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ABSTRACT

The disputes over the prospects for the current U.S. expansion reopen the issue of the causes
of business cycles. A recurrent concern about the present is that expectations of business profits and
market returns may be outrunning the economy's potential to deliver.

The theory presented in this paper ties together profits, investment, credit, stock prices,
inflation and interest rates. I discuss new estimates of profit and investment functions with important
roles for growth of demand and productivity, price and cost levels, risk perception, credit volume
and credit difficulties. The relationships among these endogenous variables are viewed as
constituting an enduring core of business cycles, the exogenous shocks and policy effects as more
transitory and peripheral.

The U.S. upswing of the past three years provides a vivid example of how profits,
investment, and an exuberant stock market can reinforce each other. Long business expansions
benefit society in several ways but they generate imbalances and are difficult to sustain. Recent
events in Asia demonstrate how investment-driven booms can give way to a protracted stagnation
with tendencies toward deflation and underconsumption or to severe depressions.

After a deterioration in the 1970s and early 1980s, U.S. business cycles moderated again, as
in the first two post-WWII decades. But globally recessions became more frequent and more severe
in the second half of the postwar era. The arguments in favor a new Golden Age are generally not
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Sone have viewed the current business expansion in the United
States as the onset of a Golden Age in which the long-tine evils of
inflationary boons followed by recessions with high unenpl oynent
will never return. It is not surprising that the excellent
economc conditions in the md- and |late 1990s -- substantial real
economc growh, falling unenploynent rate, low inflation, and a
persistent bull nmarket in stocks -- have led to a w despread
euphori a. During such earlier notable economc expansions as the
1920s and the 1960s, consuner and investor confidence rose to high
| evel s, as growi ng nunbers of people cane to believe that a seismc
shift has taken place and great new opportunities were opening up
at remarkably low costs and risks. The vision of endless and
uni nterrupted expansion of total enploynent, output, real incone
and wealth is, of course, imensely attractive not only to
econom sts, but to all people of good wll.

The happy prophecy of a grow ng recession-free econony has
been ascribed to a nunber of different changes in the econony, but
none of these suggested reasons is fully persuasive.' Sone of the
argunents seem to nake the dubious assunption that factors which
raise productivity growh nust also lead to greater economc
stability. G hers exaggerate the reasons why the econony nay be
nore stable now than in the past into a claim that economc

instability is now obsolete. All |eave anple room for



count er ar gunent s.

First, the U S econony is allegedly nuch nore stable because
of the successes of the recent "downsizing" or rationalization
efforts of business managenent. However, |ayoffs, cost-cutting,
corporate reorgani zations and factor reallocations have |ong been
part and parcel of the cyclical growh process; for exanple, Davis,
Hal ti wanger and Schuh (1996) discuss in rich detail how job
destruction varies greatly over the business cycle, rising strongly
in recessions, while job creation varies much |ess. G early,
effective labor cost reduction mght at first raise unenploynent
and the share of profits, but Ilater enhance productivity and
gr ow h. The sane conpanies that becone nore efficient through
downsizing will then need or want to grow in the future, and so
will turn to "upsizing," from layoffs to hires, from dowward to
upward wage adj ustnents. It is not clear why such |ong-standing
frictions associated wth cyclical or irregular supply and denmand
shifts should permanently alter the cyclical growh process, or why
any al |l ocative shocks due to changes in business policy should have
nmore than m xed and tenporary effects.

Second, sone have clained that the technol ogical breakthroughs
in conputer hardware and software wll assure greater economc
stability. dearly, technol ogi cal advances have been indi spensabl e
t hroughout the nodern era in pronoting productivity, economc
growh, rising standards of living, and even effective systens of

gover nnent . But the nodels that rely on generally unidentified



exogenous productivity shocks as the primary explanation of the
"real" business cycles, are, | believe, generally lacking in
plausibility and evidence (Zarnowitz, 1992, ch. 1 and 2). After
all, nost technical changes are localized and gradual, wth |ong
half-lives in their adoption and diffusion. In the 1990s, the
notabl e progress in conputer technology has certainly contributed
to the recent sharp rise in business investnent and profits. But a
strong productivity-enhancing effect of conputers is yet to be
docunented, and it is not at all clear why and how this particul ar
t echnol ogi cal advance should perpetuate the present U S. business
expansi on.

Third, inventory control is said to have inproved greatly, in
a way that wll nake the econony nore stable. This claimhas sone
truth. Movenents in inventories do tend to propagate econom c
fluctuations; for exanple, an econom c slowdown causes a buil d-up
of inventories which then becones a secondary cause of business
out put weakening further. The ratio of manufacturing and trade
inventories to sales has followed a gradual downward trend in the
1990s, probably thanks to the w despread adoption of just-in-tine
inventory control systens, which tend to reduce the average stocks
of purchased materials and finished products on hand. Leaner
inventories are likely to have snaller macroeconomc effects.
However, it is also true that business inventory investnment in
constant dollars was about as volatile and as cyclical in the 1990s

as it had been in the past, and volatility in inventories certainly



remains |large enough to play a substantial role in propagating
econom ¢ cycl es.

A fourth argunent is that the share in total U S. enpl oynent
of t he rel atively vol atile goods- pr oduci ng sectors Iike
manuf acturing and construction has declined in favor of the
presumably nore stable services such as trade, fi nance,
transportation, entertainment, education and governnent. Thi s
shift does tend to noderate business cycles, largely by reducing
the weight of cyclically volatile inventory investnent. But many
services appear to be becomng nore cyclical, as they confront
growi ng conpetition at hone and abroad. For exanple, business and
consunmer services actually declined in the recessions of 1981-82
and 1990-91, while their growth had nerely slowed down in earlier
downturns (Fosler and Stiroh, 1998).

Fifth, it is argued that deregulation of financial and other
i ndustries has helped to stabilize the econony. One common exanpl e
harks back to the tine fromthe md-1960s to the early 1980s, when
the Regulation Q ceilings on the interest that could be paid on
bank and savings and |oan accounts were in place. During this
time, when short-terminterest rates rose above the ceilings, funds
poured from banks and thrifts into direct noney-narket instrunents,
which in turn severely reduced the quantity of avail able consuner
and nortgage credit. Cearly, excessive or wongheaded regul ation
can harm efficient resource allocation and aggravate economc

instability. Al so, one can nmake a strong case that nore free



conpetition in banking, airlines, trucking, and other industries
has increased productivity growh; and to the extent that relative
price flexibility is enhanced, less instability in quantities may
be expected. But it seens farfetched to think that nore
deregulation will deliver large benefits in stabilizing the United
St at es econony.

A sixth claimis that we have | earned how to use di scretionary
governnent macroeconomc policies in a way that reduces or ends
cyclical instability. The Federal Reserve has allegedly |earned
how to forecast inflation and how to avert it by tinely increases
in short-terminterest rates. Fiscal policy is no |onger used for
di scretionary stabilization purposes for which it is unsuited; in
the past, it was nore often than not msapplied or mstined,
creating at least as nmuch economc instability as it reduced.
However, there is no clear support in the data for assertions that
government can antici pate business recessions or financial crises,
nor that it can avert such events with preenptive action. True
policy-nmakers can and sonetinmes do aneliorate recessions, but
wong, mstimed, or bungled policies can also destabilize the
econony.

Finally, globalization is argued to have reduced cyclical
instability. d obal markets dimnish the econony's dependence on
donmestic demand by creating new markets abroad for U. S -produced
goods and servi ces. They also open up new sources of supply for

raw and internediate materials, final consunmer and producer goods,



and labor, with the consequence of reducing donestic inflationary
pressures on prices and wages. Capital markets have becone
increasingly global, too, which was supposed to nake them broader
and nore liquid and to reduce the risk of market bubbles and
crashes. But while greater openness of economes can surely bring
benefits, it also can bring increased vulnerability. Since the
economc debacle in East Asia over the last few years, the
attendant risks of financial neltdowms in Russia and Latin Ameri ca,
and the manner in which these dangers have «contributed to
volatility in stock narkets everywhere, talk that globalization

will put an end to business cycles has understandably dw ndl ed.

Where and How to Proceed

The di sputes over the prospects for the current U S expansion
are far from being nerely academ c: they reopen the fundanenta
yet unresolved issue of the underlying causes of business cycles.
One widespread and recurrent concern about the present, which has
long roots in the past, is that expectations of business profits
and market returns nmay be outrunning the econony's potential to
del i ver. U to a point, high levels of consuner and investor
confidence are self-confirmng in their positive consequences.
However, high confidence can easily shade into overconfidence,
whi ch breeds msdirected or excessive investnent. Eventually, the
bal ance of expectations shifts, as people realize that the market

fundamental s no | onger support the euphoria. The expansion sl ows,



then ends, as spending, enploynment and output turn down. Al of
this has occurred repeatedly in the past and there is no conpelling
reason why it should not happen again.

Believers in the inherent stability of market econom es
attribute recessions to policy errors and external disturbances.
Thus, msguided stimulation by excessively easy credit causes
inflation, the belated curtailment of which causes business
activity to turn down. Sone anal ysts consider the reactive nature
of governnment actions and other possible shocks but give no
attention at all to any endogenous theories (for exanple, Tem n,
1998) . On the other hand, those who suspect nore systematic
instability doubt that the story of the Fed killing each of the
recent U S. expansions is the right and full one. They can point
to many donestic and foreign recessions that originated mainly in
mar ket  devel opnent s. Just to take the latest few years,
overconfi dence, overborrowi ng, and overinvestnent contributed to
severe business downturns, financial crises, and incipient
deflation overseas, presenting the U S. econony wth new
chal | enges.

However, it is not with the specific problens and prospects of
the current economc situation that | propose to deal in the body
of this paper. W do not know just when and how the present U S
busi ness expansion is going to end: although the business cycle
contains strong self-sustaining elenents, it is not predeterm ned.

Instead, | shall focus on broader theoretical and historical



per specti ves. The next, central part builds upon selected ol der
i deas about business cycles, which | believe still have
consi derable relevance today when given sone new features and
interpretations. The theory ties together profits, investnent,
credit, stock prices, inflation and interest rates, treating their
interactions as central to the process of economc fluctuations and
gr ow h. It purposely limts itself to essentially endogenous
vari abl es representing private sect or activities, | eavi ng
government policies and outside disturbances for subsequent
consideration. | present and di scuss sone new estimates of profit
and investnment functions with inportant roles for growh of dermand
and productivity, the ratio of ©price to cost Ilevels, risk
perception, credit volune and credit difficulties. The results of
these regressions are generally consistent with the theoretical
argunents devel oped in this paper.

The next, nmuch shorter section contends that these endogenous
interactions belong to an enduring core of business cycles. I n
contrast to these central elenments of an endogenous expl anation of
econom c fluctuations, exogenous shocks and policy effects are
typically nore transitory and peripheral in nature, and hence
generally less inportant. | then return briefly to the 1990s to
apply ny views on the history and theory of business cycles to this

period. The final section offers sone concl usions.

Profits, Investnent, and Credit in Business Cycles



Busi ness cycles are far from being all alike; their synptons
and causes differ over tine and across economes. But a powerfu
common elenment runs through the Ilong history of economc
fluctuations around growth trends. At the center of business
cycles are interacting novenents in business profits, investnent,
and credit. Their rises are cunulative and nutually reinforcing,
and so are their declines. Mreover, the three factors play
critical roles in explaining what happens at the downturns and
upturns  of t ot al business activity in market econom es.
Fl uctuations of profits, investnent, and credit have been a common
feature of Dbusiness cycles under very different nonetary and
exchange regi mes, through inflations and deflations, in the 19th as
well as 20th century, in Europe and Asia as well as in Anerica.

O the conponents of aggregate demand, it is the investnent
spending by firns and households that is the prinme nover in
economc fluctuations, being by far the nost cyclical and the nost
vol atil e. This fact has |ong been known and recognized. On the
incone side, profits assunme the role of the prine nover. Thi s
insight is less wdely accepted, but in good agreenent wth
econom c reasoning and evidence. Credit from banks and other
private sources provides the finance for the process, whenever the
avail able reserves permt, under either an external constraint
(such as the gold standard) or donestic constraint of nonetary

policy (usually conducted by a central bank).
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The Profit Accel erator

In nodels of long-term conpetitive equilibrium expected
economc profits are driven to zero. Pure profits are not a
continuous feature of a stationary econony, except where barriers
to market entry or other nonopolistic elenments persist. But not
all profits can be explained by deviations from conpetition or
exploitation of receivers of wages or rent. In a dynamc econony,
profits serve as the incentive for innovative and entrepreneurial
activity. Several otherwise very different theories agree on this
poi nt and see the source of profits in dynam c phenonena of growh
and possibly disequilibrium?

For profits to thrive over a period of tine, both aggregate

demand and productive capacities nust be rising in a mutually

consi stent way. If demand increases too quickly, shortages of
| abor and/or capital will result in upward pressures on costs and
squeeze profit margins. If demand increases too slowy,
overcapacity wll develop, reducing investnent and profits. Thi s

bal ancing act is a delicate one, but overall growh of demand and
output is expected to favor business profitability. The main
direction of influence here should be from growh to profit
mar gi ns. *

To deconpose corporate profits (R) so as to distinguish their
shorter and cyclical novenents from long trends, we use the

definitional equation R = 08Y°, where 0 is the profit nmargin per
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dol lar of corporate income and Y° is that incone. The profit
margins 6 is highly cyclical but approximtely stationary, and its
natural |ogarithm can serve as a neasure of profitability. Theory
suggests and evidence confirnms that profitability is likely to be
determned nore by the change than by the |level of total economc
activity. By analogy with the nuch nore famliar investnent
accelerator, | shall refer to this effect as the "profit
accel erator."

I f an econom ¢ slowdown reduces profit margins and dins the
outl ook for profits, the likely reaction of business firns wll
consist first in cutbacks on decisions to invest, then if matters
do not inprove, in reductions of inventories, output, and
enpl oynent. I ndeed, nost recessions are preceded by sl owdowns, and
by downturns in profit margins, which are anong the earliest
| eadi ng indicators. But not all economc retardations depress
profits and degenerate into business contractions. On occasion,
economc activity may slow seriously but this is outweighed by
productivity and price-cost conditions that remain favorable to

busi ness.

The Determ nants of Profits: An Illustration

It is to be expected that the profit margin be positively
associated not only with economc growh but also with technica
progress and the ratio of selling prices to costs of production

Further, the profit nmargin 0 should depend inversely on the
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effective market assessnment of risk, interest rates, and probably
inflation, particularly when it raises interest and the tax burden
on profits.

Now, consider a regression where the natural |ogarithm of the
profit margin & is the dependent variable. Specifically, 9 is
nmeasured here as the ratio of corporate donestic after-tax profits,
with adjustnments for inventory valuation and capital consunption
to corporate donestic incone. (Profit rates on invested capita
m ght be conceptually preferred, but incone is nuch easier and
better nmeasured than the present econom c val ue of physical, human,
and intellectual capital.) The independent variables are the rate
of economc growh in real GDP (g); change in |abor productivity,
that is, output per hour of work in nonfarm business sector (h);
the chain-weighted price index for GP as a neasure of the price
level (P); wunit labor costs in the business sector (C); change in
the consuner price index as a neasure of inflation (p); the Iong-
term interest rate on Treasury bonds (i); and a measure of risk
aversion (s) given by the difference, yield on new high-grade
corporate bonds minus yield on long-term Treasury bonds.* Al data
except i and s are converted to log formand extend fromthe fourth
quarter of 1953 to the first quarter of 1998, thus conprising 178
quarterly observations. Sone of the data are |agged one or two
quarters, and a constant term is added. The results of such a

regression, with t-ratio statistics in parentheses, are:
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8, =2.935+1. 4860:+2. 657h+3. 248P; ;- 3. 343G _1- 2. 278p;.2- 0. 031i 1.1- 0. 09454
(12.52) (1.81) (3.30) (4.24) (4.31) (1.85) (2.87) (2.83)

Al'l coefficients are significant by conventional standards, and the
R of the regression (adjusted for the degrees of freedon) is
0.927. Al signs are as expected. Productivity h and growmth g are
positively interrelated, and rises in either or both are good for
profits. The ratio of prices to costs P/C should have a strong
positive influence on profit margins, but when P and C are taken
separately, their coefficients should be about equal wth opposite
signs, and they are. Inflation reduces true profits by increasing
taxes on spurious accounting profits from inventories that keep
appreci ating and depreciation of historical instead of replacenent
costs of capital. If one calculates profit margins wthout
adjustnments for inventory valuation and capital consunption, then
the coefficient on inflation becones statistically insignificant.
Wien i is not included, the effect on 0 of p is sonetines positive.
To the extent that transient changes in inflation do not affect
nomnal interest rates, they nmay be associated with a rise in
aggregate demand and a fall in real interest rates. H gher
interest rates and risk, however, are consistently and strongly
reflected in lower profitability.
These regression results nmake intuitive sense and are
generally robust. For exanple, one can substitute different
nmeasures of economc growh |ike the conposite index of coincident

i ndicators (either contenporaneous or |agged one tine period) for
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real GDP, and find simlar results. O one can use largely
anal ogous determnants for changes in the log of total real
profits. Sources of gross corporate incone include sales to each
of the major sectors of the U S econony and abroad; hence the
change in the natural log of Y is related to the the change in the
natural log terns for consunption, investnent, governnent spending,
exports and inports wth the expected signs and roughly according
to their relative magnitudes, but wth investnent particularly
significant. However, it nust also be noted that the 0 regression
still leaves a systematic pattern of change in the error terns. An
AR(1) autoregressive residual correction, which was wused to
elimnate that pattern, raised R from already high to above 0.9
and the Durbin-Watson DWstatistic to near 2.°> | hope to give nore
attention to how the equation for & could be further inproved in
formand content in future work.

But the basic thene should not be lost here. A capitalist
econony displays an ongoing drive for profits, which wll be
particularly successful under conditions of rising denand,
productivity and confidence, and falling interest rates and risk
aver si on. Profitability declines when costs encroach on prices
this is the expansion-restraining factor stressed by Mtchell, and
t he dependence of 8 on P/C, which is confirmed here, is consistent
with that theory. But other factors may al so weaken profitability,
and endanger continued prosperity, and they relate broadly to

changes in denmand, technology, and expectations. Particularly
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inmportant here are the feedback effects from real investnent
decisions that are risky but hard to reverse and from busi ness and
consuner confidence and financial market shifts. Actions of firns,
investors, and to a | esser extent consuners are subject to risk and
uncertainty, msperceptions and errors, which at times can result

i n aggregat e i nbal ances.

| nvestment as Source of Gowh and Instability

Various neasures of corporate profits show a strong positive
influence on generally l|agging business fixed investnent (see,
e.g., Carrier, 1997, ch.6). There are at |east three reasons for
the connection. First, rising profits from past and current
operations are probably the main source of expectations of higher
profits on investnents already under way and under active
consideration. Second, retained profits and cash flow provide the
| east expensive and preferred neans of financing investnent.
Third, recorded profitability serves as the decisive indicator of
the appropriateness of past I nvestnent decisions and has
reputational effects on the access to «credit for externa
i nvest nent financi ng.

| ndeed, profit variables -- rates, margins and totals -- are
enpirically much nore strongly correlated with investnent than
output growh is. It is possible that growh affects profits first
and nore, investnent later and less. A deep reason for this may be

that early successes of innovational investnent are a mgjor source
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of both economc growh and profits, whereas subsequent imtational
investnent has a nore mxed inpact on both. Al so, since the
decisions to invest in plant and equi pnent are long-lived, it would
be suboptimal for such investnent to rise and fall in close
correspondence wth short-run changes in output or sales, and
wr ongheaded for it to respond symetrically to negative as well as

positive novenments in either current or expected economc activity.

However, the association between business capital formation
and profits is not unidirectional, but rather a conplex interaction

with differential lags and common factors such as, notably, the

rate of real economc grow h. In the short run, the dom nant
relationship runs from profits to investnent, in the longer run
mainly in the opposite direction -- that 1is, nore investnent

results in nmore growth, which produces nore profits that lead to
nore investnent and capital accumul ation. The process is fueled on
the financial side by expansions of credit and the nonetary base
and on the real side by rising incones and confi dence of consuners,
i nvestors, and business. It is to sone extent self-rewarding and
can endure for considerable tine. Successful investnment projects
allow profits to be realized and so their stream becones over tine
a continuous, though uneven, process of incone creation and saving,
that is, accumulation of capital or wealth. Thus, it may be a
useful oversinplification to say that wthout investnent there is

no growth and without growth there is no profit.
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In the early stages of a business expansion, the prospects for
its continuing are typically uncertain, which causes relatively
unanbi ti ous but safe investnent projects to be preferred. Al though
interest rates nove procyclically nost of the time, they often
continue declining long after real economc activity has enbarked
upon the process of recovery. The longer the lag of the upturn in
i nterest behind the upturn of the econony, the better the prospects
that prosperity will strengthen and continue (Cagan, 1969). The
wani ng of wuncertainty about the economc outlook inherited from
previ ous weakness occurs while the liquidity levels are still high,
the capacity utilization rates noderate, and prices and costs
relatively stable. In conbination, these conditions probably
approach a favorable equilibrium as well as possible. By then
profits will have been inproving for sone tinme already, wth higher
expected returns and rising incentives to invest likely to follow

The entrepreneurial search for profit opportunities is at such
times particularly enhanced by inproved denmand and cost conditi ons,
as well as by increasing support from financial institutions and
mar kets that share the prevailing favorabl e outl ook.

Profit rates tend to have nmuch larger and earlier procyclical
novenents than interest rates. So have credit flows, that is,
changes in business |loans or funds raised by private nonfinancia
borrowers. This is consistent with the theory that, during
busi ness expansions, nmarket interest rates tend to stay below the

"natural rate" ~-- that is, the expected vyield or nmargina
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productivity of investnment -- which is shifting upward with the
i nvestnent demand function. Interest rates adjust upward but
slowy, which reflects the acconodating increases in credit to
finance investnent.®

A rising stock market helps to keep the expansion going in
several ways. It lowers the costs of capital, which aids real
i nvest nent . Its wealth effect nakes for higher consunption. It
channels sonme part of the nonetary growmh into the demand for
equities, which may result in less inflationary rise in prices of
goods and services and nore rise in prices of stocks. But the quest
and conpetition for higher returns entail increasing risks. The
ri skiness of an investnent project is likely to be the greater, the
longer its duration and the higher its prospective vyield.’
Therefore, vigorous and protracted expansions reach into higher
risk layers by raising the volume and share of |arge-scale capita
spending projects. To overcone the higher risk barriers, nore
confident expectations of higher yield may have to be entertained
by producers, financiers, and investors. There is much prior
belief and sone evidence that boom periods and bull markets breed
confidence and indeed raise the danger of overconfidence in rea
and financial investnent decisions.

Not all investnment projects enhance growth; sonme turn out to

be malinvestnents m smatching resources and demand, others to be

excessive, creating overcapacity in particular industries or

r egi ons. When discovered, these errors and the resulting |osses
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di scourage investnent and deter growh. According to the notion of
overinvestment common to a variety of Swedish and Austrian theories
of long standing, a cumulation of such poor investnments can put an
end to a business expansion. Two sinple but inportant insights can
be offered on behalf of this idea: sound new opportunities to
invest are scarce at any tine, and forecasting costs and returns on
| ong-term business investnment projects is often extraordinarily
difficult. Accordingly, the probability of serious errors in
i nvestnment decisions is high, even if massive efforts are nade to
study the alternatives and find the seemngly best plans or
ganbl es.

Still, so long as the econony expands, the rising risks and
failures tend to be nore than offset by increases in the nmuch
larger volune of safe and successful undertakings. Even bad
i nvestnment projects, as well as good ones, add to the immediate
stream of spending and keep up overall demand. \Were substantia
gestation periods are required to increase the capital stock,
demand is likely to grow faster than capacity. It is only when
demand sl ackens, profits fall, and business retrenchnent threatens
that the existence of excess capacities is revealed. Wen the boom
is over, the growing risks it entails can no |longer renmain
underestimated or even undetected; for exanple, the bad debts
incurred when credit standards were unduly relaxed, as the deals
seened too good to mss, show up as such when business turns

sl uggi sh.
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It is the cyclically nost sensitive processes, such as new
commtnents to invest in plant and equi pnent, and sectors, such as
manuf acturing and construction, that are likely to be the earliest
to cease expanding. This need not inply an inmmediate downturn,
since there is a backlog of unfilled orders to work off and other
sectors, particularly the |argest and nost i nerti al one,
consunption of nondurable goods and services, may hold up and
mai ntain economc activity. But such relief tends to be tenporary.

| nvest ment expenditures lag well behind commtnents (new capita
appropriations, orders, contracts) but their growmh wll decline
soon, wth adverse feedback effects on profits (Zarnowtz 1973,

1992) .

Factors in Recession and Recovery

Eventually, one or nore of the following scenarios can be
expected to make the econony highly vulnerable to recession.
First, a growh slowdown nay depress profits and business
i nvestnent. Second, profit rates will generally fall and neet the
slowy rising interest rates. Third, sone |arge business and
financial failures can no |onger be ignored. Usual |y, bad | oans
and bad investnents have already been piling up; now they nust be
witten off, and costs of legal and industrial conflicts nay be on
the rise, too. Fourth, credit nmarkets begin to turn away from high
risk and leverage to safe and liquid assets. This may degenerate

into a credit crunch, that is, curtailnent of |ending and scranble
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for liquidity. Fifth, an increasing nunber of corporate earnings
reports disappoint prior expectations, and stock prices turn down.
The higher were the price-earnings ratios lifted by a long and
confident bull nmarket, the lower they may fall after a denouenent.
It is possible for any of these devel opnents to occur in isolation
and do only transitory harm but they often appear in conbinations,
which is particularly destructive.

There is no clear causal chain between business recessions and
stock market crashes, banking panics, or credit crunches. Financi al
crises nore typically follow business downturns, but sonetines
precede them The worst, severe disruptions in the availability of
credit, with sharp declines in the liquidity and prices of assets,
devel oped in past periods of deflation. The relatively mld credit
crunches in the inflationary era of the last half-century occurred
nmostly during recessions (Zarnowitz, 1992, ch.3). A financial
mar ket di sorder always poses the danger that overreaction on the
upgrade will be followed by overreaction on the downgrade, a |ong
observed "herding" phenonenon of crowd psychology, about which
historical and institutional analysis may have nmuch nore to say
than deductive theory based on individual rational behavior
(Ki ndl eberger, 1989).

The slowdowns preceding business cycle peaks often fal
heavily on consunption which, though nuch nore stable than
investnment, can be highly sensitive to shifts in expectations

concerni ng enpl oynent, price and wage trends, and househol d assets
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and debts. This aggravating factor of fallling consunption is best
seen as a part of the cyclical process already described, rather
than as another independent cause of it. The source of the
devel opnents to which consuners respond lies mainly elsewhere in
the econony, for exanple, in incomes earned in business and
governnent and in interest rates.®

The cunulative process works 1in reverse during business
contractions. Here the market rate of interest declines less than
the natural rate based on expected profits, which may tenporarily
drop very low, so investnent demand falls well bel ow saving supply.

H storically, cash flowed into the banks, noney and prices fell,

credit deflation replaced credit inflation, and borrow ng was
strongly di scouraged. In major contractions, such devel opnents
still need to be considered, despite great changes in the
under | yi ng conditions which require nodifications of the theory.?

The cunul ative downward novenents in profits, credit, and
early investnent commtnents typically start before business cycle
peaks but they also end before business cycle troughs. Costs of
production and construction, marketing and finance fall in
recessions, as the demands for nmany cost factors decrease nore than
the correspondi ng supplies. To the extent that the selling prices,
which may be less flexible, resist the dowward pressures better
profit margins wll inprove. Progress in know edge industries,
technol ogy, and organization does not stop in recessions, and

eventual ly the centers of growh overconme the centers of decline.
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There are also certain inportant asymetries. On the upsw ng,
busi nesses may have benefited from rises in wages |agging behind
rises in prices, but on the dowsw ng wages nay decrease |ess (or
increase nore) than prices, wth further profit-squeezing and
| ayof f-pronpting effects. A so, when a cunul ated decline in prices
is anticipated in contractions, current spending is slowed,
especially via postponenent of large-ticket purchases, whereas if
output prices are expected to keep rising in expansions, current
spendi ng i s accel erat ed.

As interest rates continue falling and profit margins start
improving, the stock market grows |ess bearish and bottons out,
typically in the latter part of the recession. The early upturn in
equity prices is often hesitant, but gradually a firnmer bull market
devel ops as the recovery gains strength and spreads. The | onger
the good tinmes roll, the greater the confidence that they wl
| ast. Busi ness firns, banks, and other suppliers of credit and
capital increasingly favor higher-yield, higher-risk investnent
projects and instrunments. So in time, the econony returns to the
favorable conditions likely to give rise to another phase of high

growth in credit, investnment, and profits.

Cyclical Investnent Functions Exenplified
Consider the determnation of gross private nonresidential
investnment in constant dollars as illustrated by the follow ng

regressi on:
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| ¢=0. 788+0. 040R_1+0. 294H .1+0. 021SPr_1- 0. 006i ;.4+0. 007i (- 0. 016s;.1+0. 0008x+0. 851l ;_1.
(-3.81) (2.85) (4.88) (2.44) (-2.66) (4.19) (-2.68) (4.63) (31.71)

Here the capital letters refer to natural logarithns of levels for
investnent (1), after tax profits in constant dollars (R), |abor
productivity (H), and the Standard and Poor's 500 stock price index
(SP); i and s stand for interest rates and risk, as defined before;
and x represents the exchange rate of the dollar. The equation
covers the period QL 1967-QL 1998 (125 quarterly observations) and
shows all coefficients to be significant with expected signs (t-
ratios in parentheses) and an adjusted R of 0.997. Notice that |
is in part determned by the sane variables that influence profits
such as the interest rate, risk aversion, and productivity,
al though predomnantly with |longer lags. But even after all these
and still other effects are accounted for, real investnment in
producers' durable equipnment and structures is still found to be
positively influenced by total real profits earned in the United
States during the previous period.

Sone technical problens wth this particular regression
deserve attention. Busi ness capital outlays are 1lagged and
snmoot hed functions of the nore volatile investnment conmtnents, and
as such substantially autocorrelated (Zarnowitz, 1973). Thi s
explains the high and highly significant coefficient of l:.; in the
above equation, but it also suggests that it would be instructive

to examne the sources of business capital investnent after
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properly differencing the relevant variables. The interest rate
which is represented by the yield on long-term Treasury bonds,
shows the expected negative effect when taken four quarters earlier
but a very simlar positive effect when taken in the same quarter.
This suggests the possibility of a reverse causation: investnent,
by raising output closer to capacity, pushes up interest rates.
But this interaction, although plausible, is sonmewhat conplicated
and clearly requires nore study and better estimation. Here | add

one nore regression cast in formof differences instead of |evels:

A 1=0. 025+1. 086G+ 0. 052r (. 2+0. 041sp.3- 0. 007Ai 1 - 0. 019s,.1+0. 021f r.1+0. 001Ax, 1- 0. 002bf ;.
(4.06) (6.08) (2.04) (1.57) (-2.18)  (-4.16)  (2.44) (2.84) (-0.52)

The change in the log of business fixed investnent (Al,)
depends positively on changes in the logarithns of the follow ng:
real CGDP (g:), real profits (ri.2), the stock price index (sp:-3),
funds raised by private nonfinancial borrowers (fri.1) and the
exchange value of the dollar (Ax;.1). The change in |, depends
inversely on the increase in the long-terminterest rate over the
previous six quarters (Ai.s), on risk (s;.1) and the change in |og
of the liabilities of business failures (bf;). This equation covers
the period B 1967-QL1998 (123 observations); its adjusted R is
0.512, the Durbin-Watson statistic is 2.108. Again, all regression
coefficients have the expected signs and all except the |ast one
have significant t-statistics. Al though the lead tines were not

systematically selected, they appear to be in approxi mate agreenent
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with the relative timng of cyclical novenents in the variables
concer ned.

Thus, stock prices tend to have internediate |leads at the
econony's turning points, real business fixed investnent tends to
have short lags. Profits, which the stock market is always trying
to anticipate, should have sizable but shorter leads vs
i nvest nent . Dfferencing may have nmagnified the variability of
timng along with the volatility of the data and rai sed the weight
of contenporaneous values, particularly for g, an apparently
strong and cl ose determ nant of the change in I;.But the effects on
spendi ng of nonetary and interest rate changes have repeatedly been
shown to be very slow, and our regressions are consistent with this
fi ndi ng.

Further, it is of interest that even the mld risk proxy,
whi ch conpares the yields of high-grade corporate and Treasury
bond yields, has a definite adverse effect on investnent in the
next quarter. The influence of credit is reflected wth the sane
timng in the positive coefficient of the relative change in
funds raised by private nonfinancial borrowers. The harnful role
of overinvestnent and malinvestnment shows up in the negative
coefficient of the relative change in current liabilities of
busi ness failures; however, this is probably a weak
representation of this factor and an underestinmate. It wll
require nore work to capture the elusive channels of influence

whereby rising risk and | osses deter further capital
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accurmul ation. Finally, an increase in the dollar's exchange
val ue has a small but significant influence on the change in |
presumably because it stinulates direct foreign investnent in the

United States.?'®

Core and Peripheral Elenents in Business Cycles

The classical literature on business cycles preferred
endogenous theories, stressing the interrelated functions for
busi ness investnent and profits, credit, interest rates, relative
i nput and output prices, and the role of the associated risks,
uncertainties, and expectations. The great expository work of
Haberler first published in 1937 denonstrates this point clearly.
Since then, however, nost econom sts shifted to the view that
exogenous di sturbances, stochastic el enents, and policy factors,
in short 'shocks' of various kinds, are the true 'causes' of
busi ness cycles. It is recognized that the shocks nmust be
propagated in particular ways by the dynam cs of an econony of
i nt erdependent markets, but this is believed to be tractable with
a w de range of nodels and conpatible with the postul ates of the
nmodern general equilibriumtheory. The old idea of self-
sustaining cycles is generally given no attention at all, but
just summarily dism ssed (Zarnowitz 1992, chs. 1 and 2).

| view the current enphasis on shocks as way overdone.

| nt ensi ve argunents about whether business cycles are due to real
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or nonetary shocks, or donestic or foreign shocks, are conducted
as if these were well identified categories that include all that
matters and preclude each other; also, as if the underlying
nodel s could be taken to represent the econony so well as to rule
out the possibility of cycles being endogenous. But these
prem ses are sinply not credible. Shocks conme in a great variety
of conbinations and frequently are not well identified (Blatt,
1978; Eckstein and Sinai, 1986; Black, 1986). There is little
agreenent on which theoretical and econonetric nodels of the
econony are the right ones to use, hence it is difficult to know
what shoul d be taken to constitute a deviation from an
established nodel relationship. | feel quite skeptical of our
ability to sort out the shocks as demanded by the desire to
di scrimnate between current alternative nodels.

Mor eover, there are good reasons to accept |ead-Iag
rel ati onships and nonlinearities as inportant features of the
dynam cs that can account for the endogenous content of business
cycles. But this major aspect of the econony's notion is sinply
m ssed by those anal ysts who concentrate on the role of shocks in
[ inear nodels constructed with little or no attention to timng
di fferences, interactions between potentially self-generating
nmovenents of strongly fluctuating variables, and |ikely cyclical
asymmetries. | see these elenents as being at the core of
busi ness cycles, while the outside disturbances whose causal role

is often questionable are nore peripheral, transitory and
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epi sodi c.

The broad novenents of the econony, including its turning
points, are best seen as sequential processes unfolding in
historical time, not as isolated events. Those historical and
statistical studies of recorded experience that | find especially
reveal i ng assign a deeper causal role to inbal ances devel opi ng
during the phases of the fluctuations than to exogenous shocks.
Cycl i cal boom and-bust inbal ances never originate exclusively in
ei ther demand or supply, but instead always refer to the
interplay between the two nmarket sides. This is so whether the
problemis a shortfall of business or consunmer demand; nonetary
or real overinvestment; vertical naladjustnment (plans to invest
outrun decisions to save) or horizontal mal adjustnent
(overcapacity in sone particular sector or region); financial
instability or crisis of confidence. Attenpting to categorize
shocks as stemm ng from aggregate demand or aggregate supply
al one sel domreveal s anything deep or interesting about the
determ nants of econom c expansions and contractions.

The system of | eading, coincident, and confirmng indicators
consists of tine series data that have, in many studies, proved
essential as tools for identifying, dating, analyzing, and
forecasting business cycles. It is well to know that this
approach originated in the basic working concept of Mtchell and
hi s associates at the National Bureau of Econom c Research, which

was that the recurrent fluctuations of a private enterprise
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econony are caused by changes in the outlook for profits. Wen
the outl ook is favorable, investnent and producti on expand, when
it is adverse, they contract. A nunber of the principal |eading
indicators refer to directly profit-rel ated business
expectations, commtnents, and activities in financial, |abor,
and product markets. '

However, while the case for business cycles having a
dom nant endogenous core is very strong, it should not be
overstated. Real, nonetary, expectational, donestic and foreign
factors all participate in economc fluctuations, and unexpected
changes and conbi nations occur in all of these categories.
Unquestionably, sone identifiable |arge shocks have been
inportant. Major wars have had | asting econom c consequences, as
when Wrld War Il finally ended the G eat Depression, and snal
wars influenced at |least the timng of sonme business cycle
turning points, as in the Irag intervention in 1990. The OPEC
cartel decisions in the 1970s can surely be viewed as exogenous
events.

Monetary and fiscal policy actions can cause unexpected
i ncreases or decreases in interest and tax rates. But even where
it seens clearcut to many that the Fed has created a recession,
matters are much nore conpl ex. For exanple, the nonetary policy
shift in October 1979 allowed interest rates to reach
unprecedent ed doubl e-digit |evels, which no doubt had nuch to do

with the timng and unusual sequence of the two back-to-back U S.
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recessions in 1980 and 1981-82. But the downturn of 1980 was

al so preceded by the second oil shock, to which it has been
attributed by sone analysts (Temn, 1998). The business cycle of
1980-92 wi tnessed ot her novel devel opnents, too, notably very

| arge drops in the velocity of noney.

In 1987, 1990, and 1994-95, the Fed failed to anticipate but
reacted successfully to troubles in the stock narket, the
econony, and the bond nmarket, respectively. Mich of the tine,
nmonetary policies are accommodating, reactive or passive. Even
when the Fed seeks to assert active control, its policies operate
with long and variable lags. Contrary to what m ght be called
the central bankers' theory of business cycles, econonc
expansi ons do not necessarily generate excessive inflation to be
countered by tight nonetary policies. Also, contrary to sone of
their critics, the noves of central bankers to raise interest
rates to prevent or cool a boom do not necessarily either cause
or explain recessions.

The record of U S. fiscal policies on the business cycle is
found to be even nore m xed, but largely negative. The sharp
post - Korean War cut backs in defense spendi ng aggravated the 1953-
54 recession; also, the tardiness and errors of fiscal policy
contributed to the setbacks of the 1970s (Blinder, 1979).

Sur prises and di sappoi ntnents are especially frequent and
inportant in the markets for financial assets. But what matters

in the present context is not the randomy di spersed individual
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price shocks that occur in these markets on each busi ness day.
Rather, it is the waves of optim sm and pessim sm which spread

t hrough | arge nunbers of investors and traders fromtine to tine
and are often seen | ater as excessive reactions. Journalists
often refer to these errors as nmanifestations of "greed" and
"fear", as do many traders thenselves. This opinion (or self-
criticism is overly rhetorical but not groundless; it does not
deserve a derisive reaction fromeconomsts who in turn overstate
the rationality of econom c deci sion-nmaki ng under uncertainty. As
al ready noted, such shared errors of judgenent in private rea

and financial investnent decisions can be endogenously narket -

noved and mar ket - novi ng, and hence inportant indeed.

A View of Sone Recent Devel opnents

The current U.S. business cycle expansion wll be eight
years old in March 1999 and is already the | ongest in peacetineg,
second only to the one during the Vietnamperiod in the 1960s.
However, both the 1960s and the 1980s saw nuch | arger overal
rises in real GDP and total enploynent as well as |larger declines
in the rate of unenploynent, as shown in lines 1-2 of Table 1. In
the first five years of this expansion, from March 1991 to March
1996, U.S. output grew only about 13 percent, conpared to average
growt h of 28 percent in the sane stage of the |long upswings in

the 1960s and 1980s. The unenpl oynent rate actually continued to
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rise for 15 nonths into the 1991-92 recovery, which is highly
unusual .

Al t hough the recession of 1990-91 was relatively mld and
short, the whole period of l[ate 1980s and early 1990s was
sluggish. Net private donestic investnent declined sharply,
| ayoffs spread, wages of other than high-skilled workers | agged
badl y, househol d debts increased, and consuner confidence fell.
Sl omdowns before recessions are conmon but sluggi sh recoveries
like the one in the early 1990s are quite rare: typically, the
first several years of expansion see the highest econom c grow h.

A brief, mld slowdown in 1995 foll owed a year of rising
comodity prices, a bond nmarket downturn, and interest rate
i ncreases driven in part by the Fed' s preventive
counterinflationary actions. It was not until 1996-98 that U S
out put growth accelerated to surpass the historical pattern.

Real investnent in structures, which had been declining in the
early 1990s, has risen smartly in recent years. Ilnvestnent in
producers' durabl e equi pnent, which includes conputers, was
extrenely strong, its growh far exceeding the past record (Table
1, lines 3-4 and 5-6). Corporate profit margins increased
strongly during the upswing in the 1990s, rising from6 percent
to the range of 8-10 percent. This high and grow ng
profitability, exceeding the records in previous |ong expansions,
hel ps explain the recent boomin business capital investnent. The

extraordinary bull market in stocks has served as a powerful
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stimul ator of both business and household i nvestnent (lines 7-8).
Housing starts, too, increased nuch faster, |onger, and nore
steadily in this expansion than in those of the 1960s and 1980s.

The U.S. inflation rate has actually declined during this
expansion, from4.2 percent in March 1991 to 1.1 percent in March
1998, which is unique for the last half-century (lines 3-4).
Falling prices of conputers and related products, oil, other
comodities, and many inports fromcountries in conditions of
financial and econom c distress help explain the U S
di si nflation.

Nomi nal interest rates declined strongly in 1991-94,
reflecting the weakness of the recovery. Later, while the short
rates increased mldly and stabilized, the long rates noved
| ower. Presunmably, the persistent weakness of prices reduced
expected inflation. In the past, interest rates increased in the
correspondi ng cycle stages along with higher inflation (lines 5-
6). For real interest rates, which tend to be negatively
correlated wwth inflation, the converse apparently applied: they
increased in the current expansion, particularly for the short
rates, whereas they decreased in the previous expansions during
which inflation rose. Consistent with the regression estimates in
this paper, the declines in inflation and |long interest rates,
along with the rises in profits and stock prices, had the
conbi ned effect of fueling the investnment boom | would argue

that it was mainly this process that has allowed the U S.
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busi ness expansion to | ast so |ong.

However, sone technol ogy, pricing, and policy factors
hel ped, too. Thus, the six-nonth snoothed growh rate of the
broad noney supply was | ow and at tines negative in 1991-94,
before rising higher nore recently. This shift to a nore
perm ssive or stinulative stance is the opposite to that adopted
in the earlier expansions, when the nonetary growh rates tended
to be higher in early than in |late stages. Fears that this
acceleration wll reignite inflation have been falsified by
events so far, and hence nuted. But there is a new concern, that
the Fed has all owed an overexpansion of credit to feed a bul
mar ket in stocks that nmay be overval ued and headed toward a
crash. G owh of federal debt declined steeply and consistently
in 1991-98. This happy success hel ped to noderate interest
rates, anong other positive consequences.

Recent estimates show real GDP growh at 3.9 percent in
1998, marking a third consecutive strong year of growh. However,
to infer that the expansion w |l persist just because it has

persisted so far, is a non sequitur. The dynam c factors

stressed in this paper are continously at work and they w |l
shape the econony's course. For exanple, the question of whether
and when the very high expected profits apparently expected by

t he boom ng stock market will be confirnmed by actual profits
retains great inportance.

The theory relating business cycles to the volatility of
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profits, investnent, credit, and financial markets remains
relevant not only in the United States and Europe, where the
theory has its historical roots, but even in Asia s new and
different settings during the 1990s. Japan's econony was for a
long tine the envy of the world and the nodel for the smaller

Asi an econom es, thanks to its pattern of |ong and vi gorous
expansions interrupted only by mld sl omdowns. But then
specul ati ve excesses in Japan's real estate and stocks led to
bubbl es that eventually burst. The result in the 1990s has been
a long stagnation, intermttent price and debt deflation, and two
busi ness cycle contractions (one in late 1992 and 1993, the
second underway since about March 1997). El sewhere along Asia's
Pacific rim expectations of high growh and high returns had
attracted large foreign capital inflows. In md-1997, however,
debt and currency crises underm ned investor confidence, causing
pani cs and massive flight of capital. Yet Thailand' s econony
began to weaken in m d-1995 and entered a recession a year |ater.
Korea's sl owdown started in early 1996, its contraction in August
1997. The boom and- bust sequences in East Asia can be traced
back to overinvestnent and malinvestnent as nore and nore credit,
much of it short-term was directed to specul ative ventures, weak
financial internediaries, and industries with excess capacity.

As a result, exports slowed, risk rose, and profits fell rapidly.
The east Asian crises of 1997 and 1998 were in fact triggered by

just the sort of fundanental inbalances in investnent, profits,
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and credit -- for a rich discussion, see Corsetti, Pesenti and
Roubini (1998) -- that are central to an endogenous vi ew of
busi ness cycl es.

Concl udi ng Remar ks

Changes of great inportance have been and still are
occurring in the economes around the world, including
gl obal i zati on of production, trade, and finance; structural
shifts fromcountry to city, farmng to industry, goods to
services; and vast innovations in technol ogy, business
managenent, and conduct of economc policies. After a
deterioration in the 1970s and early 1980s, U S. business cycles
have becone nore noderate, as in the earlier part of the post-
Wrld War 11 era. However, a study of seven |arge and seven
smal | er econom es shows that recessions were nore frequent in the
second half than in the first half of the post-Wrld War |
period (Zarnowi tz, 1998b).

Long busi ness expansi ons benefit society by raising
enpl oynent, consunption, productivity, and profitability, but
they generate inbal ances and are difficult to sustain. The
interaction of profits, investnent, credit and financial markets
is an enduring feature of market econom es, which plays a central
role in business cycles. The U S. upswi ng of the past three
years provides a vivid exanple of how profits and investnent can

rei nforce each other, especially when conbined with an exuberant
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stock market. Recent events in Asia denonstrate how i nvest nent -
dom nated boons can give way to a protracted stagnation with
tendenci es toward defl ati on and under consunption (Japan) or to
severe recessions harking back to the worst depressions of the
past (what used to be called the "newy industrialized econom es”
or the "tigers" of east Asia). O course, there are nany deep

di fferences between the U. S. and the countries in recent crises:
no forecasts or precise parallels are intended here. Wat | do
suggest is that the sane endogenous donestic vari abl es assune
maj or roles in business cycles observed in different econom es,
and that the relations between themare likely to foll ow broadly

simlar patterns.
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Table1

Comparing the U.S. Business Expansion of the 1990s with Those
of the 1960s and 1980s, by Selected Variables and Stages

Percent Change in Years of Expansion Value of Series at Month

1-3 4-5 6-7 1-7 1 36 60 84
1 @) ©) (4) ©) (6) (7) )

Real Gross Domestic Product Unemployment Rate
Current Cycle 7.9 4.6 8.0 22.0 6.8 6.5 55 4.7
Past Average 17.3 9.1 6.1 35.8 8.9 6.2 4.8 4.6
Nonresidential Structures CPI Inflation Rate
Current Cycle -13.5 9.8 11.2 5.7 4.2 2.5 3.0 11
Past Average 13.8 2.3 -0.6 15.6 2.6 25 3.6 4.1
Producers Durable Equi pment Corporate Bond Yield
Current Cycle 26.9 227 30.8 103.6 9.1 7.6 7.6 6.6
Past Average 37.8 8.6 9.7 64.2 8.2 7.8 7.6 79

S& P 500 Stock Price Index Corporate Profit Margin

Current Cycle 22.0 39.5 66.4 183.2 6.0 8.0 10.0 9.0
Past Average 26.4 22.9 27.6 98.1 7.4 8.4 9.3 8.1

Dating: According to the NBER chronology, the current U.S. business cycle expansion
began in March 1991 (for monthly data) or first quarter of 1991 (for quarterly
data). Hence, for the “Current Cycle”, the years denote: 1-3, 3/1991-3/1994; 4-5,
3/1994-3/1996; etc. The months denote: 1, 3/1991; 36, 3/1994; 60, 3/1996; 84,
3/1998. “Past Average” refers to U.S. expansions of February 1961-December
1969 and of November 1982-July 1990. Here the years and months are dated
analogously starting in February 1961 and November 1982.

Sources: The Conference Board, Business Cycle Indicators:
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Real GDP, series 55, nonresid. structures, 87; prod. dur. eqpt., 88; stock price
index, 19; unemployment rate, series 43; CPI inflation rate, 320; corp. bond
yield, 116; corp. profit margin, 81.
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1. For an affirmative version of the argunents sunmari zed here, see
Weber (1997); Klein and CQullity (1998) is a rebuttal, and Wber
(1998) is a reply. For extensions of the debate, see the
proceedi ngs of neetings of the Eastern Econom c Association in 1998
and the Anerican Econom c Association in 1999, with participation
of Blinder, Boldin, Kl ein, Stock, Wtson, and Zarnowtz. O her
related articles include Dornbusch (1998); Zarnowitz (1998a); and
several unsigned contributions to selected 1998 issues of the
Conf erence Board's Busi ness Cycl e Indicators.

2. Mtchell (1913) saw the fluctuations in profits arising from
cost-price inbalances as critical for understanding the changing
investnment and production decisions of firns and hence for
expl ai ni ng busi ness cycles. For Schunpeter (1912), profits are the

reward for innovations adopted by pioneering entrepreneurs. In von
Neumann's cl assi cal production nodel (1937), the ultinmate source of
profits is exogenous technology that permts growh. In early
Keynes (1930), profits disappear in equilibrium defined by the
equality of investnent and saving. In Kaldor (1955/56), profits
persi st because investnment contributes to growh of incone and
capital alike. In nost of these nodels profits include al

nonl abor (property) inconme, and in sone pricing is via a markup
rule, inplying the preval ence of inperfect conpetition or oligopoly
(Kal ecki, 1954).

3. O course, any individual firm under inperfect conpetition may
choose to expand its mnmarket share by accepting a lower profit
margin for a time (Wod 1975). By choosing to do so, the firm
would give rise to an inverse relationship between growh and
profits. But this occasional counterexanple does not vitiate the
nmore general connection that growh increases profits as a whol e.

4. The data used are based on the follow ng series in the Business
Cycle Indicators published by the Conference Board: profits are
series 81; economc growh, 55; productivity growh, 358; the price
| evel, 311; enploynent cost level, 63; inflation rate, 320;
interest rate on long-term Treasury bonds, 115; and interest rate
on new hi gh-grade corporate securities, 116.

5. The correction (AR(1)=0.844) helped explain the large |ocal
trends (up in 1953-65, down in 1966-74, and up again since 1980),
whi ch show up in 0 in addition to pronounced cycles and in absence



of any overall trend

6. It 1is worth noting that these observations are broadly
consistent wth certain ideas of economsts as original and
influential as Wcksell, Schunpeter, Hayek, and Keynes (1930).
Their theories, though deeply different otherw se, agreed that in
expansions the demand for investnent rises above the supply of
saving and is financed by an effectively endogenous process of
creation of credit noney. The classical exposition of the two-rate
nodel is Wcksell (1901-06). Here rising demand for noney driven
by the firms' perceived profit opportunities is nmet by rising
supply of bank credit at costs |ow enough to permt the profits to
be realized. This is described as an endogenous "cumulative
process,” which gradually reduces the excess of investnent denmand
over saving supply (and of the natural over the narket rate).

7. See Cowen (1997) for further, mainly theoretical discussion of
the role of risk in business cycles inspired by old Austrian ideas
as well as nodern financial literature. However, his discussion is
generally silent on the other early line of ideas about risk
increasing in investnent upswi ng, from Kalecki (1937) to Shackle
(1970); on which, see Courvisanos (1996).

8. Neverthel ess, shocks such as a sudden narket crash, outbreak of
a war and fears of shortages, rationing, or credit restrictions
could and on infrequent occasions probably did produce "autononous"
destabilizing shifts in consuner denand. For further discussion
see Temn (1976, 1998), Hall (1986), and Bl anchard (1993).

9. The original theory stens fromthe tinme when the gold standard
ruled and inflation alternated wth deflation so that price |eve
stability in the long run was w dely expected (and reflected in
remarkably stable and |ow governnment bond vyields). In the
Wcksellian two-rate nodel, prices were taken to be perfectly
fl exi ble and changing so as to maintain full enploynment. However,
changes in real incomes can be readily added to the cumnulative
pr ocess, wth quantity adjustnents either replacing price
adjustnments (Laidler, 1972) or, nore generally, conplenenting them

It is worth noting that in historical periods of declining or
stable prices nom nal aggregates reflected business cycles well and
were w dely used, whereas when inflation prevailed, as in the |ast
hal f-century, business cycles were best neasured in real terns.

10. The data used in the investnment regressions of this section
include the following series from Business Cycle Indicators (in
addition to sone listed in note 4 above): real Dbusiness fixed
investnent, series 86; real corporate profits, 18; stock price




i ndex, 19; exchange value of U S. dollar, 750; funds raised in
credit markets, 110; and current liabilities of business failures,
14.

11. Mre generally, | believe that the analysis of economc
fluctuations derived substantial benefits from nethods devel oped by
the NBER, including the historical reference dates, turning-point
identification, enphasis on short unit periods, and efforts at
ti me-series deconposition, deseasonalization, and detrending. Many
recent studies of business cycles suffer from ignoring the above

matters and relying instead on general nethods only. Sone use
annual data which reveal little of what happens during short
recessions, for exanple. Wat is desirable are conbinations of

best nodern statistical and econonetric techniques wth insights
fromcyclical indicator analysis. For exanples of how | eading and
other indicators can be used along with univariate and nmultivariate
time-series nodels, Bayesian forecasting nethods, probability,
econonetric, and nonlinear nodels, the interested reader m ght
begin wth the essays in P.A Ken (1990), Lahiri and More
(1991), and Stock and Watson (1993) and follow with Zellner, Hong
and Mn (1991) and Montgonery, Zarnowitz, Tsay and Tiao (1998).
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