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one case is the time-stock wealth term positive and marginally significant in a load-model
(column 8), but it is less significant than the interactive load-stock wealth variable.

Two other patterns of results cast doubt on the approach of adding interactive time/wealth
variables. First, the non-interactive stock wealth (w°) terms remain significant in the load models
when the time-interactive stock wealth (w°T) variable is present, but become insignificant in the
time-modified models of broad consumption (columns 5 and 7). Second, the coefficients on the
non-interactive and time-interactive stock wealth terms from time-modified models move much
in rolling regressions, as do the income coefficients (charts and an appendix demonstrating this
point are omitted to conserve space, but are available from the author). Thus, using loads
outperforms using a time trend in several empirical dimensions, in addition to providing an
economic rationale for why long-run stock wealth effects have become more important.

5. Conclusion

Through enhancing the liquidity of stock wealth and by inducing higher stock ownership
rates, falling equity mutual fund loads could theoretically increase the aggregate long-run wealth
elasticity of consumption. The latter channel partly depends on whether utility is concave in
wealth, which can arise if uncertainty affects utility (Carroll and Kimball, 1996) or if the bequest
motive is stronger among the very wealthy (Carroll 2002). If utility is concave in wealth and if a
decline in the transaction costs of owning a diversified portfolio of stocks induces less wealthy
households to become shareholders, then lower transactions costs can plausibly induce an
increase in the long-run impact of stock wealth on aggregate consumption. This study tests
whether equity fund loads add information about the long-run relationship between income,
stock wealth, other wealth, and consumption in the U.S. Findings indicate that the stock wealth

elasticity of consumption is declining in equity fund costs and that more stable long-run
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relationships between consumption and stock wealth and between consumption and income are
obtained when accounting for such costs. In this sense, greater market efficiency in the form of
lower mutual fund costs has ostensibly boosted stock liquidity and equity participation and
accompanied an underlying increase in the long-run elasticity of consumption with respect to
stock market wealth in the United States.

These results help reconcile Ludvigson and Steindel’s (1999) finding that conventional
estimates of long-run stock wealth effects are imprecise with evidence (1) that stock prices affect
the spending of shareholders more than non-shareholders (see Dynan and Maki (2001) for U.S.
evidence and Attanasio, Banks, and Tanner (2002) for U.K. evidence) and (2) that the personal
saving rate and the wealth-to-income ratio are negatively correlated. The findings also accord
with microeconomic evidence (e.g., Carroll, 2000a) that shifts in the distribution of wealth can
have implications for the behavior of consumption at the aggregate level.

With respect to macro-policy implications, the load-modified models imply that although
the long-run wealth elasticity of consumption has risen over time, conventional models appear to
overestimate the wealth elasticity and underestimate the income elasticity over long samples,
especially when controlling for mortgage refinancing and equity withdrawal activity. These last
factors have become increasingly important in light of the greater tendency for households to
refinance mortgages and tap housing equity. Overall, findings indicate that it important to
account for innovations that have reduced the costs of investing in mutual funds and of tapping

housing wealth when analyzing consumption behavior in the United States.
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Appendix: Why This Study Focuses on How Changes in Stock-Ownership and Mortgage
Activity, Rather Than Changes in Home-Ownership Rates, Could Affect Consumption

The paper focuses on stock- rather than home-ownership effects for several reasons.
First, the homeownership rate fluctuated in a narrow range (63-66%) over most (1965-2002) of
the sample (see Figure 9) and has only increased slightly beyond this range in recent years, from
66% to 68%. This is in contrast to the stock ownership rate, which more than doubled in the last
25 years, from around 25% in 1977 to 51.9% in 2001, with most of the increase occurring by
1998, when the equity participation rate reached 48.9%. With the exception of the 2-percentage
point increase in homeownership rates since the late 1990s, other data indicate that the post-WW
IT rise in homeownership rates largely occurred in the late 1940s and 1950s, which predates most
of the sample used in estimation.

Third, shifts in the income coefficient from rolling regressions of the conventional model
showed up well before homeownership rates increased in the late 1990s. Fourth, while there has
certainly been an increase in the liquidity of housing wealth, most of this greater liquidity has
occurred only in recent years and the analysis attempts to control for these effects by including
estimates of mortgage cost reductions from refinancing activity and of mortgage equity

withdrawals.
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Figure 9: U.S. Homeownership Rates Stayed Within a Narrow
Range Until the Late 1990s
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