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DO YOU REMEMBER?

If you have read the Wall Street Journal from February 25th  to March 1st  you should be able to answer the following questions based upon important articles relating to economics. The reference at the end of the answer tells you the date and page number where you can find the article that provides the basis for the question. 
1. A decade ago, the real estate sector led the economy into recession. How is this sector affecting today’s U.S. recession? Click for answer.
2. Have recent merger trends indicated a move toward oligopolistic or competive markets in United States?  Click for answer.
3. Last year business investment nose dived, helping the U.S. economy go into recession. Has it turned around yet? Click for answer.
4. According to Robert L. Bartley’s Op-Ed piece, do surpluses stimulate the economy? Click for answer.
5. How are credit conditions affecting U.S. capital spending? Click for answer.
6. What does the Conference Board’s index of consumer confidence suggest about the future of the U.S. economy?  Click for answer. 
7. To what does the Olympic Salt Lake Organizing Committee attribute the unexpected profit for the Olympic games? Click for answer.
8. In response to the Enron collapse, the U.S. government is looking into ways to make executives more responsible. According to David Wessell, can government dictate best business practices?  Click for answer.
9. What did Fed Chairman Greenspan say about his forecast for the near-term economy during recent Congressional testimony?   Click for answer.
10. Did the Commerce Department’s report on orders for durable goods support Greenspan’s economic forecast? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. It may prolong the recession. Vacancy rates are up, which may damp construction. Workers will be laid off and income will decline.   (See “Commercial Real Estate May Damp Economy” February 25, page A1.)
2. Mergers continue in a number of industries. (See “Why the Sudden Rise in the Urge to Merge and Form Oligopolies?” February 25, page A1)
3. Not according to the G7 Group Inc.’s index of business investment.  (See “Index Shows Drop in Business Investment, Contradicting Positive Economic Data” February 25, page A2.)
4. No. (See “The Anti-Keynes: Do Surpluses Stimulate?” February 25, A21) 
5. Credit conditions (lending conditions) are getting tighter, making it more difficult for firms to finance capital expenditures. (See “Tighter Credit Stifles Revival of Capital Spending” February 27, page A2)
6. The index of consumer confidence fell slightly in February, though not enough to make economists believe consumer spending will slow. For the full report go to www.conferenceboard.org. (See “Index of Consumer Confidence Slipped During February” February 27, page A2.)
7. Use of volunteers for staff positions for an estimated saving of $60 million. (See  “How the Games Turned a Profit: Lots of Volunteers” February 27, page B1.)
8. No. Best business practices are always evolving. Government can set standards. (See “For Well-Paid CEOs, No Passing the Buck” February 28, page A1.)
9. An economic recovery appears to have begun.  (See “Greenspan Sees Weak Recovery Beginning” February 28, page A2.)
10. Yes it did. Orders for durable goods rose for the third time in four months. Go to www.doc.gov for the full report. (See “Orders for Big-Ticket Goods Rose, a Sign of Economic Recovery, U.S. Agency Says” February 28, page A2)
Return to Questions 
U.S. Recovery Now Appears Strong,
Contrary to Almost All Expectations

By GREG IP and RUSSELL GOLD 
Staff Reporters of THE WALL STREET JOURNAL

Monday, March 4, 2002

The U.S. economy appears to be steaming out of recession, confounding broad-based expectations of a languid recovery and benefiting from a new flexibility woven into its fabric over the last decade.

1. What is a recession and recovery? Show a diagram of total output over a business cycle, labeling both the recession and recover.
The latest upbeat evidence came in two reports Friday: manufacturing surged in February, the first month that sector hasn't shrunk in a year and a half, and household spending rose smartly in January.

"The weak recovery is definitely looking less weak," says Peter Hooper, chief U.S. economist at Deutsche Bank. Just a few weeks ago, he'd expected the economy to grow 2.75% over the course of this year. Now, he thinks it will grow closer to 4%. Investors are coming to the same conclusion. They pushed the Dow Jones Industrial Average up 262.73 points, or 2.6%, to 10368.86 Friday, the highest close since Aug. 27. Their confidence has been growing since late September, helping to lift the industrial average 26%.
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A robust rebound would be all the more extraordinary considering the shocks the economy has sustained in the last two years: the bursting of one of the biggest speculative stock bubbles in U.S. history, a spike in energy prices, the terrorist attacks of Sept. 11 and the collapses of giant Enron Corp. and Argentina, Latin America's third-largest economy.

The U.S. economy's ability so far to absorb those traumas and apparently escape with only a mild recession suggest that a fundamental change could be under way. At the heart of the argument is a belief that the economy has become more flexible. Manufacturers are quicker to adjust their inventories and labor force to sales fluctuations. Financial markets are better able to parcel out risk. And policy makers were faster to cut interest rates and taxes in an effort to prevent recession. That could mean that while the business cycle -- the wave of alternating booms and busts that mark capitalist economies -- isn't dead, it has become easier for business executives and economic officials to tame.

2.  Show graphically how the shocks mentioned in the article would dampen a recovery.
"The recuperative powers of the U.S. economy ... have been remarkable," Federal Reserve Chairman Alan Greenspan told Congress last week. He attributed the performance to the economy's "apparent increased flexibility and resiliency," especially in the financial markets and in companies' access to timelier data such as on sales and inventories.

It's too soon to declare that the U.S. economy has left the danger zone entirely. Consumers spent so freely during the recession that they have little pent-up demand to provide the usual boost for recovery. In addition, servicing their debts now consumes more than 14% of their disposable income, a 15-year high, which could yet force them to retrench. Business profit margins and investment, especially in equipment and software, remain depressed. No recovery can be strong until that picks up.

Mr. Greenspan struck a cautious tone before Congress last week, saying there are still "ample reasons" to assume the recovery will be tepid. The forecast of Fed policymakers is for the economy to expand at just a 2.5%-to-3% rate over the course of this year, too slow to keep unemployment from rising.

3. From an aggregate demand perspective what are the possible sources of recovery?
For a look at the economy's new flexibility, consider the auto industry. Vehicle sales clocked a remarkably strong annual rate of 16.7 million units in February, defying expectations of a bigger drop after last fall's record pace (See full article1). A big reason has been the exceptionally generous manufacturers' incentives put in place after Sept. 11, including zero-percent financing on many models.

In the old days, such offers might have been difficult since all three of Detroit's major auto makers had their credit ratings slashed last year because of slumping profits. In the past, that would have impaired their access to the bond and commercial-paper markets and thus their ability to finance low-cost loans to car buyers.
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But the downgrades last year didn't present a major constraint in part because auto makers have increasingly turned to the growing market for asset-backed securities to finance sales to consumers. That market enables the auto makers to finance a bigger volume of low-rate auto loans because investors are more willing to buy the pools of consumer auto loans, which carry high credit ratings, than the debt of the automakers themselves. Last year, finance companies -- including auto makers' finance arms -- "securitized" 32% of auto loans and leases, compared with 15% in 1990, Federal Reserve data show. "Attractive financing provided by the securitization markets has offered corporations financial flexibility to do a lot more things, including incentive programs," says Anthony Thompson, a Deutsche Bank asset-backed securities analyst.

In January, consumer spending grew a surprisingly brisk 0.4% unadjusted for inflation, compared with December, the Commerce Department said Friday. One striking factor: last year's tax cut, which helped boost disposable income 1.6%, the report said. That strength may not be sustained. The University of Michigan said Friday that its index of consumer sentiment slipped in February for the first time in five months.

4. According to the article, how is the financial market damping the economic recession and contributing to a possible recovery? 

But there were stronger signs of growth elsewhere. In February, the purchasing managers' index maintained by the Institute for Supply Management (formerly known as the National Association of Purchasing Management) shot from 49.9 in January to 54.7. It topped the 50 level that indicates an expanding industrial sector for the first time in 19 months.

Norbert Ore, chairman of the institute's survey committee, says the index's 15-point gain since October is the largest in so short a period since the economy catapulted out of the 1981-82 recession. "You have to rethink what kind of recovery it could be," says Mr. Ore. "A week ago I would have said that it was going to be very gradual. [Now], it looks like there might be more strength than we would have imagined."

Flexibility Brings Resilience

Though the manufacturing sector has been hard hit in the recession, its increased flexibility has been an important source of resilience for the economy. In the last decade, manufacturers have tightened their control of inventories, often with supply-chain management software that closely tracks parts, materials and customer inventory, helping the companies to reduce waste, interest expenses and lead times.

That's one reason the economy slowed so abruptly in late 2000: When businesses realized they'd been too optimistic about sales, they were quick to cut production. As business deteriorated, manufacturers' inventories peaked at 44 days' worth of shipments, compared with 53 days in the 1991 recession. Those cuts sent manufacturers into an early recession. But had they responded more slowly, inventories would have piled up more, forcing a more drastic retrenchment later. By the end of last year, businesses were draining inventories at a record rate. Now, with sales reviving, depleted stocks have forced manufacturers to restart production, and they may soon be rehiring.

Manufacturers have also been in the forefront of the increased use of temporary workers, which are among the first fired when business slows, sparing permanent employees. Temporary employees account for 2% of employment, but they represent more than a third of the net loss of jobs since the end of 2000.

Roger K. Taylor, chief executive of North American Tool Corp., a privately held specialty manufacturer of thread-cutting tools in South Beloit, Ill., uses a computerized inventory management system to monitor inventory turnover. He has also been hiring more temps since the mid-1990s, often as a step to making them permanent, but also to increase his own flexibility. In early 2000, when he began to see a drop off in orders, he immediately began what he called a "gradual phase-out" of temp workers, dropping six in all, as he cut back on production to prevent being caught with too much product sitting on the shelf. Now, he's seeing a significant increase in "actual orders coming in from a broad sector of the economy." What's more, about 60% of his customers -- mostly manufacturers -- are requesting expedited shipments, twice the normal rate, a sign that industry is ramping up quickly.

Last month, Mr. Taylor approved adding three full-time workers to his staff of 115. "I'm that confident in the future," he says. In fact, he plans to add new equipment and two new product lines at the end of the second quarter. He also expects to bring in some contract labor in the third quarter. "Things are on a pleasant upward spiral," he says.

5. How does the change in inventory management alter the AS/AD story of business cycles?
As North American Tool gets busy and authorizes overtime, employees like Danielle Harnack are recycling the extra pay back into the economy. Ms. Harnack, a customer service representative, is putting in new carpet in her home. "I wanted to do it for awhile, but I kept holding off," she says. She began putting in extra hours in mid-January; her husband, who works at a nearby General Motors Corp. plant making Chevy Suburbans, started getting extra hours late last year.

As recently as January, employers were still eliminating more jobs than they were creating, in part because they have been squeezing additional output from their current work forces before committing to new hires. But hiring may be picking up. Doherty Employment Group, a temporary-staffing agency based in Minneapolis, closed six of its 28 recruiting offices in four Midwest states in 2001 as demand for help plummeted. Now, says chief executive Tim Doherty, "each week, it's getting more and more encouraging." He's anticipating opening a new office this year.

Perhaps no part of the economy has shown as much increased flexibility as the financial markets, and none was as critical in helping the economy survive its slump. In the last two decades, lending has been steadily migrating from banks to the capital markets, where new financing instruments, such as asset-backed securities and more exotic derivatives have proliferated.

As the markets have become more sophisticated, they have become quicker to respond to new information. Indeed, as fast as the Fed was to respond to the slowing of the economy by starting to cut rates in January of 2001, investors were faster. Bond yields declined through the second half of 2000, pulling down mortgage rates and propping up the housing market throughout the recession. Lenders who didn't want to hold onto the mortgages easily repackaged them as mortgage-backed securities, which were then sold to institutional investors such as mutual funds. Mortgage holdings by banks grew just 2% in the 12 months ended in September, while total mortgage-backed securities outstanding grew 14%. Strong house prices prompted many homeowners to refinance, often cashing out some of their equity -- and promptly spending it. The transactions left many consumers with lower interest rates and provided a powerful offset to slumping stock values.

Fixing Up the Yard

Even though mortgage rates have risen from last fall's lows, refinancing activity and homebuying remained brisk in January. Unusually mild weather may have played a part. Last month, Suzanne Thomas refinanced the mortgage on her home in Seattle's Queen Anne neighborhood to take advantage of rising home values and lower rates. She cashed out about $50,000 in equity using most of it to pay down consumer debt, add landscaping to her yard and replace 1920s-era sewage pipes. "I wanted to take advantage of the low interest rates," says Ms. Thomas, an employment lawyer. Despite recent high-tech and aerospace layoffs, she is positive about the region. "I'm liking what I'm seeing. It seems people are more upbeat. ... There's lots of foot traffic downtown. People are out window shopping."

Denver was hit hard by high-tech and telecommunications layoffs, which led to cancelled contracts and a glut of new homes on the market. To move the excess, homebuilders offered free upgrades and zero-percent interest for the first year. "We were trying to create a sense of urgency," says John Osborn, chief executive of Village Homes, a Littleton, Colo., builder of suburban homes, in order to cut the inventory of unsold homes.

Now, he says, the inventory is gone, the incentives have been eliminated and homebuyers are more confident. The first two months of the year have been "phenomenal," says Mr. Osborn. He's considering hiring back some people he let go in October to be ready for renewed activity in the real-estate market. Still, he's cautious. "We are playing out the string carefully. We are not taking the first few months of sales and annualizing them," he says.

The financial system's willingness to keep lending has a downside: a significant buildup of debt. Consumers' appetite for new homes and new cars has sent already-high debt loads higher. Mr. Greenspan is grappling with the implications of increased debt. Last week he said it's probably damping consumer spending but wouldn't be a "major impediment" in the future. Fed data show debt has risen most, and stock-market wealth eroded furthest, among the wealthiest 20% of households, who are best able to bear the burden. But delinquencies are nonetheless rising among poorer households.

Furthermore, middle-income households have counted on rising home prices to offset rising debt and shrinking stock portfolios. If house values stop rising, that would undermine an important source of consumer spending. Indeed, Friday, the Office of Federal Housing Enterprise Oversight said home values rose at just a 1% annual rate in the fourth quarter of last year, the slowest since 1996.

There are also worries about whether the rapidly evolving financial markets have created hidden risks that could erupt in a period of market stress. Holders of new types of debt securities may be saddled with ill-defined risks in the event many of the underlying loans go bad. Hence the periodic jitters over the soundness of mortgage lenders Fannie Mae and Freddie Mac. With the growth and greater sophistication of capital markets comes increased risk of contagion. Accounting worries triggered by Enron's collapse, for instance, have made it difficult for numerous companies to issue bonds or commercial paper, forcing many to turn to banks for backup and others to cancel capital-spending plans.

The good news is, contagion seems to be waning as investors become more discriminating. By last week investors were snapping up new bonds issued by companies that appeared to be free of Enron-like problems, such as GM, Walt Disney Co., Coca-Cola Co. and Marathon Oil Corp. Despite their ties to Enron, both J.P. Morgan Chase & Co. and Citigroup Inc. issued new bonds relatively easily.

Argentina's bankruptcy and devaluation didn't produce the sort of contagion that gripped Asia in 1997 in part because many emerging countries have since adopted flexible exchange rates -- which adjust gradually to economic distress, rather than collapsing after a speculative assault. Though Brazil's economy has been hurt by Argentina's meltdown, it has experienced no widespread loss of investor confidence. Last week, Moody's indicated it might raise Brazil's credit rating.

With financial markets accommodating consumer spending, manufacturers ready to rehire and boost production, what could stand in the way of recovery? The most likely obstacle is weak capital spending. Business executives are still gloomy, in part because profit margins continue to be squeezed by competitors who are willing to slash prices to keep volumes up. AT&T Wireless Services Inc. said Friday that profit and revenue would be lower than expected this year because of pricing pressure. It cut its capital-spending budget by $200 million, or 4%.

But John Lipsky, chief economist at J.P. Morgan, says both profits and capital spending have quietly started to increase. Corporate profits rose in the fourth quarter from the third, he says, and capital-goods shipments advanced in January. The Commerce Department also reported that commercial construction rose 2.2% in January from December, although that may have been due to warm weather. Mr. Lipsky notes many economists thought it would take until at least midyear for capital spending to turn up. "Forget midyear, it's now."

Write to Greg Ip at greg.ip@wsj.com2 and Russell Gold at russell.gold@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 22, 23 and 25 in Colander’s Economics and chapters 6, 7 and 9 Macroeconomics.

Refer to chapter 7-11 in McConnell and Brue’s Economics and Macroeconomics.

1.   The National Bureau of Economic Research dates the beginning and end of recessions. Recessions generally coincide with two consecutive quarterly declines in real GDP.  A recovery is the period of rising real GDP. The diagram below illustrates real GDP over a business cycle. 
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 Return to article.
2. 
The dramatic decline in stock prices reduces consumption expenditures through the wealth effect. The September 11th terrorist attack also reduces consumption by reducing consumer confidence. The slowdown of other economies reduces demand for U.S. products, and reduces U.S. exports. Consumption expenditures and exports are both components of aggregate demand. The effect of the decline in expenditures is shown by a shift to the left in the aggregate demand curve. Other things equal, this will reduce real output as shown below.
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The rise in energy prices is shown by a shift up in the short run aggregate supply curve. This reduces real output and raises the price level as shown below.
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Return to article.
3.
The sources of recovery are increases in consumption, investment, government expenditures and net exports.  Return to the article
4. The growing market for asset-backed securities has increased the availability of credit for the purchase of automobiles. This increases the supply of funds available for borrowing consumers, reducing the cost of borrowing, which increases the quantity of loans demanded. The result is to increase auto sales and consumer spending. Return to article.
5.
Because firms are able to identify a slowdown in sales more quickly and respond by cutting production more quickly, the AS/AD story becomes compacted. The onset of recession is earlier and the adjustment to new equilibrium is shorter.  Increased information about inventories coupled with grater flexibility in laying off and rehiring temporary workers also means that the recovery will be sooner. It may be that the result is deeper, but shorter recessions.    Return to article.
Return to Top
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