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TEXT 1 8 -

The stock market is nothing if not a psychological barometer. The present signal is unmistakable;
fear. The hyper-anxiety is not irrational pessimism, though it may prove unfounded. Every major episode
of this crisis—from Bear Stearns’s failure to General Motors’ possible bankruptcy—has come as a surprise,
Similarly, the crisis’s three main causes have repeatedly been underestimated: the burst housing “bubble”;
fragile financial institutions; and a reversal of the “wealth effect. ” Of these, the last is least recognized.

The “wealth effect” refers to the tendency of people to adjust their spending as their wealth—concen-
trated heavily in housing and stocks—changes. When wealth rises, spending strengthens; when wealth
falls, spending weakens. For the past quarter-century, higher stock prices and home values propelled the
economy forward by inducing Americans to spend more of their incomes and to borrow more. In 1982, the
personal saving rate was 11 percent of disposable income; by 2006, it was almost zero. The lowered saving
rate added about $ 1 trillion annually to consumer spending—more shoes, laptops, books—out of a total
of about $ 10 trillion.

But now the wealth effect is reversing. As stock and home values drop, Americans are scrambling to
increase savings and curb spending. The plausible math is daunting. Since September 2007, Americans’
personal wealth has dropped about $ 9 trillion, says economist Nigel Gault of THS Global I nsight.

Even this might be too optimistic. Everywhere, financial commentators urge “belt tightening” and
more thrift. If the swing toward saving is too sharp, consumer spending wouldn’t just weaken; it would
collapse. Vehicle sales have already plunged. In 200.5, they totaled almost 17 million; Global Insight’s
2009 projection is 12. 2 million. - And these problems feed on each other. Lower consumer spending depres-
ses profits and stock prices, which corrodes confidence, further dampens spending,

raises unemployment
and increases loan defaults, Credit card losses could be the next big blow to financial institutions.
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The case for a sizable economic “stimulus” package is that it would temporarily compensate for the
erosion of consumer spending. But if the positive “wealth effect” is now giving way to a lasting negative or
neutral “wealth effect” —as people try to replenish savings and offset lost wealth—then even a recovery
would be sluggish. A new source of demand is needed to sustain faster growth. An obvious solution is for
high-saving Asian countries, led by China, to consume and spend more so that their imports increase.
Whether they have the political capacity to reduce their dependence on export-led growth is unclear.

The scary words “depression” and “deflation” are bandied about because an economic free fall seems
possible, even if it is unlikely. With time, economic slumps correct themselves as borrowers repay debts,
surplus inventories are sold, industries consolidate and government policies promote recovery. They may
now. But the mechanics of this cycle are sufficiently different from any since World War [ as to raise
doubts. Americans are less upset by hardships they’ve experienced than by those they imagine.

1. A reversal of the “wealth effect” means that

[A] the possibility of gaining a wealth has been underestimated
[B] the wealth accumulated through the stock market can be easily lost
[C] people are afraid to spend when economy takes a downturn
[D] the value of people’s wealth will shrink as economy sours
2. The author makes it clear the belt-tightening s
[A] is a virtue Americans should learn from Asian countries
[B] brings more harm than good to the present situation
[C] is conducive to the accumulation of personal wealth
[D] should not be regarded as equivalent to being thrifty
3. The author mentions Asian countries like China to t;nake the point that
[A] such countries do not have the political motives to save the world
[B] these are the countries least affected by the negative wealth effect
[C] these are the countries most affected by a reversal of wealth effect
[D] spending rather than belt-tightening is the most important thing
4, In the last sentence of the passage the author expresses the idea that
[A] fear rather than real hardships is preventing a quicker recovery
[B] Americans’ experience of hardships will bridge them over the depression
[C] the present hardships are nothing but Americans’ pure imaginations ‘
[D] no danger is greater than the fear of hardships in times of depression
5. The best title for the passage might be
[A] Wealth Effect in Reverse
[B] The Importance of Belt-tightening
[C] The Bursting of the Bubble
[D] The Great Depression of a New Era
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