Singapore Readers: This document has been issued by AllianceBernstein (Singapore) Ltd. (“ABSL”, Company Registration No. 199703364C). ABSL is a
holder of a Capital Markets Services Licence issued by the Monetary Authority of Singapore to conduct regulated activity in fund management and dealing in
securities. AllianceBernstein (Luxembourg) S.à r.l. is the management company of the portfolio and has appointed ABSL as its agent for service of process and as its
Singapore representative.
Note to Taiwan Readers: AllianceBernstein L.P. does not provide investment advice or portfolio-management services or deal in securities in Taiwan. The products/
services illustrated here may not be available to Taiwan residents. Before proceeding with your investment decision, please consult your investment advisor.
Note to Hong Kong Readers: This document is issued in Hong Kong by AllianceBernstein Hong Kong Limited , a licensed entity regulated by the
Hong Kong Securities and Futures Commission. This document has not been reviewed by the Hong Kong Securities and Futures Commission.


