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INTRODUCTION

OVER time, the U.S. economy has demonstrated an unequalled
ability to produce increasing levels of prosperity. A quick glance
at Chart 1 shows that today our yearly production of goods and

services is nearly 11 times that produced by Americans in 1930. Since
output has grown much faster than the population, per capita Gross Do-
mestic Product (GDP) has increased markedly. By that measure alone,
Americans enjoy the highest standard of living in the world.

But Chart 2 tells another story: the road to prosperity has not been
smooth. Although the U.S. economy has experienced an annual average
growth rate of 3.6 percent since 1930, the growth recorded for any particu-
lar year may be substantially above or below the average. The volatility of
the U.S. economy is plainly evident in Chart 2, which plots the growth rate
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of output over time. In 1932, for example, real GDP plummeted 13.0
percent; ten years later, it soared 18.4 percent. Chart 2 also shows that the
economy has experienced recurring phases of expansion and contraction in
business activity, or what economists call the business cycle. Though not
observable in the chart, recurring periods of slump and recovery have beset
the American economy since colonial times. Indeed, business cycles have
been identified in market economies as far back as reliable records are
available.

Although many pundits and forecasters claim to understand the busi-
ness cycle, and although many policymakers allege the expertise to man-
age them away, in their entirety the processes that trigger self-reinforcing
trends of growth and contraction defy understanding. As yet, no reliable
means have been developed for determining either the duration or the
magnitude of expansions or contractions once begun. Nor have we seen
convincing evidence that policymakers are able to "micro-manage" the
economy. We believe the business cycle is, and will continue to be, an
inescapable and necessary feature of economic life.

It is also a feature whose understanding is prone to marked distortion by
politicians and the media seeking to promote some agenda, by special
interest groups of all varieties, and by others who seek to gain advantage
by playing on the fears of individual consumers and savers. As such, we
believe that at least some understanding of business-cycle contractions is
required if individuals are to make informed decisions in matters of both
public and private interest. This booklet is one effort toward that end.



I.

WHAT IS A RECESSION?

ECONOMISTS have identified four stages through which a typical
business cycle passes: prosperity, crisis, recession or depression,
and recovery. Often, the four phases are collapsed into two—ex-

pansion and contraction. The cycle is closed; it has no beginning and no
consummation. From fat to lean to fat years, it ever runs its course.

No two business cycles are identical. Each varies with respect to dura-
tion (the length of time from peak to peak), and magnitude (the size of the
move from a business peak or trough). Business cycles also lack symme-
try; that is, expansions and contractions are not mirror images of each
other. The behavior of various indicators such as prices, employment, and
interest rates can vary significantly within cycles and from cycle to cycle.
Furthermore, the behavior of discrete sectors of the economy may differ
from that of the aggregate economy, depending on the circumstances of a
given cycle.

The process of ascertaining the dates of cyclical turning points is itself
an imprecise exercise. The National Bureau of Economic Research
(NBER)—a private, nonprofit, nonpartisan, research organization—is the
official arbiter of the dating of recessions and expansions. NBER's Busi-
ness Cycle Dating Committee does not define a recession as two consecu-
tive quarters of declining constant-dollar Gross Domestic Product (GDP)
although this rule of thumb is often cited by others. Rather, it defines a
recession as a recurring period of declining total output, income, employ-
ment, and trade. To qualify as a recession, such a period usually must
persist for six months to a year, and be marked by widespread contractions
in many sectors of the economy. A depression is a recession that is major
in both scale and duration.

Table 1 presents a chronology of U.S. business-cycle expansions and
contractions since 1854. A total of 29 recessions and two depressions were
identified during the period. In selecting the specific month within the
quarter to designate as a cycle's peak or trough, NBER analysts examine a
wide range of monthly, weekly, or even daily data. Invariably, not all
series peak or trough at the same time, and the dating of the peak or trough
month, which is based on an evaluation of disparate data, is in the final
event arbitrary.

The popular media often report current business-cycle events that, in
hindsight at least, are at wild variance with the NBER's official assess-
ments. The NBER does not announce its determinations until long after the
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ò

c

P`

Õ̀

c

19
18

A
ug

.

^ co
¢w>'̄ ¯

00 f -
LT> v£)
00 00

00 * -
00 Ō^
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event, for good reason. Namely, a number of the most pertinent economic
series are released neither in timely fashion nor concurrently, and many
indicators are subject to revision as more data become available. For in-
stance, constant-dollar GDP estimates are released quarterly by the De-
partment of Commerce's Bureau of Economic Analysis (BEA). For any
quarter, three estimates are reported: an advance estimate, released near
the end of the first month after the end of the quarter; a preliminary esti-
mate, released near the end of the second month after the end of the
quarter; and a final estimate, released near the end of the third quarter after
the end of the quarter.

Although the media generally report all three estimates, advance esti-
mates often get the most attention. This can be misleading, especially if the
revisions are substantial. There have been instances in which an advance
estimate showed the economy growing and the final estimate the opposite,
and vice versa. For example, the preliminary estimate of GDP growth for
the third quarter of 1990, when the 1990-1991 recession began, was a rate
of increase of 2.1 percent. After all subsequent revisions, output was esti-
mated to have decreased 1.0 percent during that quarter. Box 1 provides a
more detailed record of GDP revisions.

In any event, not all analysts agree with the NBER's dating. For ex-
ample, many consider the recessions of 1980 and 1981-82 as one long
recession and do not view the 12-month period from July 1980 to July
1981 as a bonafide expansion. Also some economists recognize so-called
growth recessions. A growth recession is a recurring period of slow growth
in output, income, employment, and trade, usually lasting a year or more.
A growth recession may encompass a recession, in which case the slow-
down begins before the recession starts, and ends about same time or after,
depending on the robustness of the recovery. Slowdowns also may occur
without recession, in which case the economy continues to grow, albeit at
a pace much below its historical trend.



Box1
Comparisons of Revisions to Real GDP

Quarterly estimates of GDP are released on the following schedule:
"Advance" estimates, based on preliminary and incomplete source
data and Bureau of Economic Analysis (BEA) assumptions about miss-
ing source data, are released near the end of the first month after the
end of the quarter; as more detailed and more comprehensive data
become available, "preliminary" and "final" estimates are released
near the end of the second and third months, respectively. The "latest"
estimates reflect the results of both annual and comprehensive revi-
sions.

Annual revisions are usually carried out each summer and cover the
quarters of the most recent calendar year and of the two preceding
years. Comprehensive (or benchmark) revisions are carried out at about
5-year intervals and incorporate definitional and classificational changes
that update the accounts to portray more accurately the evolving U.S.
economy and statistical changes that update the accounts to reflect the
introduction of new and improved methodologies and the incorpora-
tion of newly available and revised source data.

The table below shows comparisons of the revisions between quar-
terly percent changes of GDP for the different vintages of the estimates.
These comparisons can be used to assess the likely size of future revi-
sions. For example, two-thirds of the revisions between the quarterly
change in the advance estimate of real GDP and that in the final
estimate were within a range of -0.6 to +0.9 percentage point. Thus,
based on past history, the advance estimate of GDP growth of 0.7 for
the second quarter of 2001 was not likely to be revised below 0.1
percent or above 1.6 percent in the next two releases. The final esti-
mate for the second quarter of 2001 was 0.3 percent.

Revisions Between Quarterly Percent Changes of
Real GDP: Vintage Comparisons, 1978-1999

Range
Average without Two-thirds Nine-tenths

Vintages compared regard to sign of revisions of revisions

Advance to preliminary 0.5 -0.5 to 0.7 -0.9 to 1.2
Advance to final 0.6 -0.6 to 0.9 -0.9 to 1.3
Preliminary to final 0.3 -0.4 to 0.4 -0.5 to 0.6
Advance to latest 1.4 -1.1 to 2.0 -1.6 to 3.4
Preliminary to latest 1.4 -1.2 to 2.0 -1.7 to 3.1
Final to latest 1.4 -1.1 to 2.3 -1.8 to 3.0

Source: Bureau of Economic Analysis (BEA), 2000.



II.

THE HISTORICAL RECORD OF U.S. RECESSIONS

THE last time a full-fledged recession occurred in the United States
was in 1990-91. It arrived after an unprecedented 92 months of
peacetime expansion. After seven years of growth, nearly one-fifth

of the people in the workforce had little or no experience with recessions.
Most adults born after 1966 were too young to have been working when
the previous recession ended in 1982. Among the rest of the workforce,
time and prosperity apparently had dimmed memories of the impact of a
recession. Many became confident that business cycles were a thing of the
past. The recession and its consequences took many people by surprise,
including economic forecasters. The unexpected onset of the contraction
and his inability to deal with it ultimately cost George Bush his presidency.

Since that recession, which ended in March 1991, we have had 127
months of sustained economic growth (as of October 2001). This expan-
sion has eclipsed the record set by the last one. And certain similarities are
developing as the expansion continues. "Generation Xers" generally have
little knowledge of what a recession is and no practical experience of what
happens during one. Moreover, people whose only recession experience to
date includes the last one may not fully grasp the depth to which the
economy can sink for an extended length of time. In terms of length and
magnitude, the last recession was relatively mild.

Since memories tend to fade with time, it may be useful to revisit the
history of prior contractions. Experiences during past recessions may sug-
gest the range of economic consequences of the next recession.

Volatility of the GDP Expenditure Components

Table 2 shows each expenditure component's share of GDP as of sec-
ond quarter 2001 as well as several summary statistics for the components
over the period 1946-2000. The component's share of GDP denotes its
importance, while the quarterly percentage changes tell of the volatility in
the level of each type of expenditure. By far, households account for the
largest portion of total spending. Households spend the most money on
services. Gross private domestic investment and government purchases
more or less make up an equal share of the rest. Note that the government
sector figures do not contain transfer payments. (Total government expen-
diture—purchases plus transfer payments—is roughly one-third of GDP.
Transfers are not counted in GDP because they merely reallocate existing
income rather than add to it.) Finally, although the expenditure shares of
exports and imports each exceed 10 percent, their difference—net ex-



Table 2
Quarterly Percentage Changes in GDP

Gross Domestic Product
Personal Consumption
Durable goods
Nondurable goods
Services
Gross Private Domestic Investment
Fixed investment
Nonres¡dent¡al
Residential

Change in business inventories
Net Exports of goods and services
Exports
Imports

Gov't Consumption Expenditures
Federal
State and local

%of
GDP

100.0
68.8
10.0
20.1
38.9

: 17.8
18.2
14.1
4.0

-0.4
-4.4
11.9
16.2
17.4
5.9

11.4

Max
Change

6.1%
7.3%

26.7%
6.8%
4.0%

28.0%
21.1%
18.4%
25.4%

6210.0%
1800.0%

34.6%
27.5%
15.9%
26.2%
10.1%

Source: Bureau of Economic Analysis (BEA).

Components, 1946-2000

M¡n
Change

-1.9%
-2.1%

-14.5%
-1.9%
0.3%

-20.3%
-6.9%
-9.4%

-17.3%
-22800%
-700.0%

-14.3%
-9.1%

-11.5%
-16.3%

-0.4%

Average
Change

1.8%
1.8%
2.0%
1.5%
2.1%
1.8%
2.2%
2.2%
2.1%

23.0%
10.9%
2.2%
2.6%
1.7%
1.4%
2.2%

Standard
Deviation

1.2%
1.0%
4.3%
1.1%
0.7%
6.0%
3.2%
3.2%
5.6%

627.0%
195.8%

5.4%
4.6%
2.3%
3.7%
1.3%

CV

0.7
0.6
2.1
0.7
0.3
3.3
1.5
1.5
2.6

27.3
17.9
2.5
1.7
1.3
2.7
0.6

ports—accounts for only 4.4 percent of total spending (in absolute terms).

Just as important as a sector's share of GDP is its volatility from quarter
to quarter. Table 2 summarizes the maximum change, minimum change,
average change, standard deviation, and coefficient of variation for each
type of expenditure. The standard deviation is a measure of the dispersion
of actual observations around the average of the observations. The greater
the variation in the level of a spending sector, the greater the degree of
dispersion, and hence, the greater the standard deviation. Since series with
relatively large means tend to have large standard deviations, for compari-
son reasons, it is useful to calculate a variable's so-called coefficient of
variation (CV). The CV is computed by dividing a series' standard devia-
tion by its average and is the appropriate measure for making comparisons
of volatility across the various spending components.

Consumption is the least volatile of the four major spending sectors.
Households' purchases of nondurable goods, and especially services, are
very stable from quarter to quarter. However, the same cannot be said of
durable goods. Though it is the smallest part of consumption spending,
durable goods has the greatest volatility with a CV of 2.1. Unlike spending
on certain services and nondurable goods, the purchase of durables can be
timed to some extent. One may be able to postpone buying a new living
room suite without too much discomfort, but find delaying a sorely needed

8



visit to the dentist quite painful.

Nonresidential and residential fixed investment (i.e., home building) are
relatively volatile—residential spending more so than nonresidential. Like
durable goods purchases, fixed investment spending can be postponed.
The most volatile component of gross private domestic investment (and
most volatile GDP component of all) is the change in business inventories,
which are the link between firms and consumers. If consumption spending
is weak, the change in inventories will tend to increase, and vice versa.
This is because GDP accounting assumes that any goods not purchased by
households are bought by the firms that produced them. Hence, changes in
inventories can vary markedly, as shown by the standard deviation and
coefficient of variation of the series.

With a CV of nearly 17.9, net exports is the second least stable spending
sector in the economy. It might seem surprising, given the limited volatil-
ity of exports and imports viewed separately, that net exports are so vari-
able. The reason for the volatility, however, is that exports and imports
often, but not always, tend to move in opposite directions. To illustrate,
suppose the value of the dollar rises. Domestic purchases of foreign pro-
duced goods and services (i.e., imports) are likely to rise, while sales of
domestically produced goods and services abroad (i.e., exports) will in all
probability fall. Since net exports represent the difference between exports
and imports, the effect of a change in the value of the dollar on net exports
will be much greater than the effect on either exports or imports individu-
ally.

The final spending component is government consumption expendi-
tures. Government consumption expenditures (not total government ex-
penditures) usually do not exhibit marked cyclicality, mainly because most
of this type of public spending is undertaken irrespective of the current
state of the national economy. For instance, the decision to put more teach-
ers in the classroom or more police on the street is probably motivated
more by politics than a concern for the economy (or even education and
safety, for that matter). On the other hand, transfer payments, as discussed
below, are highly cyclical.

How Bad Were Past Downturns?

No two recessions are exactly alike, but reviewing the depth and breadth
of past recessions provides some insight into what might be expected from
the next recession. A statistical summary of various indicators for the nine
post-World War II recessions appears in Table 3. Data for the Great De-
pression are also presented.

Recessions clearly have varied widely in their duration and depth. Post-

9
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war recessions have lasted anywhere from 6 months (1980) to 16 months
(1973-75 and 1981-82), and on average have been much shorter than peri-
ods of expansion (11 months vs. 50 months, respectively). One of the
longest postwar recessions, the contraction of 1973-75, also was one of the
most severe. Overall, the data offer only mixed evidence that over the past
50 years recessions generally have become less pronounced. The short
recession of 1980 was followed by one of the longest and most severe
postwar recessions. In short, the experience to date provides no basis for
predicting the relative length or severity of the next recession. Policymak-
ers may have become more skilled over time at guiding business expan-
sions toward "soft landings," but we believe it is premature to say that the
business cycle is dead.

Could the Worst Happen Again?

All recessions since World War II have been relatively mild compared
with the Great Depression of the 1930s. As Chart 2 (on p. 1) and Table 3
show, recessions occurring after the 1930s were only economic "dips"
involving minor deviations from the long-term trend of output. The De-
pression of the 1930s was much more severe in length and magnitude. That
contraction lasted 43 months, nearly 3 times longer than any later contrac-
tion. Gross National Product decreased by 33 percent. Personal income
dropped 27 percent. Industrial production was halved; 100 percent of in-
dustries reported decreases in employment; payrolls were cut by a third;
and the unemployment rate soared by 22 percentage points to 25 percent.
Over 60 years later, the scope of that downturn remains astonishing.

Whether or not the next recession turns out to be mild or severe by
current standards, the question will always remain "could the next reces-
sion degenerate into another depression?" This possibility alone has con-
tinued to fuel a minor doomsday industry, whose main product is the
occasional bestseller proclaiming inevitable, if not imminent, economic
disaster.1

While a depression on the order of the disastrous experience of the
1930s is scarcely inevitable, only a fool or charlatan would assert that it
could never happen again. Given the abundance of the record of human
folly and the penchant especially among politicians to repeat (and enlarge)

1 Examples of this genre include: Harry E. Figgie, Bankruptcy 1995 (published in 1992);
James Dale Davison, The Great Reckoning (1991); Paul Erdman, How to Prepare Yourself
for the Crash of '89 and Profit in the 1990's (1988); Ravi Batra, Surviving the Great
Depression of the 1990's (1988); Ravi Batra, The Great Depression of 1990 (1987); Howard
Ruff, How to Prosper During the Coming Bad Years (1979); and the prolific Mr. Erdman
again, The Crash of '79 (1976). Amusingly, the public confused Erdman's nonfiction
forecast Crash of '89 with his fictitious Panic of '89.
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their mistakes, future disasters of unprecedented magnitude always will be
a possibility, however remote.

The precise reasons for the Great Depression remain subject to dispute,
but virtually all agree that it involved numerous failures of public policy,
prominent among them a monetary policy that contributed to debilitating
deflation. In this regard, if another depression does happen, most likely it
would not involve the sort of monetary deflation that characterized the
early 1930s. Unlike then, monetary authorities today can create money and
credit "out of thin air" by fiat. Central bankers and international monetary
agencies are widely viewed as "lenders of last resort" who exercise their
authority under a variety of mandates to forestall widespread economic
collapse. In this circumstance, it seems a virtual certainty that the monetary
authorities would favor—perhaps highly—an inflationary policy.

In short, it is possible to imagine circumstances that could result in
economic distress on a vast scale. But these would most likely involve a
flight from paper currencies, the dollar included (i.e., a hyperinflation
rather than a deflation). In a hyperinflation, because no one wants to hold
currency that is rapidly losing value, the velocity of money explodes and
prices increase faster than authorities can create money. The end result is
that there are inadequate purchasing media for what is offered in the mar-
ket and production and employment collapse. Although the obverse hap-
pens during a deflation (when prices drop faster than the costs of produc-
tion), the outcome is the same.

We have no way of telling whether this will ever happen in the United
States, but it cannot be entirely ruled out. For example, some believe that
the Government's unfunded and open-ended obligation to pay Social Se-
curity entitlements eventually will be monetized—with possibly severe
consequences for the purchasing power of the dollar. Others portend that a
sudden, unanticipated event involving the Government's so-called contin-
gent liabilities could precipitate a monetary crisis.

The Government guarantees, directly or indirectly, vast quantities of
private liabilities such as bank deposits, pension funds, claims against
government sponsored enterprises (GSEs), farm loans, and student loans.
The purpose of these guarantees is to direct credit flows to areas that
private investors deem risky or uneconomic. The guaranteeing of debt has
mushroomed because there is no cost to the Government, unless of course,
the guarantee must be honored. Guarantees also may increase the likeli-
hood of large payouts to the extent that they encourage moral hazard
(unwarranted risk taking).

The point is that even current distortions in the money-credit apparatus

12
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could at some future date prove adequate to foment disruption on a vast
scale. For this reason alone a contraction of devastating magnitude remains
a possibility. Before its onset, however, presumably there would be numer-
ous statistical indications.

Are Some Businesses Recession Proof?

For most people, probably the greatest dread of recession derives from
their fear that they might lose their job. In this respect, the recent experi-
ence of different sectors of the economy, and different businesses within
those sectors, has varied greatly. Even employment in an occupation that
historically has been relatively untouched by economic contraction does
not guarantee that you will be unaffected by recession. However, if you are
employed in a business that is highly sensitive to business downturns, your
chances of having your employment interrupted increase considerably.
Below we briefly review the records of U.S. businesses during the past
three recessions.

No business is completely immune to changes in the business cycle.
There are, however, sectors of the economy where employment has been
relatively unaffected by business contractions. Table 4 shows the annual
rates of change in private nonagricultural employment during periods of
contraction and expansion between January 1980 and December 2000. In
the past three contractions, decreases in employment in the service-pro-
ducing sector have not been as great as those in the goods-producing
sector. The service-producing sector includes transportation; wholesale
and retail trade; finance, insurance, and real estate industries; and health
and business services. The goods-producing sector consists of mining,
construction, and manufacturing.

As summarized in Table 5, in relation to employment growth during the
last three recessions, nine of the top ten performing SIC (Standard Indus-
trial Classification) sectors have been service-producing businesses. The
only goods-producing industry represented on the list is the petroleum and
coal products sector. Note also that most of the top ten performers regis-
tered employment gains. In contrast, the worst performers are from the
goods-producing sector, with annual average employment declines of eight
percent or more.

Not all service-producing industries experience smaller declines in em-
ployment than goods-producing sectors. Clearly, close examination of
Table 4 shows that automotive dealers are hit as hard by recessions as
many manufacturers. And it would be inaccurate to conclude that because
a given business sector's employment did not contract as much as others
during periods of economic slowdown it is necessarily insensitive to busi-
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Table 5

Best and Worst Sectoral Employment Performance
in the Past Three Recessions

Top Ten Performers:
Health services
Petroleum & coal products
Insurance
Food stores

Average
Annual

Employment
Change

4.8%
3.1
1.9
1.7

Communication & public utilities 1.5
Finance
Eating & drinking places
Wholesale trade, nondurables
Real estate
Business services

0.9
0.3

-0.3
-0.6
-0.6

Average
Annual

Employment
Bottom Ten Performers: Change

Primary metal industries -16.3%
Lumber & wood products -14.9
Transportation equipment -11.7
Furniture & fixtures -11.4
Fabricated metal products -11.4
Stone, clay, & glass products -11.3
Rubber & misc. plastic products -10.3
Construction -9.8
Leather & leather products -9.3
Textile mill products -8.6

ness cycles. Wide variations occur in employment changes within compo-
nent sectors that may not be evident in aggregated data. For instance, while
health services reported increased employment during the 1990-91 reces-
sion, business services encountered net losses. Finally, employment levels
for any component can differ substantially from recession to recession.
The behavior of employment in the mining and finance industries illus-
trates the point.

Also, the contractionary phase of the business cycle comprises only a
part, usually the shorte t, of a complete business cycle. Some economic
data series may contain long-run tendencies (trend components) that may
be missed, and hence not netted out, by focusing solely on employment
changes during periods of slowdown in economic activity. For example,
employment in the financial sector dropped dramatically after the October
1987 stock market crash, so much so that some observers referred to the
1990-91 recession as the "Wall Street Recession." But the actual decrease
in employment was not a "cyclical" event.

The overall sensitivity of a sector's employment to the business cycle
may be better captured by the average cyclical change net of the trend in
employment growth, shown in the last column of Table 4. This is obtained
by subtracting the average change for contractionary periods from that
during expansionary periods. Larger numbers, whether positive or nega-
tive, imply a sector is cyclically sensitive. A high negative number would
mean that the sector's employment is countercyclical; it rises during a
contraction and falls during expansions. Few industries, if any, exhibit this
phenomenon to any significant extent.

Table 6 provides a ranking of the SIC businesses found in Table 4 in
terms of cyclical employment sensitivity. Of the ten cyclically least sensi-
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Table 6
Cyclical Employment Sensitivity, 1980-2000

Ten Cyclically
Least-Sensitive:

Insurance
Tobacco manufacturers
Food & kindred products
Communication
Health services
Food stores
Wholesale trade, nondurables
Finance
Printing & publishing
Real estate

Average
Cyclical
Change

(Net of Trend)
-0.1
-0.1

0.1
-0.2
-0.6

0.7
2.2
2.2
2.4
3.0

Ten Cyclically

Average
Cyclical
Change

Most-Sensitive: (Net of Trend)
Primary metal industries
Lumber & wood products
Furniture & fixtures
Rubber & misc. plastic products
Transportation equipment
Fabricated metal products
Construction
Stone, clay, & glass products
Business services
Machinery

17.2
17.1
14.3
14.2
13.8
12.9
11.9
11.4
9.8
8.0

tive industries, as measured by their low values for average cyclical change,
seven are from the service-producing sector. These sectors all have rela-
tively low income elasticities of demand. (The income elasticity of de-
mand is a measure of the responsiveness of purchases to changes in in-
come.) For instance, if your income drops, you probably would not stop
eating. You might substitute less expensive foods for those that are more
expensive, but you will continue to visit your local supermarket. Hence,
the SIC classifications "Food and kindred products" (goods-producing)
and "Food stores" (service-producing) show up in the list of cyclically
least-sensitive businesses.
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III.

WILL FUTURE RECESSIONS BE DIFFERENT?

TODAY, many economists and policymakers apparently believe that
the nature of business cycles has changed owing to recent develop-
ments that supposedly will mitigate the severity of future reces-

sions. We review below some of the factors believed to be involved and
examine the existing evidence.

Government Policy

In 1932, with the country mired in deep depression, sentiment over-
whelmingly favored a Government fiscal policy directed toward achieving
a balanced budget. This current was so strong that a large across-the-board
increase in income taxes was passed that year in forlorn hope of putting the
Government's financial house in order. Also, as the money supply shrank
by one-third, President Herbert Hoover lamented that the Federal Reserve
had become a "weak reed for a nation to lean on in time of trouble." Since
then, thinking on such matters has changed markedly.

To the delight of some and dismay of others, Government officials have
adopted a "proactive" stance regarding the economy. Spurred on by the
advice and blessing of certain policy wonks, public officials have con-
cluded that "micro-management" of the economy is both possible and
desirable. Though fiscal and monetary policies are the main tools, policy
makers have adopted other imaginative ways to manipulate the economy.

Fiscal Policy

One goal of fiscal policy is to stabilize disposable (spending) income.
Income taxes and transfer programs act as built-in economic shock absorb-
ers or what economists call "automatic stabilizers." As incomes decline
during a downturn, income taxes levied at progressive rates decrease pro-
portionally more. In addition, social spending rises as more people qualify
for unemployment benefits, Medicaid, food stamps, and the like. Spend-
able income thus decreases less than earned income. In part, this is why
household consumption is the least volatile spending sector in the economy.

Beyond this, policymakers may cut tax rates or initiate new spending
programs. For instance, during the last recession, unemployment benefits
were first extended from 13 weeks to 26 weeks and then to 52 weeks.
Moreover, Government intervention during tough times need not be lim-
ited to tax and spending policies. Import tariffs may be imposed or other
trade barriers erected under the guise of "protecting American jobs." Hard
times can also be the impetus to push through dramatic new Government
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programs. President Clinton's attempt to nationalize healthcare played on
people's fear of losing their health insurance should they lose their jobs.
Most recently, the Bush administration has proposed a number of tax cuts
and spending initiatives to stimulate the economy. The package, which
includes Amtrak subsidies, state aid, investment tax credits, and increased
unemployment benefits, will cost between $60 and $75 billion.

The effects of economic recessions on Government budgets are fairly
well understood: they generally result in reduced revenue and increased
outlays for social programs. As the upper panel in Chart 3 shows, the rate
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Chart 4
CURRENT-DOLLAR M2 MONEY SUPPLY*

(Percent Change over 12-Month Spans)
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* Based on monthly data.

of change of transfer payments soars during recessions. At the same time,
as the lower panel shows, receipts plunge. As of the second quarter of
2001, the year-over year growth rate in Federal receipts had decelerated
from 9.1 percent to 3.8 percent. During the same time, the growth in
transfer payments accelerated from 2.1 percent to 6.7 percent. Of course,
budget shortfalls must be made up by borrowing, accelerating the rate of
change of money creation, or some combination of the two.

Monetary Policy

It is highly unlikely that the Federal Reserve will ever again be accused
of being a "weak reed for a nation to lean on in time of trouble." The
episode of the 1930s left two lasting impressions on the Fed: (1) do not let
the economy deflate; and (2) do not ignore the role of "lender of last
resort." The Fed is without equal at neutralizing deflationary develop-
ments, such as a sudden drop in the stock market or insolvency of an
important financial institution. When Penn Central defaulted on its com-
mercial paper in 1970 (which rendered many other issuers unable to roll
over their commercial paper), the Fed made virtually unlimited funds avail-
able to banks to forestall further defaults. In 1987, when the stock market
suddenly crashed, the Fed made known that its "discount window was
open for business." Most recently, borrowings of depository institutions
from the Federal Reserve jumped from an average daily figure of $156
million two weeks before the terrorist attacks on September 11, 2001, to
$6.7 billion the two weeks after the attack. In addition, the Fed announced
currency swap arrangements with the European Central Bank, the Bank of
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Canada and the Bank of England totaling $90 billion.

Economic recession often has prompted accelerated monetary inflating,
as the sharp spikes in the current-dollar M2 money supply series in Chart 4
suggest. In each of the past four recessions, at some point in the contraction
monetary authorities have "pulled out all the stops" in an effort to stimu-
late economic growth via rapid increases in the money supply. Between
July 1990 and September 1992, the Fed cut the federal funds rate—the rate
charged in the interbank market for purchases of excess bank reserve
balances—18 times, reducing it from 8 percent to 3 percent. During the
first 10 months of 2001, the Federal Reserve cut interest rates nine times
for a total of 400 basis points. This time around, the acceleration of mon-
etary expansion arrived before a recession was generally acknowledged to
have started, and in fairly hefty doses.

Remember that the dollar no longer is tied to any tangible unit of ac-
count, such as gold, as it was before 1933. Instead, it is now a paper claim
redeemable in more paper claims—i.e., an "IOU nothing." Although au-
thorities can literally create money out of thin air, they would be wise to
remember that while monetary policy can create demand for goods and
services, it cannot create supply. There exists as much a chance of destabi-
lizing the economy as stabilizing it.

Despite their good intentions and the variety of tools at their discretion,
monetary and fiscal policymakers cannot lay claim to either eliminating down-
turns or mitigating the severity of recessions over time. Many recessions since
World War II have been mild, but the historical record always has included
relatively modest contractions. More important, the 1973-75 and 1981-82
contractions were anything but mild. Nor is there convincing evidence that
policymakers are reliably able to engineer so-called "soft landings."

Public policy is unlikely to end business cycles because monetary and
fiscal policies are difficult to use with any precision. There are long lags in
the implementation of policies (inside lags) and the effect of changes in
spending, taxes, and money (outside lags). In addition, great uncertainty
exists about the amount of stimulus adequate to "jump-start" the economy.
Finally, fiscal and monetary authorities often face conflicting goals. If
inflation and unemployment occur simultaneously—as they did in the
1970s—in the short term at least, they must choose to fight one or the
other, but they cannot fight both. (Under the Humphrey-Hawkins mandate,
the Federal Reserve is charged both with maintaining stable prices and
"full employment.")

Globalization

In the long-run, the benefits of an open economy accrue in the form of

21



Chart 5
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lower domestic prices, development of more efficient methods of produc-
tion and new products, and a greater array of consumption goods. It is
unclear whether the increased internationalization of both the product and
financial markets has been a stabilizing or destabilizing force on the U.S.
economy. Some argue that globalization—the tendency of domestic prod-
uct and financial markets to be linked to markets in other countries—has
increased our economic stability. Others claim the opposite.

The first task is to put the degree of our interaction with the rest of the
world into perspective. The increased openness in our economy has two
dimensions—expanded trade in goods and services and greater cross-bor-
der capital flows. A common measure of the openness of the economy in
terms of trade in goods and services is the ratio of the sum of imports and
exports to GDP. By 1999 this ratio reached nearly 25 percent. (See Chart
5.) Cross-border capital flows have also increased markedly, largely due to
advances in information technology and international financial liberaliza-
tion and deregulation. The fact remains however, that the flow of trade and
capital is still modest with respect to the overall size of our economy.
Americans primarily consume American produced goods, and the bulk of
domestic wealth remains in domestic assets.

The argument that globalization stabilizes our economy rests on the
notion that world markets act as an economic shock absorber. When the
U.S. economy heats up, domestic incomes, prices, and interest rates all
tend to rise. As incomes rise, we tend to consume more goods and ser-
vices, and some of this spending is on imports. Import spending rises for
two additional reasons. First, higher prices at home make purchasing
cheaper foreign goods and services more attractive. Secondly, higher
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domestic interest rates increase the demand for dollar-denominated as-
sets, which puts upward pressure on the value of the dollar as foreign
nationals acquire dollars to buy our assets. The stronger dollar then shrinks
exports and further expands imports. The net effect is to dampen domes-
tic expansion. The reverse supposedly occurs during an economic con-
traction.

The theory just described has merit, but it does not hold universally. For
instance, external shocks—those arising from outside the country—can
have a destabilizing effect on our economy. External shocks may be in the
form of demand or supply shocks. If the overall level of activity abroad
increases at the same time the domestic economy expands, as it did in the
early 1970s, latter 1970s, and late 1980s, the stabilizing character of global
linkage may disappear. Higher world commodity prices and increased
demand for U.S. exports during these episodes exacerbated mounting in-
flationary pressures and overheating in the United States.

Supply shocks unrelated to the balance between supply and demand in
the domestic market can also wreak havoc on our economy. The run-up in
oil prices in the 1970s is a prime example. Such a price shock is devastat-
ing because of our economy's dependence on oil and the fact that most of
the oil we consume is imported. Of course, the blade cuts both ways. The
precipitous drop in oil prices during the mid-1980s and late-1990s was a
boon to the American economy.

International linkages also affect policymakers' ability to manipulate
the economy. The effect of expansionary fiscal policy is reduced to the
extent that it causes domestic prices and interest rates to rise as well as the
dollar to appreciate. The end result would be a greater trade deficit and
inflow of foreign capital. Monetary policy is enhanced, but may impart an
inflationary bias. Moreover, policy action at home may spur retaliation
from abroad. Foreign retaliation may simply neutralize efforts to stabilize
the domestic economy or, depending on circumstances, it may cause fur-
ther disruption.

For producers facing global competition, there always will be incen-
tives to seek protection. However, when the economy is in deep recession
or the trade deficit surges, the fervor to enact import tariffs or impose
quotas increases substantially. The most grievous example of protectionist
sentiment was the infamous Smoot-Hawley tariffs. Globalization also in-
creases the demand for social insurance while simultaneously reducing the
ability of the Government to supply it. Economic theory suggests, and
history confirms, that defensive responses are not sustainable over the long
run. Indeed, openness to trade and capital mobility is crucial to long-run
economic progress.
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Emerging Markets

The growth of emerging markets is alleged to have a stabilizing effect
on business cycles. The argument is twofold. First, the development and
efficient use of largely untapped resources in underdeveloped countries
create mutually beneficial investment opportunities for the home country
and outside investors. Second, given their new-found wealth, these coun-
tries provide a ready source of demand for developed countries' goods and
services. However, events in countries such as Korea, Russia, Thailand,
and Malaysia, to name a few, have cast doubt on this hypothesis. There is
fear that the capital outflows, devaluation, failed bailouts, stagnation, and
recessions that seem to regularly beset emerging market economies will
spill over to developed economies, triggering a "global financial melt-
down."

Forty-five nations from Africa, Asia, Europe, Latin America, and the
Middle East are classified as emerging economies. These countries contain
over two-thirds of the world's population and harbor vast quantities of
human and natural resources. The potential returns available from exploit-
ing these markets were too much to pass by—investors dove in head first.
What many plungers neglected to account for were the inherent risks asso-
ciated with investing in these markets. Namely, many of these countries
suffer from a number of maladies such as excessive regulation and bureau-
cracy, high taxes, and the absence of adequate private property rights and
bankruptcy laws. In addition, investors faced risks arising from political
instability, cronyism, corruption, and few disclosure requirements.

The 1997-98 crises in emerging market economies are a case in point.
Those shocks drove yields on dollar-denominated debt securities of market
economies sharply higher across the globe. The "flight to safety" increased
the demand for U.S. Treasury securities, widening the quality spread be-
tween Treasury rates and yields on dollar-denominated sovereign debt.
Stock prices slipped over concerns about business profits and a general
feeling that the market had reached hard-to-justify heights. Risk-taking
suddenly fell out of fashion. Bonds of lower-quality borrowers inched up,
and the marketing of equity and bond issues by lower-rated companies was
brought to a standstill. Investment-grade companies also curtailed then-
borrowing. Banks retrenched too, focusing more attentively on the trade-
off between risk and return. Feeling a little poorer and more cautious,
consumers became more disciplined in their spending habits.

To date, little evidence exists that such financial tremors abroad dam-
aged the foundation of the domestic economy. Many credit the actions of
policymakers for taking quick and decisive action. The IMF circled the
globe, making loans and securing promises of reform. Supporters reason
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Chart 6
MANUFACTURING AND TRADE SALES AS A PERCENT OF INVENTORIES
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Sources: Federal Reserve Board and U.S. Department of Commerce, Bureau of Economic Analysis.

that "A bailout a day keeps world depression at bay." They believe what
markets need is an assurance that somebody, somewhere understands what
is happening and has the knowledge and wherewithal to manage the prob-
lem.

Others see the action of the IMF for what it is—a confidence game.
Making below-market rate loans and securing unenforceable promises of
"austerity," "restructuring," and "reforms" may calm markets temporarily,
but in no way represents a permanent solution. In addition, detractors
realize that the costs of resolving international financial crises can quickly
eclipse the financial and political resources available for that purpose.
Moreover, many cite the propensity for official direct and indirect bailouts
to increase excessive risk taking, or "moral hazard." Bailouts and moral
hazard stem from the belief that certain countries or institutions are "too
big to fail."

There is no quick fix to this problem. The benefits of cross-border trade
and capital flows are clear. Just as obvious is the caveat that opening up
these markets requires prudential caution. Until the less-developed econo-
mies develop disciplined fiscal and monetary policies, the rule of law,
property rights, and limited regulation, emerging markets will remain a
source of instability.

Inventories

During recessions, the sales-to-inventory ratio generally plunges as in-
ventories pile up and sales languish. (See Chart 6.) Firms then must scale
back production and lay off workers. Better control of inventories, via
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Chart 7
INVENTORIES AS A PERCENTAGE OF GDP
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goods and providing
for more timely increases when warranted by demand, less severe correc-
tions will be necessary.

It is canonical in New Economy thinking that the improved manage-
ment of intermediate goods and wholesale and retail stocks enabled by the
advent of computerized inventory accounts has moderated the inventory
shocks that punctuated business cycles in earlier times. The virtually in-
stantaneous flow of information between retailers, distributors, and pro-
ducers, it is said, today has permanently changed the environment in which
goods come to market.

There is ostensibly good warrant for such views. As the top curve in
Chart 7 shows, manufacturing inventories (expressed as a percentage of
GDP) have dropped very sharply since the 1981-2 recession—from about
ten percent of GDP to under five percent. Similarly, merchant wholesale
inventories (e.g., jobbers, industrial distributors, exporters, and importers)
have decreased from about four percent of GDP to under three percent. In
the aggregate these changes are favorable developments—and would seem
to imply that inventory shocks, in the manufacturing sector at least, can be
expected to be less severe and of shorter duration than in the recessions
that antedated "just in time delivery" inventory practices.

Of course, "just in time" inventory management creates its own haz-
ards. For example, unanticipated labor strikes at crucial "upstream" sup-
pliers could have broader effects than previously on a firm's (or sector's)
ability to maintain production. The likelihood of such effects may or may
not have increased with the popularity of outsourcing. But in either event,
in times of contraction lean inventories would seem to favor quicker
response to renewed demand—and so moderate the severity of related
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layoffs and other losses.

Perhaps most notable, however, is how little (in terms of the overall
economy) inventory stocks have changed in the retail sector—which has
undertaken the most visible innovations over the past three decades and
which remains the ultimate target of investment in the New Economy. As
shown in the middle curve of Chart 7, as a percent of GDP, retail invento-
ries have remained virtually unchanged over the past two decades. For all
the brouhaha that has accompanied the age of the shopping mall and most
recently "e-tailing," scarce evidence exists that retail inventory concerns
today are any less worrisome than they were several decades ago.

This is not to say that in other respects there has not been a genuine
revolution in retailing. In earlier times the few department stores that ser-
viced a given locale may have maintained huge inventories of relatively
high-priced goods. Today the hundreds of mall outlets and the like that dot
most communities bulge with inventories of low-priced goods (if one can
term a $150 pair of sneakers low-priced). The point is that this revolution
in retailing apparently has only modestly reduced inventory demands for
shopkeepers.

Over the long term, it is the growth of services as a proportion of GDP
that could prove to be one of the largest influences in moderating the
inventory cycle. Services have been increasing as a percent of GDP since
the 1950s, and during the 1980s accelerated sharply. Today service-sector
output accounts proportionally for roughly twice as much of total GDP,
almost 40 percent, as it did in 1950. By definition, services are largely
exempt from inventory concerns and in general display less cyclicality
than the goods-producing sector.

As a consequence, one might presume some moderation of inventory
cycles and relatively muted business cycles. The difficulty is that—even
during the mild 1990-91 "white collar" recession—there simply was no
evidence to support the notion that the inventory cycle had disappeared.
On the contrary, conventional measures suggest that it remains extraordi-
narily robust, and could be an important factor in future recessions.

A New Economy?

In recent decades, a perhaps more enduring feature of American eco-
nomic life has been the notion that each expansion has marked the "end of
the business cycle." Prior to the policy debacles of the 1970s, it was widely
believed among the cognoscenti that Keynesian fiscal and monetary solu-
tions were adequate to counter even severe market-directed reversals. Fol-
lowing the 1980-82 contractions, it was even more widely thought that
policymakers had "learned their lesson" as a result of the earlier experi-
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How Does the "New Economy" Measure Up?*

Robert Gordon, economics professor at Northwestern University and
research associate at the National Bureau of Economic Research, writes:

During the four years 1995-1999, U.S. productivity growth experi-
enced a strong revival and achieved growth rates exceeding that of the
"golden age" of 1913-72. Accordingly, many observers have declared
the "New Economy" (the internet and the accompanying acceleration of
technical change in computers and telecommunications) to be an Indus-
trial Revolution equal in importance, or even more important, than the
Second Industrial Revolution of 1860-1900 which gave us electricity,
motor and air transport, motion pictures, radio, indoor plumbing, and
made the golden age of productivity growth possible.

Gordon suggests that the productivity rebound is attributable to
three factors, (1) improved methods for measuring price deflators, (2)
the normal procyclical response of productivity in periods when output
grows faster than trend, and (3) the productivity growth in the produc-
tion of computers. According to Gordon:

There has been no productivity growth acceleration in the 99 percent
of the economy located outside the sector which manufactures com-
puter hardware, beyond that which can be explained by price
remeasurement and by a normal (and modest) procycl¡cal response.
Indeed, far from exhibiting a productivity acceleration, the productivity
slowdown in manufacturing has gotten worse; when computers are
stripped out of the durable manufacturing sector, there has been a fur-
ther productivity slowdown in durable manufacturing in 1995-99 as
compared to 1972-95, and no acceleration at all in nondurable manu-
facturing.

Gordon also questions the significance of the internet's role in boost-
ing the economy:

The internet fails the hurdle test as a Great Invention on several
counts. First, the invention of the internet has not boosted the growth in
the demand for computers; all of that growth can be interpreted simply
as the response to the decline in computer prices as was prevalent prior
to 1995. Second, the internet provides information and entertainment
more cheaply and conveniently than before, but much of its use involves
substitution of existing activities from one medium to another. Third,
much internet investment involves defense of market share by existing
companies like Borders Books faced with the rise of Amazon; social
returns are less than private returns. Fourth, much internet activity dupli-
cates existing activity like mail order catalogues, but the latter have not
faded away; the usage of paper is rising, not falling. Finally, much inter-
net activity, like daytime e-trad¡ng, involves an increase in the fraction of
work time involving consumption on the job.

* See "Does the 'New Economy' Measure up to the Great Inventions of the Past?" and
"Has the 'New Economy' Rendered the Productivity Slowdown Obsolete?" by Robert J.
Gordon, http://faculty-web.at.northwestern.edu/economics/gordon/researchhome.html
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ences and were then endowed with the knowledge and equipped with the
tools to "fine tune" the economy. Almost no one in policy or media circles
was prepared to acknowledge the contraction that began in 1990 until it
was well underway (and subsequently many of the same people exagger-
ated its severity and duration).

More recently, the belief that advances in technology and the globaliza-
tion of markets have ushered in a "new economy" has fostered similar
views. According to this line of thinking, it is not Government policy that
can defeat the business cycle but rather new market circumstances, which
have encouraged sustained growth in productivity and profits as well as
subdued inflation. In this respect, it often is remarked that services, which
are less cyclical than the goods-producing sector, now dominate domestic
output. It also has been widely observed that current measures of both
output and productivity may markedly understate actual growth—and that
fiscal and monetary policy based on inadequate data and outmoded notions
of cyclical economic behavior simply place unwarranted restraints on use-
ful activity.

There is much historical experience to recommend the view that Gov-
ernment policy remains the single greatest obstacle to the long-term health
of economies everywhere. There also is ample warrant for the notion that
in many respects current measures of business activity are inadequate to
describe either the quantity or quality of any variety of "real world" phe-
nomena. (Many years ago we described the then-benchmark Gross Na-
tional Product (GNP) data as a "Gross National Fantasy.")

As yet, however, there is little experience to support the view that glo-
bally integrated markets and gee-whiz technological advances (see the box
on p. 28) have permitted the market to attain economic nirvana. It remains
to be seen whether the attributes of the alleged "new economy" will ame-
liorate or exacerbate the effects of the next business-cycle reversal, when-
ever it comes. That it will come is not in serious question.
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IV.

ARE RECESSIONS PREDICTABLE?

AN accurate understanding of current business activity in relation to
the business cycle is an obvious prerequisite for successfully man-
aging personal finances or a business during either recessions or

expansions. Today, many business forecasting techniques plainly exagger-
ate the precision with which the timing and magnitude of business changes
can be forecast. In our view, any forecasts that predict specific cyclical
events, say, years in advance (e.g., The Great Depression of 1990) or
project economic growth rates for future time periods are spurious and
may be misleading to those who act on them. As the many "false signals"
given during prior business episodes strongly indicate, business forecast-
ing is a science of statistical probabilities—i.e., although the odds may
favor a particular development, there is no certainty that it will occur.

That said, careful statistical analysis of business conditions can be use-
ful in predicting fairly near-term changes in the direction of economic
activity. Such information alone can be of considerable value both to indi-
viduals and businesses. Below we describe our approach to business-cycle
analysis.

To aid readers in understanding where we stand in the business cycle,
each month AIER's Research Reports reviews current business conditions
and the prospects for future activity. Our analysis is based on an evaluation
of statistical indicators of business-cycle changes. Statistical indicators are
data series that reflect various aspects of business activity. When grouped
according to the timing of their cyclical turns in relation to the timing of
such turns in general business activity, each statistical indicator is classi-
fied as a leading, roughly coincident, or lagging data series.

Reference Cycle
Jul.
Aug.
Apr.
Dec.
Nov.
Jan.
Jul.
Jul.

1953
1957
1960
1969
1973
1980
1981
1990

AIER

Peaks

Table 7
: "Forecasts" of Business-Cycle Turns

AIER Forecast
Jun.
Jan.
Feb.
Aug.
Nov.
Jul.
Oct.
Jan.

1953
1957
1960
1969
1973
1979
1981
1990

(-DS

(-7)
(-2)
(-4)
(0)

(-6)
(+3)
(-6)

Tr

Reference Cycle
* May

Apr.
Feb.
Nov.
Mar.
Jul.
Nov.
Mar.

1954
1958
1961
1970
1975
1980
1982
1991

oughs-

AIER Forecast
Jun.
Jun.
May
Mar.
Jun.
Sept.
Apr.
Jun.

1954
1958
1961
1972
1975
1980
1982
1991

(+D*
(+2)
(+3)

(+16)
(+3)
(+2)
(-7)
(+3)

Lead (-) or lag (+) in months from business-cycle peak or trough.
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The primary leading indicators usually signal reversals of general busi-
ness activity prior to its occurrence, and they also are useful for forecasting
continuing cyclical trends. However, the relationship between changes in
general economic activity and those of the indicators is not unvarying. Lead-
ing indicators generally do lead, but the length of the lead varies. Further-
more, the statistical indicators do not provide a basis for forecasting magni-
tudes of change in any aspect of economic activity. This leaves the statistical
indicators less useful than might be preferred, but the state of economic
understanding simply does not warrant more-developed predictions.

Table 7 lists the eight most recent business cycles, the months in which
we first "forecast" that a reversal was imminent, and the lead or lag time of
our forecast from the appropriate peak or trough. Readers should note that

Table 8
Statistical Indicators of Business-Cycle Changes

Change in Base Data Cyclical Status
Jun. Jul. Aug. Sep. Primary Leading Indicators Aug. Sep. Oct.

+ + + M l money supply +? + +
+ + + M2 money supply + + +
+ -r - Change in sensitive materials prices ? ? -

New orders for consumer goods - - -?
Contracts and orders for plant and equipment ? ? ?

ncr - New housing permits ? ? -?

Ratio of manufacturing and trade sales to inventories - -? -?
+ - - nc Vendor performance -? -?

Index of common stock prices (constant purchasing power) -? -?

nc + - - Average workweek in manufacturing
+ + - Initial claims for unemployment insurance (inverted) - -? -?

Change in consumer debt -?

Percentage expanding cyclically 22 22 18

Primary Roughly Coincident Indicators

+ - - Nonagr¡cultural employment -?
Index of industrial production

+ - Personal income in manufacturing - -? -?

Manufacturing and trade sales . . .
+ - + Civilian employment to population ratio . . .

+ Gross domestic product (quarterly) + + +

Percentage expanding cyclically 17 17 17

Primary Lagging Indicators

+ - + Average duration of unemployment (inverted) ? -? -
Manufacturing and trade inventories -? - -
Commercial and industrial loans . . .

+ Ratio of consumer debt to personal income + ? ?
+ - + Change in labor cost per unit of output, manufacturing + + +

Composite of short-term interest rates

nc No change. r Revised. Percentage expanding cyclically 40 20 20

Under "Change in Base Data," plus and minus signs indicate increases and decreases from the previous
month or quarter and blank spaces indicate data not yet available. Under "Cyclical Status," plus and
minus signs indicate expansions or contractions of each series as currently appraised; question marks
indicate doubtful status when shown with another sign and indeterminate status when standing alone.
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Chart 8
PERCENTAGE OF AIER LEADERS EXPANDING
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at each business-cycle peak except that in 1981, we forecast the reversal
from 0 to 7 months before it occurred. That our forecast in 1981 was 3
months after a peak occurred was attributable to the closeness with which
the 1981 recession followed the 1980 recession.

The indicators that we now use are shown in Table 8. (This list has
changed over the years.) In our analysis of each series (shown in Charts 9,
10, and 11), we compare its most recent changes (as of October 2001) with
past behavior. Based on the statistical probability that a series is expanding
or contracting, we ascertain the apparent cyclical status of each series. We
classify the cyclical status of each series as clearly expanding, probably
expanding, indeterminate, probably contracting, or clearly contracting,
depending on the magnitude and duration of recent movements.

In hindsight, individually indeterminate series must be either clearly ex-
panding cyclically or clearly contracting cyclically. In our monthly appraisal
of the cyclical status of a series, the probably expanding and probably con-
tracting designations are used when a series appears to be expanding or
contracting cyclically but not by enough magnitude or long enough duration
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Table 9
Symbols for Cyclical Statuses

Cyclical Designation Symbol
Clearly expanding +
Probably expanding +?
Indeterminate* ?
Probably contracting -?
Clearly contracting -

* No discernible status.

to make its status clear. If we are unable to assess the cyclical status of a
series, we designate it as indeterminate. This situation arises if there is a
nearly equal chance that the series is either expanding or contracting cycli-
cally. Table 9 lists each cyclical designation and the symbol for that designa-
tion used in our statistical indicators table (Table 8 on p. 31).

The "percentage expanding cyclically" in Table 8 is simply the number
of indicators appraised as expanding, or probably expanding, divided by
the number of series for which a trend is evident. For example, in October
2001 two of the twelve primary leading indicators were appraised as clearly
or probably expanding, one was indeterminate, and nine were clearly or
probably contracting. Therefore, the percent expanding was 18 (two out of
eleven). The percentage expanding can range from 0 to 100. When it drops
below 50 a recession is statistically more probable than not. The top panel
of Chart 8 (p. 32) plots the percentage of ÂIER leaders expanding over the
past forty years.

The last time the percentage of leaders was below 50 was between May
1995 and April 1996—a period when the pace of economic •activity slowed
but the slowdown was insufficient in its magnitude, duration, and scope to
be officially classified as a recession. Although a cyclical turn in the ma-
jority of the leaders may be a false indication of a turn in general business
activity, since 1947 no cyclical turn has occurred without a prior turn in the
leaders.

The indicators are but one tool available in forecasting the near-future
cyclical trend of business activity. In addition to analyzing the indicators,
we consider other relevant evidence, as well as the experienced judgments
of our staff. Perhaps inevitably, subjective evaluations play a role in this
analysis. However, we try to keep them to a minimum.

Although the procedure for calculating the percentage of leaders ex-
panding is straightforward, it does not allow for any "shades of gray."
Each series is accorded a specific cyclical status each month and a series
reaching a new high for the cycle receives the same "weight" as one that
has decreased for several months and is on the verge of an indeterminate
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status. Moreover, if many indicators are indeterminate, the percent of lead-
ers expanding—which ignores such series entirely—could render a mis-
leading outlook.

As a result, AIER developed an alternative measure of the primary
leading indicators called the "cyclical score," which is plotted in the bot-
tom panel of Chart 8 (p. 32). Although it too theoretically can fluctuate
between 0 and 100, it differs from the percentage expanding series in
several respects. First, the cyclical score is a purely arithmetical calcula-
tion that does not reflect the judgments of AIER's staff in any way. Also, it
is based on the current list of primary leaders each month. This means that
the data for, say, August 1972, reflect all historical revisions and may
include series that were not on the list of primary leaders then. Conse-
quently, the historical record of the cyclical score itself may be revised
whenever a series is revised or one series is dropped and another substi-
tuted. The percentage expanding series is, in contrast, a record of monthly
findings of AIER's staff based on the leading series then in use and then
available. The percent expanding series is never revised.

In the calculation of the cyclical score, those series that are at a new high
in an established uptrend are given a score of 100, and those at a new low
in an established downtrend are given a score of 0. The scores for the other
series will depend on the extent and duration of the reversals of their most
recent trend. The "cyclical score" is simply the average of the scores of the
12 individual leading series. In this way, it allows for something other than
an "all or nothing" (i.e., expanding or contracting) contribution of a given
series to the final result. Moreover, in an effort to reduce the incidence of
"false signals," the calculation of the overall score from the individual
series provides for a heavier weighting of increases than decreases.

As with the percentage expanding series, the cyclical score can range
from 0 to 100. A score below 50 indicates that a recession is probable. We
rely on the cyclical score primarily to supplement the percentage expand-
ing series. For instance, if the percentage of leaders appraised as expanding
indicates that a recession is probable, but the cyclical score of the leaders
does not, we would be somewhat hesitant in asserting that a recession is
imminent. On the other hand, if both series were to decrease to less than
50, we would be somewhat more confident in offering such an appraisal.

Business-Cycle Conditions (October 2001)

Officially, the expansion that began in March 1991 is still underway,
making it, at 127 months, by far the longest peacetime expansion in U.S.
history. Although our statistical indicators continue to weaken—suggest-
ing that a recession probably has begun—the "official" determination for
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dating recessions is made by the National Bureau of Economic Research's
Business Cycle Dating Committee, which has yet to meet. The committee
does not determine the start or end of a recession until it has at least six
months of data beyond the peak date, and often more time is needed to
make the determination. For example, NBER announced in April 1991 its
determination that July 1990 was the peak of the expansion that began
November 1982. (In December 1992 NBER announced that March 1991
was a trough.) When the history is written, it could well be that the peak of
this business-cycle will be identified as having occurred some time during
the second, or even first, quarter of 2001.

According to the latest data available, only 18 percent (two out of eleven)
of the primary leading indicators with apparent cyclical trends are expand-
ing. (See Table 8 and the top panel of Chart 8.) The percent expanding has
been below 50 since December 2000. The cyclical score, at 41, fell below
the threshold of 50 in May, confirming the outlook suggested by the per-
cent expanding series that a contraction in business activity appeared to be
more likely than continued or renewed expansion. (See the bottom panel of
Chart 8.)

The percentage of primary roughly coincident indicators expanding de-
creased to less than 50 in May, and now stands at 17. A decrease in the
percentage of coinciders expanding below 50 would tend to support the
expectation that a contraction in general business activity was under way.
In our July update of business-cycle conditions appearing in Research
Reports, we asserted that an economic contraction probably had begun.
That assessment has not changed. In October's Reports, we wrote that
there was little, if any, statistical indication that an economic recovery was
imminent. We went on to note that, to the contrary, there were signs that
the contraction might deepen in the coming months.

Our report does not attempt to assess the effects on the economy of the
September 11 terrorist attacks. Data collected before the attacks indicated
that the economy was continuing to weaken. Although the immediate
effects were decidedly negative (e.g., lost business for the travel industry
and reduced retail sales), the events reinforced trends already underway.
Data collected after the fact will not only reflect prior ongoing trends and
the economic impact of the attacks, but the subsequent related fiscal and
monetary stimulus. Separating out the net effects of each is difficult, if not
impossible.

Primary Leading Indicators

Among our twelve primary leading economic indicators, only the two
monetary series, Ml money supply and M2 money supply, are appraised as
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clearly expanding. (Ml, M2, and all other dollar-denominated series are
reported in constant dollars.) An acceleration of monetary expansion has
been the usual antidote to recessions. This time around does not appear to
be an exception. Since March, Ml (the sum of currency and checkable
deposits) has increased at a seasonally adjusted annual rate of 11.8 percent;
the broader M2 series (Ml plus savings, small time deposits and retail
money funds), 10.9 percent.

Readers should consider two important subtleties regarding the data.
First, the data for M2 was last available in August (see columns under
"Change in Base Data," Table 8, p. 31). Our current appraisal is based on
the latest—not necessarily timely—base data available. Also note that
most series, such as new housing permits, are smoothed using moving
averages. (Note: Ml and M2 are not smoothed.) Monthly base data for
many series often fluctuate widely, and month-to-month changes in them
are not sufficient for establishing a continuation of or a change in a cyclical
trend. Cyclical trends of such series become clearer after the irregular
fluctuations are smoothed. Because the irregular fluctuations in the data
for many series differ in average magnitude, the lengths of the moving
averages required to smooth each series differ. The smaller the number of
months included in the moving average, the more timely the series is. For
example, new housing permits is smoothed using a 3-month moving aver-
age; thus, the latest month for which the series is plotted is August (see
Chart 9, p. 35).

Aside from the monetary series, AIER's other leading indicators of
business activity offer no grounds for optimism. Nine are contracting and
one is cyclically indeterminate

A decrease in the base data for the 3-month percent change in sensitive

materials prices was enough to warrant downgrading the series to clearly
contracting. The series is the percent change in a composite price index for
17 separate commodities and industrial materials—such as metal scraps,
cotton, wool, bürläþ; cattle hides, lumber, rubber, tallow, and more—used
by producers in the initial production stage. (Oil and petroleum goods are
not included in the index.) Presumably, the markets for these commodities
are among the first to be influenced by changes in business conditions. A
6-month moving average is required to smooth this highly volatile series,
thus reducing its timeliness. The average workweek in manufacturing de-
creased 0.2 hour to 40.5 hours, and remains appraised as clearly contract-
ing. Manufacturing overtime was down by 0.1 hour to 3.9 hours. Beeaüšjè
the "hours" series measure hours paid rather than hours actually worked,
any hours missed due to the terrorist attacks would still be counted if the
workers were paid for those hours.
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Although the base data for new orders for consumer goods fell, the
series' 3-month moving average increased enough to raise doubt as to
whether the series is contracting. New housing permits, which are sensitive
to income growth and mortgage rates, dropped 3.0 percent in September to
a seasonally adjusted annual rate of 1,524,000. In contrast, housing starts
were 2 percent above the August estimate. Housing permits, which are
now appraised as probably contracting, represent the intention to spend,
rather than a commitment to spend. While an increase in permits may not
directly impact spending, a decrease most assuredly does. Vendor perfor-
mance, the percentage of purchasing managers reporting slower deliveries
from their suppliers, was unchanged at 46.5 percent and remains appraised
as clearly contracting. When business activity drops off, suppliers are
more able to make prompt deliveries than when orders are brisk.

Consumers continue to appear reluctant to borrow: the 3-month percent
change in consumer debt slowed to zero. The series was downgraded from
probably contracting to clearly contracting last month. Consumer debt,
which tends to increase faster during expansions than during recessions,
includes automobile debt, credit card and department store card debt, edu-
cational loans, mobile home loans, boat loans, and vacation loans. The
loans may be secured or unsecured. (Home mortgages and home equity
loans are not included.)

The index of 500 common stock prices was also downgraded to clearly
contracting based on continued weakening. Of all the leaders, the one that
receives the most press is the index of common stocks. The recent volatil-
ity in stock prices only acts to heighten the interest in this series. However,
no clear relationship exists between even very sharp reversals in stock
prices and the trend in the overall economy. Even though we use the index
of common stock prices as a leading indicator of business-cycle changes, it
often is noted that this indicator has "accurately forecast sixteen of the last
eight recessions." In this respect, three of Wall Street's most severe drops
since World War II—the crashes of 1946, 1962, and 1987—did not result
in recession, let alone depression. Rather, GDP actually grew at a faster
rate during the bear market in the real prices of common stocks between
1968 and 1980 than it has during the bull market that began in 1982.
Although a drop in stock prices does not always accurately forecast a
recession, the economy has never contracted while the stock market was
expanding. (A more in-depth analysis of the stock market appears at the
end of this chapter.)

No new data were available for three of the leaders. Based on the data
available last month, both the ratio of manufacturing and trade sales to
inventories and initial claims for state unemployment insurance (inverted)
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were each appraised as probably contracting. In the absence of new data,
the cyclical statuses remain unchanged. The sales to inventory ratio can
fall if sales grow by less than inventories. Currently, both sales (a coinci-
dent indicator) and inventories (a lagging indicator) are appraised as clearly
contracting. Thus, firms may be experiencing unanticipated inventory build-
ups, which can lead to so-called inventory corrections. Cyclical changes in
new jobless claims are inversely related to general business fluctuations;
therefore, the data are inverted for business-cycle analysis.

We are still waiting for fresh data for contracts and orders for plant and
equipment. No new data for the series have been published since May, at
which time the series was indeterminate. Although in hindsight every
series must either be expanding or contracting, not enough data were avail-
able to determine the cyclical trend of this series. The direction in which
indeterminate series move in subsequent months can have a significant
impact on the outlook for future business conditions, especially if there are
several of them present at once.

With this month's changes, 18 percent (two out of eleven) of the leaders
for which a cyclical trend is evident are expanding, down from 22 percent
(two out of nine) last month. Examination of the top panel of Chart 8
shows that the percentage of AIER leaders expanding can drop below 50
very quickly. The cyclical score, which is based on a separate purely
mathematical analysis of the leaders, decreased to 41 from 42. Like the
percentage of leaders, the cyclical score can also drop precipitously (see
bottom panel). As these charts may suggest, recessions often take people
by surprise. Currently, both indexes remain far below 50, an indication that
there has yet to be a broad-based improvement in the leaders. We see no
warrant for asserting that a recovery is imminent.

Primary Roughly Coincident Indicators

A few months (but sometimes as much as a year) after the percentage of
primary leaders expanding cyclically has decreased to less than 50, the
percentage of primary roughly coincident series expanding cyclically usu-
ally begins to fall. A drop in the percentage of coincident series expanding,
along with further decreases in the percent of the leaders expanding, would
tend to support the expectation that a contraction of general business activ-
ity was well underway. Yet, not until the percentage of primary roughly
coincident series decreased to less than 50 would the assertion that a busi-
ness contraction probably has begun be warranted. Currently, five of our
six primary roughly coincident indicators are contracting.

Among the six primary roughly coincident indicators, Gross Domestic
Product (GDP) is the only series with an apparent upward trend. GDP is
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the broadest and most widely reported measure of the health of the U.S.
economy. By far the largest component of GDP is personal consumption,
which makes up approximately 68 percent of the total. However, other
sectors—such as investment in structures and equipment, residential in-
vestment, inventory investment, and net exports—tend to be more volatile,
and hence often have a greater influence on quarterly GDP growth patterns
than consumption spending. The final estimate of the second-quarter in-
crease in GDP is 0.3 percent, 0.1 percentage point higher than the prelimi-
nary estimate issued last month but 0.4 percentage point below the ad-
vance estimate released in July.

Nonagricultural employment fell by 199,000 in September to 132.2
million, and remains clearly contracting. This latest job loss is the largest
since February 1991. Sharp losses continued in manufacturing, with the
sector losing 93,000 jobs. Employment also fell 102,000 in the service-
producing sector. According to household survey data, the number of un-
employed persons totaled 7.0 million, and the unemployment rate held
steady at 4.9 percent. Widespread weakness in the labor market is also
reflected by the diffusion index of employment, which stands at 39.4 per-
cent. The index measures the proportion of 353 private nonfarm industries
reporting increased employment over the last six months.

At this time, job leavers, reentrants, and new entrants taken together
continue to outnumber job losers by a very slight margin. In the second
quarter of 2001, there were 1,911 layoff actions by employers that resulted
in the separation of 371,708 workers from their jobs for more than 30 days.
For the entire first half of the year, the number of separations totaled
712,488. Layoffs due to internal company restructuring (bankruptcy, busi-
ness ownership change, financial difficulty, and reorganization) accounted
for 27 percent of separations. Permanent closure of worksites affected
78,452 workers.

It is unlikely that the events of September 11 affected the September
employment data in any significant way. Although the attacks occurred
during the reference period for the Bureau of Labor's monthly establish-
ment survey, persons paid for any part of the reference period are consid-
ered employed. Likewise, in the household survey, persons working dur-
ing any part of the reference week, as well as those temporarily absent
from their jobs, are considered employed.

Industrial production reached a new cyclical low, falling 1.0 percent in
September. Output is 5.8 percent below the level reported during the same
period last year. The rate of capacity utilization declined to 75.5 percent,
6.6 percentage points below its 1967-2000 average. Personal income in
the manufacturing sector, which was upgraded from clearly contracting to
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probably contracting last month, improved slightly but its appraisal stayed
put. The ratio of civilian employment to population hit a new low and is
now 17 months off its recent peak. The ratio stands at 63.7 percent. No new
data were available for manufacturing and trade sales. The series was last
appraised as clearly contracting.

Overall, 17 percent (one out of six) of the coinciders for which a trend is
apparent are appraised as expanding, unchanged from last month.

Primary Lagging Indicators

The lagging indicators usually receive the least attention, but they are an
important component of a thorough business-cycle analysis. The lagging
indicators help to confirm cyclical turns in business activity and are useful
in identifying potential bottlenecks that can choke off economic growth. In
this respect, they are a leading indicator of the leading indicators. Cur-
rently, only 20 percent (one out of five) of the primary lagging indicators
with apparent cyclical trends are expanding.

Among the primary lagging indicators, only the 12-month change in
labor cost per unit of manufacturers' output is expanding. The change in
labor cost per unit of manufacturing output measures the relationship be-
tween the volume of production of manufactured goods and the cost of the
labor involved in that production. Compensation of employees includes
both wages and salaries and employer supplements. Prior to every other
recession this series has risen above zero. Although the series is one month
off its peak, unit labor costs are increasing at a 6.9 percent clip. Four other
laggers are contracting and one is cyclically indeterminate.

The average duration of unemployment (inverted), at 13.1 weeks, is now
11 months from its recent peak. This decrease warranted downgrading the
series' cyclical status to clearly contracting. Cyclical changes in this series,
which measures the average length of time that unemployed persons have
been looking for work, are inversely related to general business fluctua-
tions; therefore, the series is inverted for business-cycle analysis. Although
not used as an indicator, the median duration of unemployment, at 7.4
weeks, is a useful measure of labor market conditions because the average
duration is biased upward by a small number of individuals who have been
unemployed for a very long time. These series combined with the other
employment statistics affirm that labor markets continue to soften.

The base data for the ratio of consumer debt to personal income in-
creased, but the improvement was insufficient to reveal a cyclical trend.
The series remains indeterminate. As far as business cycles are concerned,
consumer debt is a double-edged sword. Consumer borrowing for the
purchase of goods and services helps fuel the economy, but if consumers
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Chart 12
RATIO OF LONG-TERM TO SHORT-TERM GOVERNMENT BOND YIELDS
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overextend themselves, the burden of debt can choke off continued eco-
nomic growth. Thus, depending on the circumstances, increased consumer
debt can help the economy sometimes and hurt at other times. The ratio of
consumer debt to personal income is one measure of consumer debt bur-
den. This series roughly indicates the willingness, and oftentimes the abil-
ity, of consumers to incur debt. To the extent that this ratio reflects the
burden of financing debt, it is not clear that consumers are currently will-
ing and able to borrow more to finance new spending.

However, an increase in the ratio of consumer debt to income may
exaggerate the increase in consumer indebtedness. During the 1980s, new
technology and the elimination of usury laws enabled banks to offer credit
cards to a wider market, and consumers increasingly relied on them as
convenient substitutes for cash. Outstanding balances that are paid off in
full every month are included in the total debt figures. Consumer surveys
indicate that anywhere from 35 to 50 percent of cardholders say they
usually pay their balances in full at the end of every month, but the size of
these balances in relation to total consumer debt is not clear. In addition,
credit card debt is "open-ended." It has no fixed maturity and requires only
minimum monthly payments that are quite small in relation to the out-
standing balances. All of these factors make it difficult to estimate the
extent to which an increase in the ratio of debt to income represents a
genuine increase in the burden of the debt.

Commercial and industrial loans also decreased to a new low, as did the
composite of short-term interest rates. At 2.81 percent, short-term rates are
at their lowest level since November 1961, nearly four decades ago. At its
November 6 meeting, the Federal Reserve reduced the Federal funds rate
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target another 50 basis points to 2.0 percent. The Fed meets again Decem-
ber 10.

No new data were available for manufacturing and trade inventories.
Based on September's appraisal, the series is clearly contracting. Inven-
tory adjustment is related to interest rate changes. Excessive inventory
accumulation at the end of expansions and at the start of recession adds to
the demand for commercial loans and puts upward pressure on interest
rates. Conversely, when the economy emerges from recession, shrinking
inventories lead to reduced demand for loans and thus lower interest rates.
The relationship between manufacturing and trade sales, inventories, and
the sales to inventory ratio was outlined above.

Overall, 20 percent (one out of five) of the laggers for which a trend is
evident are expanding, unchanged from September.

Evidence Supplementing the Statistical Indicators

Any analysis of the statistical indicators should not be used indepen-
dently of everything else when one attempts to forecast the trend of busi-
ness activity. Our indicators are simply tools that one can use in addition to
other information. We regularly inspect three other types of relevant evi-
dence: diffusion indexes, recovery comparisons, and recession compari-
sons. A description of these indicators is taken up in AIER's Forecasting
Business Trends booklet. Instead, we will focus here on three other indica-
tors that are often referred to by the popular media. They are the interest-
rate spread, the so-called quality spread, and consumer confidence.

During business expansions, long-term rates usually are higher than
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Chart 14
CONSUMER SENTIMENT
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short-term rates, largely because investors who are willing to commit their
funds for longer periods demand additional compensation for the risks
associated with greater uncertainty about future price inflation and future
interest rates. When contractions are imminent, the interest-rate spread
tends to invert—i.e., short-term rates become higher than long-term rates.
Chart 12 plots the ratio of the rates on 10-year Treasuries to rates on 1-year
issues. Historically, the gap between long and short rates has narrowed
markedly before slowdowns in economic activity. When the spread be-
came negative, recession often followed. This was the case between June
and December 2000.

Although a narrowing or negative interest-rate spread often has signaled
impending business contraction, exceptions exist. When the spread nar-
rows mainly as a result of decreasing long-term rates, there may be few, if
any, cyclical implications. Such changes would seem mainly to reflect
expectations, which may be wrong nevertheless, about future levels of
price inflation and may be largely unrelated to current business activity per
se. For example, in 1996 and again in 1998, the spread narrowed markedly.
But in both episodes, short-term rates were decreasing. The flattening of
the yield curve in these instances owed to a rapid drop in long-term rates.
No recession followed.

An equally marked feature of prior recessions is the so-called "flight to
quality" among investors in debt securities. As investors become more
concerned about business prospects and the ability of business debtors to
make good on their obligations, they favor Government securities that are
generally viewed as carrying zero risk of default. This preference is re-
flected in the widening spread between yields on Government securities
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and corporate debt issues. Chart 13 plots 10-year Government bond yields
as a percentage of the yields on industrial bonds carrying a Moody's in-
vestment rating of Baa (low investment-grade). In this chart, a widening
spread is plotted as a decrease in the ratio of bond yields. As is shown in
the chart, the gap between the yields on long-term government bonds and
corporate debt issues recently has widened significantly. However, this
yield spread has not always been an accurate leading indicator of reces-
sion. Although it widened markedly prior to or roughly coincident with the
onset of most recessions, during the recession of 1990-91 a discernible
widening of the spread did not occur until well into the downturn. More
recently, business activity did not diminish following the flight to quality
that occurred in 1998.

An additional series often reported in the media is consumer confi-
dence. It is widely accepted among the media and many business analysts
that people's attitudes about their economic situation strongly influence
their decisions to spend. If people become pessimistic, it is said, they are
unlikely to spend money on new cars, furniture, clothing, and so forth.
Conversely, if they are optimistic they may be more likely to spend. The
theory that a strong link exists between the attitudes of consumers and their
spending behavior appeals to common sense, which may be why various
statistical indexes of consumer attitudes receive so much attention.

One measure of consumer attitudes is the University of Michigan's
Index of Consumer Sentiment. The index is constructed by asking a sample
of 500 households via telephone about their perceptions and expectations
regarding personal finances, the job market, price inflation, the housing
and auto markets, and other economic conditions. The index is reported
monthly.

How strong is the link between consumer attitudes and the economy?
Upticks in sentiment usually have coincided with, or preceded briefly,
accelerations in spending. A similar pattern holds for downturns. Chart 14
plots consumer sentiment since 1960. The shaded areas represent reces-
sions. Does this mean that consumer attitudes drive the economy? Not
necessarily.

Perceptions about the economy are heavily influenced by changes in the
economy—such as changes in income, unemployment, interest rates and
price inflation—and these changes simultaneously influence consumers'
spending decisions. Consumer sentiment merely summarizes these factors
in a single statistic. These factors, rather than "pure sentiment," account
for most of the swings in consumer spending. In short, broad economic
factors strongly influence both attitudes and spending. Consumer senti-
ment is a redundant, and unreliable, indicator of these factors and is not an
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independent "cause" of economic activity—consumers cannot spend sen-
timent. Measures of consumer attitudes reflect factors that are more use-
fully measured by other economic series.

The Outlook

Despite the rapid deterioration of the leading indicators during recent
months, the prevailing view on Wall Street and in Washington D.C. seems
to be that economic growth will slow from the pace of recent years, but
stage a moderate recovery beginning sometime in the first half of 2002.
According to the Federal Reserve, "Even before the tragic events of Sep-
tember 11, employment, production, and business spending remained weak.
The events have the potential to damp spending further. Nonetheless, the
long-term prospects for productivity growth and the economy remain fa-
vorable and should become evident once the unusual forces restraining
demand abate."

Just what might some of these "unusual forces" be? The foremost of
these is the possibility that consumers are in the process of a major re-
trenchment, as they find that stock market profits are not a realistic substi-
tute for savings. During recent years, the personal savings rate has de-
creased toward zero, even as stock market and real estate gains boosted
households' net worth. U.S. common stocks have, by some estimates, shed
more than $6.3 trillion of value from the lofty peaks reached in early 2000.
Moreover, the housing market may be on the verge of collapse. Sales of
existing homes fell 11.7 percent to a seasonally adjusted annual rate of 4.9
million homes, building permits are down, and visitor traffic in model
homes and mortgage applications to buy homes have both declined. Al-
though the median house price rose 4.6 percent from a year ago to $ 148,100,
values have been falling since the peak set in June.

Rising unemployment and continuing layoffs could act as an additional
drag on spending. The number of initial claims for unemployment benefits
topped 500,000 in October, the highest level since March 1991—with
more to come. Accelerating labor costs per unit of output could be a sign
that firms that reduced their production in the face of waning demand but
delayed laying off workers now need to reduce their labor force.

Policymakers on the both the fiscal and monetary fronts have been busy
opening the spigots. At the August 21 meeting of the Federal Open Market
Committee, members voted to reduce the federal funds rate target to a level
of 3.5 percent, marking the seventh cut in interest rates during the year for
a total of 300 basis points. The minutes noted:

The economy had continued to be weak—indeed, weaker than many had
expected—and data and anecdotal reports from around the country had yet
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to point to persuasive signs of a turnaround. The monetary and fiscal policy
stimulus already in train seemed adequate to promote and support an even-
tual appreciable rise in the growth of business activity to a pace near that of
the economy's potential, but the strength and timing of the pickup remained

Will Renewed Confidence Lead to a Rebound?

Many analysts maintain that the economy will rebound sharply in
early 2002. Proponents of the quick recovery scenario, including the
U.S. Treasury Department, base their optimism on the presumption
that prior to the attacks, the fourth quarter prospects were somewhat
better and the outlook for 2002 suggested a return to normal growth
rates. Secretary Paul O'Neill cited several factors supporting this posi-
tion, including the stimulus to consumer spending from the tax rebates,
aggressive monetary easing during the first eight months of the year,
the reduction of excess inventories, and the easing of energy prices.

O'Neill's view is that the contraction was brought on by the attacks,
and its depth, as well the pace at which the economy returns to a
healthy rate of growth, will now depend on how quickly consumer
confidence rebounds. However, consumer confidence decreased more
sharply in September than at any time since the 1990-91 recession—
this according to a survey for which 85 percent of the responses were
received before September 11. Almost certainly, confidence has fallen
further in the weeks since the attack.

For consumers and businesses to resume their prior pace of activity,
a restoration of confidence is necessary. This will depend on time,
events, and public officials' response to the attack. If people believe the
government is making progress on the war against terrorism—say, if
the U.S. military launches an attack that is perceived to be effective—
confidence could rebound quickly. At the other extreme, another en-
emy attack could devastate morale. If there are no clear victories or
defeats, people probably will continue gradually to feel more secure
and resume their normal routine.

Confidence is not sufficient, however. During the 1990-91 reces-
sion, which coincided with the Gulf War, indexes of confidence swung
wildly in response to developments in the Gulf. They plunged after Iraq
invaded Kuwait and soared when the U.S. launched its attack. But the
economy did not soar. The recession continued for another two months
after the war ended. The subsequent recovery was unusually weak,
with the unemployment rate continuing to increase for more than a
year after the recession ended. In short, you can't spend confidence.
Even if confidence rebounds strongly in response to future victories in
the fight against terrorism, sustained growth in incomes and employ-
ment is necessary to support consumers' desire to spend.
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uncertain and further weakness was a distinct threat in the nearer term. In
particular, possible faltering in household expenditures at a time when busi-
ness firms were still adjusting to inventory imbalances and to capital
overinvestments would exacerbate the slowdown in the economy and delay
its anticipated recovery. Growing concerns about foreign economies added
to the current unease about potential near-term developments.

Although the Fed had previously cut interest rates six times for a total of
275 basis points, some members noted that financial conditions did not
indicate the stimulus was taking hold, leaving the door open for additional
cuts. Again, from the minutes:

Against the considerable forces of restraint on aggregate demand, the
federal funds rate had been lowered substantially and the monetary aggre-
gates were growing rapidly, but in a number of respects financial condi-
tions did not indicate as much oncoming stimulus. Since the start of the
year, long-term interest rates generally had not extended earlier declines,
prices in equity markets had fallen substantially further, and the dollar had
appreciated in foreign exchange markets. Accordingly, the inflation risks
of some further monetary stimulus seemed limited and were outweighed
by the need to lean against actual and potential shortfalls in demand and
business activity.

The Fed has cut the federal funds rate by an additional 100 basis points
since September 11, and most analysts anticipate that further cuts will be
made in upcoming meetings. Widespread opinion apparently holds that
given additional monetary stimulus and enough time, the usual antidote
will turn around the economy. Concern about the potential downside of the
current policy seems limited. However, monetary policy might not be very
effective in shoring up either spending or the securities and foreign ex-
change markets. As the experience of the 1970s should have taught us,
printing money may create demand for goods and services, but it cannot
create supply. We could well end up with inflation and unemployment.

Nearly all the fiscal stimulus thus far, aside from the $40 billion emer-
gency response package associated with the terrorist attacks and the $5
billion in cash assistance and $10 billion in loan guarantees to the airlines,
has been delivered through so-called automatic stabilizers. These stabiliz-
ers, such as social spending on unemployment benefits, Medicaid, food
stamps, and the like, are designed to restore losses in "earned" income
during a downturn with "spendable" income.

Beyond this, policy makers have been considering tax cuts and spend-
ing programs. The House passed a $100 billion stimulus package that
includes corporate tax cuts in the neighborhood of $70 billion and tax
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relief for individuals amounting to some $30 billion. The controversial bill
must now go to the Senate, where it already faces strong opposition. At
bottom, as this episode demonstrates, the delays and uncertainties of the
legislative process render fiscal policy virtually useless for contra-cyclical
purposes. ín a study of 11 postwar stimulus packages, Bruce Bartlett, a
former Treasury official, found that all were enacted late in the business-
cycle and took effect after the economy was already expanding.

What form the stimulus package eventually takes is anybody's guess,
but the potential for "pork" appears high. In this regard, an observation
made by Henry George over a hundred years ago seems relevant. He was
referring to tariff legislation but might just as well have been writing about
economic aid. To introduce such a bill into congress, he wrote, "is like
throwing a banana into a cage of monkeys. No sooner is it proposed to
protect one industry than all the other industries that are capable of protec-
tion begin to screech and scramble for it."

Public policy is unlikely to reverse the current downturn because mon-
etary and fiscal policies are difficult to use with any precision. Foremost,
great uncertainty exists about the amount of stimulus adequate to "jump-
start" the economy, when to apply it, and how long it will take to impact
the economy. In short, if authorities had the ability to stabilize the economy,
they would presumably never let it stumble from the outset.

No one knows when the current contraction will end, but a few months
before it does, we expect to see the primary leading economic indicators
that AIER tracks begin to increase. At present, however, the leading series
continue to indicate that the near-term outlook for general business activity
remains unfavorable.
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V.

COPING WITH A RECESSION

DURING the sustained boom times of the 1980s, many people may
have come to believe that there was no need to prepare for "tough
times." The 1990-91 recession was a harsh reminder that prosper-

ity is not guaranteed, and that it is prudent to save for the proverbial rainy
day. More recently, the belief that technology and the globalization of
markets have ushered in a "new economy" has fostered the notion that
business-cycles were a relic of the "old economy." The stark fact is that if
you lose your job during a recession and have no savings on which to draw,
you probably will have difficulty making ends meet, even if you qualify
for various Government unemployment and welfare benefits.

Personal Implications of Recessions

The personal effects of recessions are potentially devastating. Layoffs
and firings can cut or wipe out earned income, deplete family savings,
force the "distress sale" of assets, lead to default on debt, and, in extreme
cases, to bankruptcy or even homelessness. Even under less severe circum-
stances, recessions often force families to alter their lifestyles to some
degree. Discretionary spending may be cut. Or plans for college, travel, or
retirement may have to be abandoned or adjusted.

In this respect, the advice given in the popular press to help the victims
of a recession cope tends to be "too little too late." Most personal financial
affairs columns dispense generic advice that probably is painfully obvious
to those who have lost their jobs. Readers are encouraged to work hard at
their jobs to reduce the chance of being fired. They are told to build their
savings with the aim of accumulating funds to finance household needs for
between three and nine months. And they are advised to "get control" of
their debt by paying off credit cards and budgeting family expenses. While
this is good advice that ought to be followed at all times, it scarcely helps
those who have not practiced it before the need arises.1

On the other hand, you can take a number of steps to get by should your
income drop markedly. For one, you should separate your expenses into
necessary and nonessential items. Anything that does not contribute di-
rectly to your daily maintenance or family protection—mortgage or rent,
utilities, car loan, gas, food, clothing, life and health insurance—should be

1 Regular readers of AIER publications know that we having been giving such advice for
many years, during both booms and busts. Thousands of readers have found our "Rubber
Budget Account Book" a useful guide to family budgeting (price $5 postpaid).
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considered an extra that can be postponed until your income is restored.
The latter includes payments on credit card and other consumer debt. If
you do not pay those bills, you will damage your credit rating. But that is
better than going without shelter and food.

Home Equity Loans and Home Equity Lines of Credit

Home equity is one of the largest components of U.S. household wealth.
However, it is illiquid and cannot be used in its current form to purchase
goods and services or service debt. It can, however, be used as collateral to
obtain credit, which is spendable. As of the second quarter 2001, loans
made under home equity lines of credit and home equity loans secured by
junior liens reached $643 billion, slightly more than 40 percent of con-
sumer debt. (Consumer debt includes automobile debt, credit card and
department store card debt, educational loans, boat loans, and the like.
Loans secured by homes and other real estate are not included.) Although
many types of financial institutions extend home equity loans, commercial
banks have become the primary source for such funds. Lenders continue to
promote home equity debt by waiving closing costs and other fees, offer-
ing low introductory interest rates, and increasing loan-to-value ratios.

Home equity loans and home equity lines of credit are both secured by a
mortgage on your house. However, there are clear differences. A home
equity loan is a closed-end loan that works like a conventional mortgage.
The borrower gets the entire loan up front and then repays interest and
principal in equal monthly payments. Such loans are more difficult and
expensive to obtain than a line of credit. With a home equity line of credit,
a borrower is preapproved for a specific loan amount. The money is acces-
sible at any time. You might think of a line of credit as a credit card with a
checkbook—interest is only charged on what is borrowed. Borrowers use
home equity lines of credit mostly for home improvement, but also for
repayment of other debts, vehicle purchases, education, business expenses,
vacations, and medical expenses. Home equity loans are used primarily for
repayment of other debts and home improvement.

In many cases you can reduce the immediate burden of debt without
defaulting. If you are a homeowner and have an established home equity
line of credit, consider taking out a loan against your home equity line to
pay off high-interest credit card debt. Not only are the interest payments
substantially lower with a home equity line, but they may be deductible for
individual income tax purposes. In replacing unsecured debt with home-
secured debt, however, you become exposed to the risk of more severe
consequences should you lose your ability to service your debt. Of course,
if you do not already have a home equity credit line, you probably will not
be able to get one after you have lost your job.
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The Federal Reserve has prepared a free brochure on home equity lines
of credit titled "When Your Home is on the Line," that is available without
charge. To order a copy, phone (202) 452-3244, fax (202) 728-5886, or
write Publication Services, MS-127, Board of Governors of the Federal
Reserve System, Washington, DC 20551. The publication is also available
online at www.federalreserve.gov/pubs/HomeLine/.

Credit Problems and Credit Repair

If paying bills becomes a problem, you should call all creditors to in-
form them of the change in your financial status and work out, if possible,
a revised payment schedule. Some creditors may accept interest-only pay-
ments until you are in a position to begin paying back the principal. If you
need further help, call the National Foundation for Consumer Credit at 1-
800-388-2227 or visit their website at www.nfcc.org. This nonprofit orga-
nization is funded by banks and other creditors. By calling it you will
demonstrate your commitment to paying back what you owe, even though
that may take some time.

Beware of businesses that promise to repair your credit. For anywhere
between $ 100 to $ 1500 these firms guarantee that they can make damaging
entries on your credit report disappear and help you reestablish good credit.
Some operate by urging you to use a phony Social Security number to
establish a new credit identity (which is illegal). Others bombard the credit
reporting agencies with letters disputing everything on the consumer's
credit report. Credit reporting bureaus must respond within 30 days to all
disputes in a credit report. The investigation must be completed in 30 days,
or the item in question must be removed. However, any negative informa-
tion that is accurate—late payments, delinquencies, etc.—remains on credit
reports for seven years. Borrowers can dispute errors in their credit records
for themselves at no cost.

The Federal Trade Commission's Bureau of Consumer Protection of-
fers free information on such topics as credit repair, fair debt collection,
choosing a credit counselor, and more. For a complete list of titles, call
toll-free 1-877-382-4357, write Consumer Response Center, Federal Trade
Commission, 600 Pennsylvania Ave. NW Room H-130, Washington, DC
20580-0001, or visit www.ftc.gov/bcp/menu-credit.htm.

Reasons for Unemployment

Unemployment happens. The Bureau of Labor Statistics (BLS) breaks
the reasons for unemployment down mio job losers (both on layoff and not
on layoff), job leavers, reentrants, and new entrants. The largest propor-
tion of unemployed is job losers. As Chart 15 shows, most job losers are
not on layoff. The chart also shows that the last recession was quite differ-
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Chart 15
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ent from previous ones, when the fraction of unemployment attributable to
laid-off workers jumped substantially. This phenomenon was largely ab-
sent in the last recession. One possible reason is that the last recession
involved a greater degree of corporate restructuring than in the past. Com-
panies took the opportunity to permanently adjust their entire labor force.
In addition, the characteristics of displaced workers have changed some-
what. Displacement rates for older, white-collar and better-educated work-
ers have risen, although they remain low relative to those for younger,
blue-collar, and less educated workers.

Although not shown in the chart, unemployment among new entrants
does not display a marked cyclical trend. It generally depends on other
factors* such as demographic circumstances (unemployment among baby
boomers entering the job market for the first time was significantly greater
than it has bçen for the Generation Xers in similar circumstances). The
same cannot be said for job leavers and reentrants. These two series are
countercyclical-—that is, as the economy contracts, the percentage of job
leavers aritl reentrants as a percentage of unemployed persons drops. The
reasons èrB uncomplicated. People are more likely to leave a job if their
prospects of finding another job are bright. Reentrants tend to seek em-
ployment during good times and remain on the sidelines when the economy
is weaker.

Severance Pay

Many recent articles in the business press have reported that employers
may provide relatively generous early retirement benefits as an induce-
ment to older employees to give up their jobs, and some reportedly have
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provided substantial severance packages to employees that they fire. Usu-
ally the early retirement benefits have been only marginally lower than
what was promised at regular retirement, and severance benefits often
included continuation of health insurance until age 65, plus out-placement
counseling. Lump sum severance payments reportedly have ranged any-
where from one week's to one month's salary for every year of employ-
ment with the company.

In our view, you should not count on receiving benefits at these reported
levels. Reports of more generous severance payments often are based on
cutbacks that occur as part of management's voluntary plan to streamline
the organization and not out of the life-or-death necessity occasioned by a
business downturn. In short, you will not be given a generous severance
payment if your employer is struggling to survive. The important point is
to take in cash whatever is coming to you. Do not leave anything with the
employer, especially if the employer is in financial trouble.

Retirement Accounts

Many employees have accumulated substantial balances in deferred
income retirement accounts, such as 4Ol(k) plans, that become available
to them on termination of employment. If you have a 4Ol(k) account
through your former employer, the funds in it should be rolled over into a
separate Individual Retirement Account (IRA) to which you have imme-
diate access (say, a money-market IRA) should the need arise. (To avoid
having taxes withheld on this rollover, have the funds transferred di-
rectly from your employer-sponsored account to your new IRA rather
than paid to you first.) You will be penalized 10 percent if you withdraw
funds from this IRA before you are 59 Q years of age, as well as have to
pay income taxes on any such withdrawals. However, the funds will be
available if needed, whereas they might not be if left with the former
employer.

Part-Time Employment

The share of the work force that is employed part-time (fewer than 35
hours per week) usually increases during a recession, while the share of
full-time workers or those who work overtime dwindles. "Involuntary"
part-time workers—i.e., people who would prefer to be working full-time—
account for most of the increase in part-time employment. If you lose your
job, you may have little choice but to accept part-time work to make ends
meet until a full-time job comes along.

Part-time jobs seldom provide the same fringe benefits, such as em-
ployer-paid health insurance, that full-time jobs offer. However, part-time
jobs are not necessarily low-paid or otherwise undesirable. In recent years,
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the number of white-collar "temporary help" jobs has increased rapidly.
These include a wide variety of specialists, including computer consult-
ants, engineers, and accountants. Very often the skills of such individuals
are not required on a full-time basis by small and medium-sized firms but
are needed only a few days a month or to work on special projects or
assignments.

From an employer's perspective, getting a skilled temporary worker to
do a job is much more attractive than hiring a full-time employee and
providing the necessary training for a job that is not really full time. A
skilled individual can work as a temporary for several companies, allowing
all of them to benefit from his or her expertise and training. However, these
jobs can also be more vulnerable during a recession. One should expect
that when business slows employers will postpone nonessential projects
and reduce temporary staff before letting go their full-time employees.

From an individual's perspective, part-time or temporary jobs can pro-
vide an opportunity to maintain skills and learn new ones and to test new
employers and careers. They also can be a first step toward a full-time job
with a new employer when business conditions improve. Part-time hours
also tend to be more flexible, so that you may be able to work more than
one job even while you are looking for full-time work.

Employment Projections

Projections of future employment growth based on recent trends are
subject to the same caveats that apply to, say, investment strategies—i.e.,
past performance is no guarantee of future results. Indeed, Government
projections of the employment outlook several decades ago now seem
laughable, e.g., government analysts did not foresee the computer revolu-
tion. Nevertheless, assuming that such "data" may yield at least some
useful observation, Table 10 summarizes projections developed by the
Bureau of Labor Statistics of employment growth in selected occupations
and industries extending from 1998 through 2008.

Unlike the discussion in Chapter 2, which dealt with cyclical employ-
ment sensitivity across industry sectors, these data focus on particular
occupations. The distinction is significant. Although employment in a par-
ticular industry sector may be extraordinarily cyclical, specific occupa-
tions that serve that sector may be widely portable. For example, the prime
metals industry is among the most cyclically sensitive of all; but while a
metallurgical engineer's skills may not be marketable elsewhere, a sys-
tems analyst (of whom there are many in the metals industry) may readily
find work in a variety of settings.

The upper panel in the table lists the ten occupations with the largest
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projected jobs growth (the greatest increase in the absolute number of
jobs). Plainly, these occupations reflect marked diversity, from highly
skilled, highly compensated work to relatively low-skilled, low-paying
jobs. But notably, all are service-oriented. Many of the skills represented
are readily marketable across industries.

The middle panel in the table lists the ten occupations with the fastest

Table 10
Selected Employment Projections, 1998-2008

The 10 occupations with the largest job growth

Systems analysts
Retail salespersons
Cashiers
General managers and top executives
Truck drivers, light and heavy
Office clerks, general
Registered nurses
Computer support specialists
Personal care and home health aides
Teacher assistants

The 10 occupations with the fastest job growth

Computer engineers
Computer support specialists
Systems analysts
Database administrators
Desktop publishing specialists
Paralegals and legal assistants
Personal care and home health aides
Medical assistants
Social and human service assistants
Physician assistants

The 10 industries with the fastest job growth

Computer and data processing services
Health services, not elsewhere classified
Residential care
Management and public relations
Personnel supply services
Miscellaneous equipment rental and leasing
Museums, botanical and zoological gardens
Research and testing services
Miscellaneous transportation services
Security and commodity brokers

Employment'
1998

617
4,056
3,198
3,362
2,970
3,021
2,079

429

746

1,192

299

429

617

87

26

136
746

252
268

66

1,599
1,209

747

1,034
3,230

258

93

614

236

645

2008

1,194
4,620
3,754
3,913
3,463
3,484
2,530

869

1,179
1,567

622

869

1,194
155

44

220

1,179
398
410

98

3,472
2,018
1,171
1,500
4,623

369

131
861
329
900

Source: Bureau of Labor Statistics (BLS). * In thousands of jobs.

Change,
Number

577
563
556
551
493

463

451
439
433
375

323
439
577

67

19

84
433

146

141

32

1,872
809

424
466

1,393
111

39
247

94
255

1998-2008
Percent

94
14

17

16

17

15
22

102

58

31

108

102

94
77

73

62
58

58
53

48

117

67

57
45
43
43

42
40
40
40
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projected jobs growth (the greatest percentage increase in the number of
jobs). These also all are service-oriented and are a mix of high-skill,
high-pay and low-skill, low-pay jobs. A number of the occupations with
the largest projected job growth, such as systems analysts and home
health aides, are also projected to have the fastest job growth. (Highly
compensated low-skill jobs, which apparently are restricted to certain
types of Government employment, are not reflected in these data).

The bottom panel in the table lists the 10 industries with the fastest
wage and salary job growth. The industries listed confirm the ongoing
structural changes in the economy. We repeat that rapid employment growth
in a particular industry is no guarantee that such employment will be
secure in a business contraction.

Projections for jobs by education and training are shown in Table 11.
Employment in all education and training categories that generally require
an associate degree or more education is projected to grow faster than the
14 percent average for all occupations. In contrast, all other categories are
expected to grow less than 14 percent. Occupations generally requiring an
associate degree are projected to grow 31 percent, faster than all other
education categories over the 1998-2008 period.

Public Assistance

Few people who have been fired land new jobs immediately. Currently,
the average duration of unemployment is 13.1 weeks (the median duration
is 7.4 weeks), and for highly compensated employees the time between
jobs can stretch to a year or more. All states administer some form of
unemployment insurance that is co-funded by the Federal Government, the
state government, and employers. These unemployment insurance pro-
grams pay benefits to most laid-off or terminated workers for up to 26
weeks. In states where unemployment rates exceed certain targeted levels,
unemployment benefits may be extended for an additional 13 weeks, for a
total of 39 weeks.

Most unemployment insurance programs are intended to replace ap-
proximately 50 percent of income. However, both the requirements for
eligibility and the level of unemployment benefits vary greatly from state
to state. Usually, the maximum levels of benefits represent far less than 50
percent of the income of highly compensated employees. The accompany-
ing Directory of State Unemployment Offices on pp. 72-73 lists the ad-
dresses and telephone numbers of the offices that administer unemploy-
ment insurance programs in each state. Those offices can provide you with
the address and telephone number of the state unemployment agency near-
est to you.
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In addition to unemployment benefits, a number of other public assis-
tance programs may be available to you if you are fired, laid off, or are out-
of-work for an extended period. City, county, and state public assistance
programs differ markedly from locality to locality, but usually include
meals programs for school-age children, Aid to Families with Dependent
Children (AFDC), Food Stamps, Medicaid, and employment registers or
other placement services that can help you find a new job. The telephone
number of your local Public Welfare Department is in the White Pages of
the telephone book or under the listing of frequently called Government
numbers on the inside front cover of your telephone book. See also num-
bers under "Children's Services," "Food Stamp Applications," "Labor,"
and "Social Services."

As mentioned at the top of this chapter, even if you qualify for various
Government unemployment and welfare benefits, you probably will have
difficulty making ends meet.

Declaring Bankruptcy

Bankruptcy should be considered only as a last resort, for two funda-
mental reasons: (1) a bankruptcy filing may remain on one's credit record
for as long as 10 years, and, (2) once used, debtors are prohibited from
filing for bankruptcy for another six years. Borrowing opportunities will
be hampered, if not totally eliminated, as long as bankruptcy remains on an
individual's credit record. Most creditors avoid prospective borrowers with
bankruptcy histories as they would the plague. Most bankrupts have to live
with little or no credit. The second point stresses the severity of bankruptcy
as a remedial measure. If most personal debts were dischargeable (fully
forgivable) and most assets and income exempt under bankruptcy (that is,
they could not be taken or garnisheed by creditors), then the consumer loan
market could dry up if the consumer had recourse (to bankruptcy) without
limit. What would discourage the debtor with minimal indebtedness from
repeatedly turning to bankruptcy out of sheer convenience? Lenders would
simply flee the consumer loan market.

Financial restructuring, debt consolidation loans, and credit counseling
are alternatives that troubled borrowers should exhaust thoroughly before
considering bankruptcy filing. Lenders usually are anxious to work out
loan problems before they become unsolvable and individuals who are
having difficulty meeting their obligations are well advised to contact their
creditors as soon as possible. Failure to meet debt payments on time with-
out notifying the lender is probably the worst option a troubled debtor can
choose, since it usually hastens legal action on the part of the lender.

Another alternative is the sale of assets. These strategies purport to

66



improve the illiquid position of the overextended debtor.2 But implicit in
them is also an attempt to keep creditors from seizing the debtor's proper-
ties or income when payments are delinquent. Borrowers who have de-
faulted may find it difficult to keep creditors from exercising creditor
remedies against them. Examples are wage garnishment, wage assign-
ment, repossession and deficiency judgment.3 These legal actions, actual
or threatened, are a major source of most bankruptcy decisions.

To have wages garnisheed by a creditor is no casual matter. Not only is
it disruptive, but, depending on state law, it could threaten a borrower's
very survival if such garnishment leaves an individual without sufficient
funds to meet even the most basic of living expenses. Repossession, say, of
a car could leave one without the means of staying employed or conduct-
ing business. Loss of a job or business in turn could bring on more legal
actions by other creditors. Or, if a deficiency judgment preceded the repos-
session, the borrower's credit record could reflect that and severely restrict
future borrowing opportunities.

In short, troubled borrowers should resist the advice of lawyers who
may want their business in a bankruptcy proceeding or of friends, relatives,
and acquaintances who urge that bankruptcy is the "smart way out" of a
financial jam. With the wider availability of credit counseling services
from the nonprofit National Foundation for Consumer Credit (1-800-388-
2227), most financially distressed debtors can receive reliable information
about alternatives to bankruptcy at no cost. Even if such services do not
guarantee the consumer protection from legal actions by the creditor, a
good chance exists that the creditor will participate in a counselor-ar-
ranged repayment plan, which enhances the debtor's likelihood of getting
out of financial trouble.

Financial restructuring may be undertaken by the debtor directly with
his lender. Or it may be done indirectly with a third party, usually a con-

2 Illiquidity occurs when current income does not measure up to current financial obliga-
tions, exhausting all borrowing and cash sources. However, this does not necessarily imply
insolvency. An illiquid but solvent debtor is one whose net worth is positive (assets exceed
liabilities) and so has the choice of selling off assets in order to meet current financial
obligations instead of filing for bankruptcy.
3
 Wage garnishment is a legal recourse (obtained with a court order) that allows the lender

to collect directly from the delinquent borrower's employer a fraction of the borrower's
wage. Wage assignment is the same as wage garnishment except that the creditor is not
required to produce a court order. The creditor's right to initiate an assignment comes from
a stipulation in the loan contract. Repossession allows the lender to seize the security or
property pledged to the loan in case of default. If the value of the security is less than the
balance of the loan, the creditor could sue the borrower to obtain a deficiency judgment and
collect the difference.
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sumer finance company or other consumer lender, through a debt-consoli-
dation loan. Under these arrangements, the consumer could request an
extension of the loan maturity. Restructured loans or debt-consolidation
loan packages usually cost more than conventional loans since creditors
consider them riskier ventures. But if the payment obligations on the newly
restructured loan are met without fail, one avoids collection threats from
participating creditors (those who do not agree to the terms of the restruc-
turing may still pose such a threat). In this respect, the higher interest rates
and stiffer collateral requirements are the price the delinquent borrower
must pay to salvage income and property—a better alternative than desti-
tution and ruin.

The Bankruptcy Decision

When all other avenues fail and bankruptcy is the only remaining alter-
native, debtors still must decide which type of bankruptcy to file—Chapter
7 or Chapter 13. Chapter 7 is straight bankruptcy, and is referred to simply
as "bankruptcy" in the following discussion. Under the provisions of the
Bankruptcy Code, many (but perhaps not all) of a bankrupt's debts will be
forgiven. Most of the bankrupt's assets will be sold to pay off creditors.
Secured creditors have first claim to the proceeds while unsecured lenders
divide whatever remains.

Chapter 13 is known as a wage-earner plan, and is intended for the
person with a steady income who can repay debts but needs court protec-
tion from creditor harassment. Under this option, the borrower is permitted
to keep all assets over an extended time period while a sustained effort is
made to repay most, if not all, outstanding obligations. Since it involves a
rehabilitation or reorganization of the consumer's indebtedness, Chapter
13 is not technically regarded as a bankruptcy.

As in most decision-making situations, the most useful way to proceed is
to compare bankruptcy (that is, Chapter 7) with all available alternatives.
However, this may not be easy if a creditor has already obtained a court order
to garnishee the debtor's wages and a decision must be made immediately.
Moreover, determining the market value of assets that might be sold to
satisfy debt obligations can be a time-consuming process. And projecting
future income, expenses, debt obligations, and asset acquisitions over the
next six years (under each alternative and under bankruptcy) in order to
determine a reasonable after-bankruptcy budget is next to impossible.4

However, several considerations ought to be taken into account before a
decision to file bankruptcy is made. Of primary importance is the matter of

4 Recall that the Chapter 7 bankruptcy option, if exercised, is not available to you again for
another six years.
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which debts are dischargeable and nondischargeable under bankruptcy. A
dischargeable debt is one that a bankrupt is no longer legally bound to pay
after a bankruptcy filing. Examples are credit card debts, medical bills,
utility bills, and rent.. Most unsecured debt is dischargeable. A
nondischargeable debt is one that remains even after a bankruptcy filing.
Traffic tickets, alimony and child support, state and Federal income taxes
(with some exemptions) and most student loans are examples of this type
of debt. Some secured debts are also nondischargeable. If a large propor-
tion of debt is nondischargeable, then bankruptcy would provide relatively
little relief and might best be forgone.

Also important is to determine what personal belongings are exempt and
nonexempt under bankruptcy. Bankrupts are permitted to retain possession
of a property that is on the exempt list of the state or Federal Government.
Bankruptcy statutes hold that the bankrupt individual should be able to
keep some basic items needed to make a "fresh start." But creditors (or,
more precisely, the bankruptcy trustee) can take nonexempt property as
part of the bankruptcy proceedings and liquidate it to pay off debts. Note
that the classification of a bankrupt's property depends on the bankrupt's
election of either a state or Federal exemption, but not both or some mix
thereof State and Federal exemption schedules differ significantly, and
which one may be most advantageous depends on what exemption sched-
ule provides a particular bankrupt the most exemptions under a Chapter 7
filing.

Which is a better option, Chapter 7 or Chapter 13? The answer is, "It
depends." Chapter 13 is generally considered a better strategy than straight
bankruptcy if a debtor's income is regularly forthcoming, if the debtor has
substantial nondischargeable debts, and most of the debtor's assets are
nonexempt.

Distressed borrowers who think that a Chapter 7 filing may be the best
(or only) way out of financial trouble are well-advised to consult a compe-
tent attorney who regularly accepts bankruptcy cases.

A Possible Protection for Your Home

Probably the greatest fear for most people is that they will lose their
homes if they are thrown out of work. Unless you own your home outright,
the danger that you will not be able to make payments on your mortgage
and will suffer foreclosure is a major concern of most unemployed per-
sons. Some protection may be offered by the bankruptcy statutes of the
different states. However, an often neglected means of providing some
protection against the loss of a primary residence may be available to
homeowners in states with homestead legislation (ask your attorney if your
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state has "homestead laws").

Passed during the 1860s in conjunction with Federal legislation relating
to the Homestead Act, the laws of a number of states still provide protec-
tion of a primary residence (i.e., the "homestead") against certain creditors
or other litigants in specific circumstances. In Massachusetts, for example,
a "homestead declaration" recorded with the registrar of deeds and made
by a homeowner prior to contracting a debt will generally exempt the first
$135,000 of the owner's equity value in the residence from recovery by
creditors in the case of default on debts ($200,000 for elders). The major
exception is unpaid taxes, which can be recovered in full by action of the
tax courts and for which the homestead declaration provides no property
exemption. In the case of mortgage or other debt, a homestead declaration
is useful only if it is made before the mortgage contract or other debt
contract is written. As lenders become more aware of such documents,
they probably will require that mortgage or other credit applicants waive
their "homestead rights" before the loan is approved.

However, in cases where the homestead declaration is permitted to
remain in effect, it may effectively prevent the sale of a home even though
a creditor may succeed in obtaining an attachment against it. This is so
because the provisions of homestead legislation may require that a home-
stead (i.e., the house itself) not be sold to satisfy creditors' claims so long
as the homesteader and his or her immediate family continue to reside
there. A property may be "separated" and a portion of it liquidated to
satisfy creditors' claims. But the vast majority of homes today are situated
on lots that may not be divided. Thus, creditors may be effectively pre-
vented from liquidating the property even though they may continue to
hold an attachment against it. Only after the homesteader's family vacates
the property can it be sold to satisfy debts.

Proposed Changes in the Bankruptcy Laws

July 1, 1998 marked the 100th anniversary of the enactment of the
Bankruptcy Act of 1898, the law that made bankruptcy a permanent part of
the U.S. Code. Subsequent revisions of the code have liberalized debtor
treatment by abolishing a number of restrictions on the availability of a
debtor's discharge. The result is not surprising. In 2000, 1.3 million non-
business bankruptcy cases were filed. Moreover, personal bankruptcies in
2000 were 50 percent higher than the number reached during the height of
the last recession and four times those filed in 1985.

In response to this alarming increase, creditors have been lobbying hard
to change the Nation's bankruptcy system. A new bankruptcy reform bill,
which has passed both the House and Senate, but has not yet been signed
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into law, would force debtors to first be briefed on credit counseling and
budgeting from an approved nonprofit agency before being allowed to file.
Debtors who then choose to file for bankruptcy would have to submit to a
"needs-based" formula, under which filers would be directed into one
Chapter or another of the bankruptcy code based on their ability to repay.
Those whose income and circumstances indicate a "true need" for a com-
plete "fresh start" would have to file under Chapter 7. Higher-income
individuals who were judged to have the ability to repay a meaningful
portion of their debts would be required to do so under Chapter 13.

Critics are opposed to a means test—such as the bill creates—to deter-
mine whether a debtor could file for discharge of most debts under Chap-
ter 7 or would be required to establish a repayment plan under Chapter 13
rules. They prefer a system that would give bankruptcy courts greater
discretion to consider the specific circumstances of a debtor in bankruptcy.
The concern is that debtors would be moved to Chapter 13, fail to complete
required payment plans, and return to Chapter 7 with a diminished ability
to repay their nondischarged debt—especially child support and alimony.
Opponents also favor various provisions aimed at lender conduct. Many
strongly believe that lenders—especially credit card companies—have con-
tributed to the recent rash of bankruptcies via overly aggressive marketing
tactics.

As noted, none of the above changes have become law. But strong
sentiment to change the current bankruptcy statutes continues.
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VI.

THE OTHER SIDE OF RECESSION

RECESSIONS invariably are portrayed darkly because of their many
unfavorable effects. But recessions have another side. Viewed
broadly, recessions are expected phases of the business cycle dur-

ing which needed adjustments are made to changing market conditions and
during which new opportunities arise. In particular, they involve the real-
location of resources from enterprises that are relatively inefficient to those
that promise to make more effective use of them. In short, recessions may
impose hardships; but they also provide opportunities.

In this section we discuss broadly some of the possible benefits to be
gained from recessions; a brief review of some observed effects during
prior business cycles may suggest how knowledge of economic contrac-
tions can be turned to advantage.

Interest rates usually lag the business cycle. That is, they usually peak
after recession has started, then decrease as business activity wanes and the
demand for credit weakens. Interest rates usually do not increase again
until after a new business expansion is underway.

Unfortunately, the timing of this lag is unpredictable and has shown
considerable variation over many business cycles. Interest rates behaved
like a leading rather than a lagging indicator in the 1990-91 recession,
peaking more than a year before the recession started. During postwar
business cycles, the cyclical trough in interest rates has occurred anywhere
from a month before to two years after a recession ended. Rather than
trying to time the peaks and troughs of the interest-rate cycle, individuals
should focus on the general trend of rates. During the past decade, the
overall trend of long-term interest rates was downward. But during a reces-
sion and the early stages of a recovery, rates usually trend downward
regardless of the prior trend. At a minimum, this suggests that the early
stages of an expansion usually are a most favorable time to borrow or
refinance long-term debts, such as mortgages.

Consolidating and Refinancing Your Debts

Whether the result of a business contraction or other factors, declining
interest rates present borrowers with an opportunity to reduce the cost of
carrying debt. To begin with, debts can be consolidated in a single account
with the lowest available interest rate. If you have multiple credit cards,
consider transferring any outstanding balances to a single low-rate card. If
you are a homeowner, consider taking a loan against your home equity to
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pay off higher-interest credit card debts and automobile loans. Not only are
the interest payments lower on a home equity loan, but they are deductible
for income tax purposes on itemized tax returns.

Homeowners also may benefit from refinancing their mortgages. When
interest rates decreased dramatically during the early 1990s, millions of
homeowners shaved hundreds of dollars off their monthly mortgage pay-
ments by refinancing. It remains to be seen whether the next cyclical
downturn in interest rates will provide comparable savings. Should the
opportunity arise, you should be aware of some broad guidelines to decid-
ing whether or not to refinance an existing mortgage.

Mortgage refinancing, as with most economic decisions, involves a
cost-benefit analysis. The cost items one should be fully aware of before
deciding to refinance are:

Prepayment penalties. These fees are not as widespread as they once
were, and are gradually disappearing. In some states they are illegal. Loans
insured by the Federal Housing Authority (FHA) and those guaranteed by
the Veterans Administration (VA) are not subject to this penalty. Consid-
ering that such fees are usually set as a percentage of the loan balance, they
could be substantial. A two percent penalty rate on outstanding principal of
$80,000 amounts to an out-of-pocket cost of $1,600.

Even though it might seem to reduce lender risk, in practice your lend-
ers may not want your current mortgage to be paid off earlier than the term
originally contracted. Any lender has an anticipated yield from its loan
portfolio over a given number of years, and the lender expected your loan
to generate a given return over its life. If you refinance at a lower rate, the
lender's loan portfolio will have a lower overall yield, other things equal.
By tacking on prepayment penalties, lenders expect to discourage refi-
nancing that would reduce their overall portfolio returns and at the same
time raise cash. On the other hand, competitive pressures force lenders to
meet the demands of the market place or lose business. Check to see if your
contract stipulates a prepayment penalty.

Loan origination fee. Since refinancing involves getting a new mort-
gage, it follows that the homeowner/borrower is likely to be assessed an
origination fee. This charge covers the cost of "paperwork" involved in
entering the new mortgage on the lender's books and preparing documents
for the registrar of deeds (most mortgages on real estate are publicly re-
corded). Although it varies from lender to lender, the origination fee usu-
ally is around one percent of the loan amount.

Points or loan discount fee. This is prepaid interest. One point equals
one percent of the loan amount. Quotes on conventional (30-year, fixed
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rate) mortgages often combine this "up-front" interest payment with the
loan origination fee, all under the heading of "points." With FHA or VA
loans, it may be quoted separately. It is charged by the lender of FHA- and
VA-backed loans to circumvent the Federally mandated ceilings on inter-
est rates. Points could range from one to as high as five percent of the
amount being borrowed. Points are negotiable. If you bargain, you might
get a reduction.

Title search and insurance. Researching the title to make certain it is
devoid of any liens and other encumbrances may involve additional costs
if you refinance with a lending institution other than your current lender.
However, if you recently purchased your home, this procedure might be
waived if a full title search was conducted at the time of purchase. Do not
hesitate to ask for a "reissue" discount from the title insurance company
that currently holds your policy. A reissue rate on an existing policy could,
in some cases, slash as much as 50 percent from the fees that would
otherwise be charged on a totally new title insurance policy.

Refinancing Worksheet

Estimated Cost*

Application fee $ 75 - 300

Appraisal fee 150-400

Survey costs 125-300

Homeowner's hazard
insurance

Lender's attorney's
review fees

Title search and
title insurance

Home inspection fees

Loan origination fees

Mortgage insurance

Points

Other (prepayment penalty,
own attorney's fee, etc.)

Total Refinancing Cost

*Source: Federal Reserve Board

300 - 600

75-200

450 - 600

175-350

1 % of loan

0 . 5 % - 1 %

Your Cost

$

*
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Credit check, legal fees, application fees, appraisal and other closing
costs. As with title search and insurance, these comprise the other fixed
costs associated with refinancing. Although some of these costs may not
be negotiable, it may be advisable to request copies of the charges for, say,
appraisal or credit reports to determine if the lender "marked up" the
charges that were billed. An advantage offered by refinancing with the
same lender is that a full-blown credit report may not be necessary. A
quick, and less costly, check of your electronic credit file could be all that
is needed. Although rare, that same lender could waive the refinancing
application fee.

Total refinancing costs usually average three to six percent of the out-
standing principal, plus any prepayment penalties. These costs vary widely,
however, from lender to lender and from one area of the country to an-
other. (Some lenders even advertise "zero closing costs." However, they
usually recoup the costs by charging a higher interest rate.) The worksheet
on p. 76 shows estimated ranges of closing costs, based on national aver-
ages, and provides space to calculate your own costs of refinancing.

When to Refinance

A rule of thumb is that homeowners should consider refinancing if the
rate on a new mortgage is one or two points below the rate on their existing
loan. A more helpful guide to deciding whether refinancing would make
financial sense for you is the "payback" calculation. It roughly answers the
question: How long will it take you to recoup your refinancing expense?

First, add up your estimated costs of refinancing. Then, calculate the
difference between the monthly payments on your new mortgage and your
current loan. Finally, divide your refinancing costs by this difference in
monthly payments. The result is your "break-even" period — the number

A.

B.
C.
D.

E.

Calculating the "Break-Even" Period for

Estimated refinancing cost
(from worksheet on p. 76)

Monthly payment on current mortgage
Monthly payment on new mortgage
Reduction in monthly payment
(Line B minus Line C)

Number of months needed for your lower
mortgage payment to offset the cost of
refinancing. (Line A divided by Line D)

Refinancing

$

$
$
$
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of months it would take for your lower monthly payment to offset the costs
of refinancing.

For example, the monthly payment on an $80,000, 30-year loan would
be $587 at an eight percent rate, vs. $519 at 6.75 percent. If the costs of
refinancing, including points, were $3,500, it would take 51 months, or
more than four years, for the monthly savings ($68) to offset these costs. If
the homeowner expected to stay in the house at least this long, it would
make sense, according to the payback rule, to refinance.

The worksheet on p. 77 will help you estimate your break-even period.
To calculate what the monthly payment would be on a new mortgage, ask
your lender or use the table below.

Payment pei $1,000 of Loan

The table below shows the monthly payments
find the
interest

monthly payment on a mortgage loan,
Dn a
find

$1,000 loan. To
the appropriate

rate in the first column, then go across this row to the column
showing the term of the loan. Multiply the factor shown by the number
of thousands of dollars you plan
paymen
be 6.65

Rate

6.00
6.25
6.50
6.75
7.00
7.25
7.50
7.75
8.00
8.25
8.50
8.75
9.00
9.25
9.50
9.75

10.00

t on a 30-year mortgage
x 120 = $798.

15

8.44
8.57
8.71
8.85
8.99
9.13
9.27
9.41
9.56
9.70
9.85
9.99

10.14
10.29
10.44
10.59
10.75

to borrow. For example, the monthly
of $120,000 at

TP/7T7 nf 1 o^n (\

20

7A6
7.31
7.46
7.60
7.75
7.90
8.06
8.21
8.36
8.52
8.68
8.84
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6.44
6.60
6.75
6.91
7.07
7.23
7.39
7.55
7.72
7.88
8.05
8.22
8.39
8.56
8.74
8.91
9.09

30

6.00
6.16
6.32
6.49
6.65
6.82
6.99
7.16
7.34
7.51
7.69
7.87
8.05
8.23
8.41
8.59
8.78
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Note that this estimate does not take into account the loss of some tax
savings due to the smaller interest payments after refinancing. It also ig-
nores the time value of money. (Each dollar you pay in refinancing costs
today is worth more than each dollar of future savings.) Both consider-
ations increase the number of months required to break even. Thus, your
worksheet calculation should be considered only a rough approximation of
how long it will take for the savings from refinancing to outweigh the
costs.

Auto Sales-Incentive Programs: Low Interest Rates or Rebates?

Generally, recessions may represent the opportune time to consider
purchasing or leasing a new vehicle. Although manufacturers often stage
sales-incentive programs—such as rebates, low-interest financing, and dis-
counts on optional equipment—to lure cost conscious consumers into show-
rooms, many of these incentive programs are stepped up during less favor-
able general economic conditions. It is important to understand how to
figure the "worth" of interest-rate differences and cash rebates. (For more
on understanding the various financial aspects of purchasing and owning a
car, see our booklet "What Your Car Really Costs," $6 postage paid.)

Table 12 on pp. 80-81 shows the "worth" or "cost" to you of interest-
rate differences (either on loans from your bank or on special interest-rate
dealer financing) per $1,000 borrowed on standard 2-,3-,4-, and 5-year car
loans. You can use the table to compare the "savings" you might realize by
taking a loan at a below-market rate. You also can use it to compare the
value of a below-market loan with a cash rebate—the two choices that
dealers are most likely to offer as incentives. Determining what interest-
rate differences and cash rebates actually are "worth" to you could be an
important part of your decision to purchase a particular new car.

For example, suppose you are planning to borrow $8,000 to finance the
purchase of a new car. Your bank offers you a 36-month loan at 10 percent.
How much would it be worth to you if could convince the bank or your car
dealer to lend you the money at 9 percent? According to the table, over 3
years the lower-rate loan would save you $15.60 per thousand borrowed.
Thus, on an $8,000 loan you would save $124.80. (If you invested the
monthly savings as you went along, you would save even more.)

As another example, suppose your car dealer offers you a choice be-
tween a $1,500 cash rebate or a short-term cut-rate loan, say, 5 percent
interest over 2 years. Furthermore, suppose you need to borrow $11,000,
and your bank is willing to make the same loan at 10 percent interest.
According to the table, by taking the loan at 5 percent rather than 10
percent, over 2 years you would save $51.82 per $1,000 borrowed. On an
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$11,000 loan your savings would be $570.02. On balance, the rebate is the
better deal.

Should You Buy or Lease Your Auto?

The changing credit conditions that accompany recessions may also
influence your decision to buy or lease a car. Leases are apt to be most
attractive during tight credit situations, when interest rates are high—
conditions that typically are evident in the final stages of a business expan-
sion. However, during recessions, when interest rates tend to be relatively
low, buying may make more sense than leasing. Which is preferable, how-
ever, ought to be determined with reference to an individual's and family's
overall financial circumstances, and car costs ought to be considered from
the perspective of both short-term and long-term outlays rather than quick
figuring in the showroom to reduce the monthly payments.

The primary advantage of leasing a car is that your monthly payments
may be lower than they would be if you purchased the car on credit. The
monthly payments are lower because at the end of the lease period you
have no equity interest in the car. After you have made monthly lease
payments for, say, four years, it is the dealer who then sells the car, and any
resale value accrues to the dealer instead of you. In effect, your lease
payments pay for the anticipated depreciation on the car during the years
you drive it.

The other major benefit of leasing is that you do not have to commit a
substantial amount of cash up front. Most, if not all, lease arrangements
require only a relatively small (often refundable) security deposit, usually
equal to one month's lease payment. Because of the time value of money,
it is beneficial not to have to commit cash, whether for a down payment or
for the entire purchase price of a car. That is, the down payment used to
buy a car on credit could be invested in an interest-bearing account if you
lease a car instead. Looked at another way, the lease contract allows you to
forego the trouble of saving for several months to put together a down
payment, or for the several years it may take to accumulate the entire price
of a car. Either way, the value of this consideration varies with the rate of
interest you expect to earn on your savings. The higher the potential return
on funds you would otherwise use for a down payment, the more attractive
leasing becomes compared to buying.

A disadvantage of leasing is that if you buy a car on credit instead of
leasing it, the interest portion of your loan payment may be deductible
from income for tax purposes. The 1986 tax reform phased out the interest-
cost deductions for most loans, but interest paid on home equity loans still
is deductible. Thus, a homeowner who takes out a home equity loan to
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finance the purchase of a car still can benefit from the interest deduction—
something he cannot do if he leases the car. However, the deduction is
available only to homeowners who itemize their tax returns. In addition,
borrowers should realize that a home equity loan is a loan against the value
of their house, even if the funds are used to buy a car. If they fail to repay
the loan, it is the house, not the car that may be seized by creditors. This is
especially important to consider during a recession, when jobs and in-
comes are less secure.

Other factors can increase the cost of leasing. For example, most leases
impose mileage restrictions and fees for excess mileage. Some require
large nonrefundable deposits that are essentially down payments. Most
contracts carry penalties for early termination. These outright or contin-
gent charges can wipe out most, if not all, of the benefits of leasing.

Before making the decision to lease, you should study the lease contract
carefully. You can obtain information on monthly payments, the security
deposit, the down payment, and the expected resale value of the car from
your car dealer and your bank. As with buying a car, you should comparison
shop to find the best deal, and be prepared to negotiate the terms of the lease.

Comparing Auto Financing Methods

Deciding whether to buy a car outright, to buy on credit, or to lease is
not simple. Table 13 gives a hypothetical illustration of the relative costs of

Table 13

ILLUSTRATED SIMPLE AND

4-YEAR COST OF

DISCOUNTED
A $25,000 AUTOMOBILE

BY METHOD OF PAYMENT

Outlays
1. Initial payment/security deposit
2. Monthly payment 0

× 48 months
3. Total Outlays (line 1 + line 2)

Receipts

4. Resale value/security deposit
5. Tax deductions

6. Total Receipts (line 4 + line 5)

Net Cost
7. Simple (line 3 - line 6)
8. Discounted at 3%
9. Discounted at 9%

Cash
$25,000

0
$25,000

$7,500

Q

$7,500

$17,500
18,353
19,725

Loan
$ 5,000

$479
22,992

$27,992

$7,500
747

$8,247

$19,745
19,249
18,325

Lease
$ 419

$419
20,112

$20,531

$ 419
Q

$ 419

$20,112
18,948
16,953
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these three options over a 4-year period. In our illustration we assume that
the cash price is $25,000, that the down payment on the credit purchase is
20 percent of the total price ($5,000), and that the interest rate is 7.0
percent on a loan used to finance the car. We assume that if the buyer took
out a home equity loan to finance his purchase he would be subject to a
combined Federal and state effective income tax rate of 25 percent. For the
lease, we assume a monthly payment amount that is based on amortizing
the difference between the car's current value and its expected resale value.
We also have assumed that the lessee is required to post a refundable
security deposit equal to one monthly payment. Finally, we assume that the
car's dollar value depreciates 70 percent over 4 years.

If we ignore the time value of money, the simple net cost of the car (line
7 in the table) is the difference between total outlays (line 3) and total
receipts (line 6). The amounts shown suggest that leasing is the most costly
method of payment. The disadvantage of leasing becomes less clear, how-
ever, when we acknowledge the time value of money. Lines 8 and 9 show
the "discounted" net cost of each of the three methods of payment. These
calculations take into account the idea that future outlays are less burden-
some than present outlays and future receipts are less valuable than present
receipts. As the discount rate (the expected interest rate on savings ac-
counts or similar investments) rises, future outlays and receipts are worth
less while "up-front" costs weigh more heavily. In our illustration, for
example, when the discount rate is 3 percent, leasing becomes a better
option than purchasing on credit, and when the discount rate rises as high
as 9 percent, leasing becomes the most attractive option.

This illustration underscores how important it is to factor the time value of
money into a comparison of payment methods. A comparison of the "simple
net costs" of payment methods becomes more and more misleading as inter-
est rates rise. Depending on the interest-rate differential between one's sav-
ings account and one's loan account, in some circumstances buying a car on
credit actually may be the least costly method of purchasing a car even if you
have the savings to pay cash for it. If your interest-rate return on a long-term
investment is higher than the interest that you would have to pay on money
borrowed to purchase the car (say, if the dealer offers a below-market loan
rate as a sales incentive), you are better off borrowing the money and allow-
ing your savings to accumulate interest at the higher rate. For those who
acquired high-yielding long-term investments several years ago, it would be
foolish to liquidate them now to pay cash for a car, since current funds might
be "bought" at much lower rates.

Before making the decision to lease, you should make your own com-
parison of the costs and benefits of buying as opposed to leasing. You can

84



obtain information on monthly payments, the security deposit, the down
payment, and the expected resale value of the car from your bank and your
car dealer. Use these figures to construct a table similar to Table 13, using
as a discount rate an estimate of how much you can earn on your savings
account, money market account, or other reasonably safe and liquid invest-
ments. In most cases, you will be better off to purchase the car with cash.

Crises Present Opportunities

Accurately assessing the direction of asset price movements during
different stages of the business cycle could spell the difference between a
sleepless and a restful night for individual investors. For some, it may be
best not to be concerned as much with the level, say, of interest rates, as
with getting a jump on their direction and, more generally, on the overall
trend of business activity. With an abundance of aggregate economic indi-
cators being reported in the daily newspapers and financial press, forecast-
ing the stages of the business cycle can be a relatively inexpensive exercise
that does not necessarily require familiarity with sophisticated quantitative
methods. Such indicators of general economic activity as department store
sales, durable goods orders, unemployment insurance claims, housing starts,
and several price indexes usually are available in most dailies as soon as
they are released by Government and private agencies. Specific series may
be classified as either leading, coincident or lagging indicators of the
economy depending on whether they change direction before, during, or
after the general economy changes direction. Regular analyses of the ag-
gregate changes in such indicators are available at modest cost from a
variety of sources, including the American Institute for Economic Re-
search.1

The prospect of falling prices for some assets (rising for some others)
during a recession creates profit opportunities. Discussed below is the
possible price behavior of three types of assets—shares of common stocks,
bonds, and housing—during an economic contraction and their personal
investment implications.

Housing Prices: The experience with residential real estate in the early
1990s taught many homeowners the fallacy of the notion that "housing
prices can only go up." In the regions hit hardest by the 1990-91 recession,
such as California and the greater New York City area, housing prices
decreased by 25 percent or more from the speculative values reached in the

1 For more on this, see our booklet "Forecasting Business Trends" ($6). An AIER annual
sustaining membership ($59), includes a subscription to our Research Reports, which
monthly publishes a report on business-cycle conditions containing comprehensive analy-
sis of the statistical indicators.
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late 1980s. Nationally, the constant-dollar value of owner-occupied hous-
ing decreased in 1990. This was the first annual decline in postwar history.
Although real-estate values have since recovered, the unprecedented inter-
ruption of the long-term upward trend surprised most people in its breadth
and depth.

Lower prices and reduced home equity no doubt made many homeown-
ers feel poorer at the time. In particular, many homeowners relied, in light
of postwar experience, on growth in their equity in their homes for then-
savings and financial security. Had the trend of the years 1945-89 contin-
ued, the total value of owner-occupied housing in the early 1990s would
have been substantially higher than it is now. Many homeowners must be
thinking long and hard about this.

For home seekers, the implications of such a decline are mixed. The
collapse of housing prices in the early 1990s created buying opportunities
and the next recession probably will present more. However, whether the
constant-dollar investment returns on housing in future years will be as
high as they were in the 1970s and 1980s is questionable.

At least two of the factors that propelled housing markets in these de-
cades have since waned. One, the savings and loan industry, whose loose
lending standards fueled residential and nonresidential real-estate specula-
tion in the 1980s, has been reduced in size and importance by failures and
increased government oversight. Two, the influx of the baby-boom gen-
eration into the housing market has passed its peak. In general, the baby
boomers by now have established themselves as homeowners. Other things
being equal, projected demographic trends could be expected to result in
flat or downward trends in housing prices. Relatively fewer new home
buyers will be entering the market during the coming decades.

This does not imply, however, that the nominal prices of homes will
decrease. Rather, if the deterioration of the dollar's purchasing power
continues—or if Government tax or local regulatory policies provide greater
disincentives to new construction—then the dollar prices of homes could
continue to increase. However, housing could cost less in relation to other
things than it has in the recent past.

With respect to this discussion, the point is that the housing boom of the
1970s and 1980s and the bust of the early 1990s were exceptional. In the
future, housing price increases and decreases probably will be more mod-
erate. However, recessions probably will create buying opportunities for
home seekers, just as prior recessions did.

As the experience in the housing sector demonstrates, not everybody is
affected the same way by recession. Sometimes certain sectors benefit
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while others suffer. For example, a recession that is characterized by de-
pressed housing prices redistributes wealth from homeowners to renters.
Homeowners are faced with a drop in the value of their equity but renters
might see fewer rent increases. In addition, the chance of renters becoming
owners improves.

Individuals do not have complete control over whether they are among
the winners or the losers in a recession. By keeping abreast of changing
business conditions, however, investors, consumers, and homeowners can
prepare to take advantage of the opportunities that recessions can provide.

Bonds: When interest rates decrease, bond prices increase, and vice
versa. In general, a typical bond investment strategy for the market-timing
investor is to buy bonds when interest rates are peaking (just after the start
of a recession) and sell them when interest rates reach a trough (just after
the start of the next expansion). If the market timer's portfolio also con-
tains stocks, a portfolio allocation strategy that is suitable during an eco-
nomic downturn may be described as follows. When the economy ap-
proaches the end of an expansion and is moving into a recession, upward
pressure on interest rates is greatest. Retail sales turn sluggish but credit
demand by businesses is still increasing, partly to finance inventory orders
and prior spending obligations made during the economic expansion phase.
Corporate profitability may also be falling. This is usually when interest
rates are peaking, an ideal time for the portfolio to be weighted heavily in
favor of high-quality (investment grade) bonds. When the recession is well
underway and interest rates have decreased, common stocks may be repur-
chased at lower prices.

Such a strategy is extremely difficult. Not only do interest rates behave
erratically, but common stock prices generally reach their lows well before
an end to the recession is evident. These variations in timing suggest that
investors who attempt precise market-timing on bond investments are un-
likely to be successful.

Note also that for buy-and-hold investors, bonds have been a poor in-
vestment in the postwar era regardless of what stage of the business cycle
they were purchased. The combined impact of a depreciating currency and
taxes has resulted, for many investors, in zero or even negative constant-
dollar rates of return on these fixed-dollar claims. Thus, it is hard to see the
attractiveness of bonds other than as speculative "flyers" to be acquired in
the expectation that interest rates will drop so that a "high-yielding" bond
can be sold at a profit to an unwary buyer, who then can be expected to
suffer the losses attributable to price inflation and taxes. In short, bonds
and other long-term fixed-dollar claims have become simply another specu-
lative asset category. Their value is virtually guaranteed to fall far behind
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the price level in the long run.

Common Stocks Prices: Since 1900, stock price have decreased mark-
edly when recessions have occurred. Unhappily for investors and forecast-
ers, the timing and magnitude of stock market crashes have varied consid-
erably. Some have not been associated with recessions at all. Common
stock prices are classified as a leading indicator, but at times they did not
peak until after a recession had begun. And in the nine recessions since
World War II, the S&P 500, adjusted for price inflation, peaked anywhere
from six months to more than three years before business activity peaked.

Regardless of whether share prices drop before or at the beginning of a
recession, the fact remains that they tend to increase before the start of the
recovery phase of the next business cycle. However, this lead usually is
very short, generally three or four months. Taking into account the lack of
timeliness of much economic data (data on inventories, for example, may
not be available until two months after the fact), investors who wait for
clear evidence that a recession is over are likely to miss the first six months
or more of an upswing in stock prices from their cyclical low.

It is all but impossible to predict accurately the exact month when stock
prices will bottom out. Investors are better advised to focus on the general
trend of business activity. When the leading indicators suggest that a reces-
sion may be imminent is generally not the time to buy stocks. When the
indicators point to a forthcoming recovery, stock prices probably are poised
to increase.

Stock Market Situation and Outlook (October 2001)

The stock market's reaction to unexpected events in U.S. history nearly
always has been negative in the short term. Over subsequent months,
however, the markets usually have gradually recovered. As Table 14 on
the next page shows, there is little correlation between sharp drops follow-
ing dramatic events and market performance a year later.

The drop in stock prices after the markets reopened following the Sep-
tember 11 terrorist attacks marked the end of a disappointing summer for
investors. During the third quarter, the Dow Jones Industrial Average (DJIA)
decreased 16 percent, the S&P 500 decreased 15 percent, and the Nasdaq
decreased 31 percent. On the final trading day of the quarter, the Dow
closed 26 percent below the all-time peak reached in early 2000, the S&P
500 was 32 percent off its high, and the Nasdaq was an astonishing 70
percent below its March 2000 peak.

Given the extraordinary events of September and the high degree of
uncertainty about future political, military, and economic developments, it

88



would seem to be all but impossible to determine whether stocks are now
"fairly" priced. Investors are "flying blind" because the measures that are
commonly used to determine value—corporate earnings, interest rates,
dividends, etc.—are currently subject to a wide range of forecasts that, in
turn, are subject to frequent, large revisions. In this climate of uncertainty
the stock market seems likely to be highly volatile in the short term.

Over the long term, however, a close relationship exists between market
valuations and other measures of corporate value. As the following analy-
sis suggests, this relationship has varied greatly over the years.

The most comprehensive measure of stock values is the total market
value of common stocks as estimated by the Federal Reserve Board. This
series includes the value of the shares of all corporations, both widely held
and closely held, both traded on organized exchanges and sold over-the-
counter; snares traded on the New York and American Stock Exchanges
and in the NASDAQ market account for most of the total. It also includes
the shares of ownership in mutual funds and other financial intermediaries
that hold stocks themselves. To avoid double counting, we exclude such
shares and focus instead on the shares issued by nonfinancial corporate
businesses (NFCBs).

According to the latest data, the market value of such shares was esti-
mated to total $11.3 trillion at the end of the second quarter of 2001. This is
$717 billion higher than the valuation at the end of the first quarter, reflect-
ing the spring rally. But it is still 27 percent below the record $15.6 trillion
valuation recorded in the first quarter of 2000. In other words, in the five-
quarter period ending in June, $4.3 trillion in equity valuation was wiped

Table 14

MARKET REACTION TO UNEXPECTED EVENTS
First Trading Subsequent

Session Response Market
to Event Behavior

Date Event DJ¡A % Change One Year

September 11, 2001 World Trade Center towers destroyed -7.13% na
January 16, 1991 U.S. launches bombing attack on Iraq 4.57% 24.45%
August 2, 1990 Iraq invades Kuwait -1.20% 4.95%
March 30, 1981 President Reagan shot by John Hinckley Jr. -0.26% -16.90%
August 9, 1974 President Nixon resigns -0.97% 5.98%
November 22, 1963 President Kennedy assassinated in Dallas -2.89% 24.99%
October 22, 1962 Cuban missile crisis -1.85% 33.89%
September 24, 1955 President Eisenhower heart attack -6.54% 5.72%
June 25, 1950 North Korea invades South Korea -4.65% 15.13%
December 7, 1941 Japan attacks Pearl Harbor, Hawaii -3.50% 2.88%
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out. We estimate that another $2 trillion may have been lost since then.

Chart 16 shows this measure of the market value of the equities of
NFCBs as a percent of the net worth of NFCBs, with net worth (assets less
liabilities) measured in two ways. One is based on "book value," with the
value of tangible assets stated at their historical cost. The other uses either
the market value or the "replacement cost" of the assets to determine
corporations' net worth.

As can be seen, the market value of the shares of NFCBs increased as a
percent of net worth to unprecedented peaks in the first quarter of 2000.
Both percentages have since decreased precipitously. Stocks were trading
at 178 percent of book-value net worth at the end of the second quarter, up
slightly from 170 percent at the end of the first quarter but down from a
peak of 263 percent in the first quarter of 2000. Similarly, they traded at
129 percent of replacement-cost net worth, up from 121 percent in the first
quarter but down from 183 percent a year before that. These are roughly
the same relative valuations that prevailed in late 1996.

Late 1996, readers may recall, was when Alan Greenspan made his
famous comment about "irrational exuberance." Indeed, from a historical
perspective, valuations remained high at the end of the second quarter. At
that time, equities were trading at a higher premium to net worth than at
any other time in the fifty years following World War II, including the
peak of the 1960s stock market boom.

Chart 17 shows the market value of the shares of NFCBs in relation to
three other financial aggregates: dividends, earnings, and cash flow. Here,
too, all three measures have fallen sharply from the record highs reached in
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late 1999 and early 2000. For example, stocks had a total market value
equal to 61 times dividends at the end of 1999, an all-time peak, but by the
end of the second quarter of 2001 they were worth 39 times dividends,
roughly the same multiple as in 1997.

All three of these multiples increased somewhat in the second quarter.
This is only partly due to the increase in the market value of equities
between March and June. It also reflects a decrease in the financial flows to
which market value is being compared. The total amount of dividends paid
out decreased by $6.9 billion, or 2.3 percent. Earnings and cash flow
decreased for the third consecutive quarter. NFCBs reported $342 billion
in annualized earnings in the second quarter, down 20 percent from the
record $424 billion earned in the third quarter of last year.

It is very likely that the relative valuations plotted in the charts have
decreased since June. Although the various measures of net worth and
corporate financial flows may have decreased, with earnings likely posting
the largest decline, the market value of equities probably decreased even
more. By September, relative valuations probably were comparable to
those reached in 1994, just prior to the big runup in stock prices.

They may fall further. However, there is no reason to believe that they are
bound to decrease toward the bottom portion of their historical range. After
all, valuations fluctuated at relatively high levels between 1960 and 1972.

Chart 17
MARKET VALUE OF EQUITY
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* Includes inventory valuation adjustment.
† Includes capital consumption adjustment and retained earnings of foreign subsidiaries.
Source: Federal Reserve Board, Balance Sheets for the U.S. Economy and Flow of
Funds Accounts. Latest plots are for second quarter 2001.
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Those earlier highs, of course, were substantially below the highs of a
couple years ago. The peak valuations reached in the late 1990s were
unprecedented and, it is now clear, unsustainable. They were fueled by a
speculative mania that is now over. Investors should not expect a return to
such valuations. This does not mean that stock prices will not increase.
Rather, we expect future increases to be more closely tied to growth in
earnings, dividends, net worth, etc., than they were in recent years.

When will the general level of stock prices begin to increase again? No
one can say for certain, but there is a broad correspondence between stock
prices and business cycles. Stock prices are a leading indicator of business-
cycle conditions. They usually hit bottom before a recession ends and start
increasing when most of the economic news is still bad. Since 1949 there
have been eight recessions, and the S&P 500, adjusted for price inflation,
began to increase, on average, five months before they ended. No one
knows when the current contraction will end, but a few months before it
does, we expect the other leading indicators that AIER tracks every month
to begin to increase. Stay tuned.
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