Whither the US economy?

UGO SACCHETTI

Introduction

There is near unanimity among professional analysts of national
economies that the performance of the US economy in recent years
has been by far superior to that of other major industrialized coun-
tries. Evaluations of this tenor became more frequent after the issue of
a brochure by the U.S, Government at the Denver Summit Meeting
in June 1997 (U.S. National Economic Council 1997). This brochure
presented a comparative analysis of the performance of the G-7 coun-
tries and, referring to the US performance, pointed to “An economic
strategy that has worked” and stated, inter alia, that “the US is now
leading the way with a new economic paradigm” (p. 2). It also pointed
out that “Every year since President Clinton took office, job growth
in the U.S. has been stronger than the G-7 average” (p. 4). This was
followed, in October 1997, by an appraisal by the International
Monetary Fund which cited “solid growth in output and employment
with low inflation and a diminishing fiscal imbalance” (IME 1997, p.
4); although it tempered this favorable appraisal by mentioning the
need to raise national savings and reduce the external deficit (IMF
1997). Similar positive evaluations were included in recent Annual
Reports of the Bank for International Settlements (BIS 1997, pp. 9-11
and 1998, pp. 11-13) and in reviews by the Organization for Eco-
nomic Cooperation and Development. Finally, Alan Greenspan, the
widely respected Fed Chairman, recently depicted in glowing terms
the national economy, by emphasizing the rate of growth, low infla-
tion, high employment, and so forth.!

00 Wilmington, N.C. (USA).

! “The current economic performance, with its combination of strong growth
and low inflation, is as impressive as any I have witnessed in my near half-century of
daily observation of the American Economy” (Greenspan 1998).
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Some economists refer to the recent US experience as the ‘New
Economy’, the ‘New Era’, or the ‘New Paradigm’. Its characteriza-
tion is a combination of a sustained economic growth, a low rate of
inflation, a low unemployment and, at times, a low interest rate.”
Other economists, however, dismiss the notion of a new model and
argue that the concomitance of the above mentioned features can be
explained by conventional analysis (Krugman 1997). Both extollers
and critics of the ‘New Paradigm’, however, develop their arguments
by focussing on the three (or four) features mentioned above.

Unfortunately, the use of averages and aggregates carries the
danger of producing an obfuscation of knowledge, and the case under
discussion is no exception. The above parameters offer only a first su-
perficial impression, and they conceal certain important underlying
trends whose analysis not only offers a better insight into the factors
behind those parameters, but, even more importantly, they give indi-
cations of a likely future course of events and of a performance which
could well be much less positive than the one portrayed by the ‘New
Paradigm’.

This article describes four selected trends which will show: 1)
that past economic performance of the US economy was in large part
the result of abnormal economic factors operating under favorable
circumstances; 2) that the four selected trends cannot be sustained
over an extended period of time, and are bound to be reversed; and 3)
depending on the timing of their reversal and on their interactions,
the US economy may enter a period of significant recession, or of a
stagflation, or of something in between.

1. The analysis

The four trends which we selected depict economic factors which
have an important bearing on the performance of the national econ-
omy: 1) rising consumers’ indebtedness (and consumers’ bankrupt-
cies); 2) accumulation of the country’s net indebtedness to the rest of

% To be sure, there is no commonly accepted definition of the ‘New Paradigm’.
Some writers place emphasis also on budget deficit reduction, and on ‘investment in
people’; whereas others focus on technological improvements and related increases in
productivity.
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the world, and, correspondingly, of liquid dollar assets and securities
by non-residents, both resulting from persistent large balance of pay-
ments deficits; 3) lags in wages and salaries of middle-class individuals
and families (and emerging income and wealth maldistribution); 4)
abnormal increases in price-earning (P/E) ratios of sensitive stock in-
dices. It is almost intuitive that changes in any of these trends interact
into each other.

The trend in consumers’ expenditures financed by installment
credit between 1982 and 1998 is shown in Table 1. The importance of
this indebtedness is due to the fact that consumers’ expenditure is
about two thirds of gross domestic product. As the figures indicate,
personal consumption expenditures financed by installment credit
rose at a rapid rate. In 1998 the outstanding balance of this indebted-
ness was almost 4 times as large as that in 1982, whereas GDP was 2.6
times as large. In fact, total consumers’ indebtedness was larger than
the figures in Table 1. The reason is that, as stated in a later para-
graph, during the last twelve years, due to the tax treatment of per-
sonal debt introduced in 1986, consumption expenditures were also
financed by a percentage of so-called ‘home equity loans’.> Another
factor was the widespread and increasing use of leasing of automobiles
which replaced contracting loans for outright purchases. These factors
are difficult to quantify, but even without them, nearly 18% of the in-
crease in GDP during the period 1982-98 resulted from installment
credit obtained by consumers. That percentage was higher - almost
22% for the period 1992-98, which includes the ‘New Era’.* If home
equity loans were included, the percentages would be much higher.’
In other words, personal deficit financing, as a major factor of eco-
nomic growth, accelerated during those six years.

* Home equity loans are essentially second mortgages on real property. When in
1986 interest on installment debt became no longer deductible from gross income,
home equity loans started being used to consolidate {at a lower interest rate) install-
ment debt and also to finance personal consumption. .

* In addition, the data on installment debt compiled by the moretary authorities
almost certainly understate the extent of loans contracted by individuals. The reason
is that statistics of this type are a consolidation of lenders” balance sheets which do
not include loans which had been written off because of bankruptcies or other rea-
sons (see later).

If equity loans and lines of credit were added to installment credit, the esti-
mated ratio for 1991 was about 27,4% instead of about 17.6% for installment loans
alone (Eugeni 1993).
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TasLE 1

CONSUMER DEBT. GROSS DOMESTIC PRODUCT. PERSONAL SAVINGS

A B C D E
Year Installment Dispos. pers. Aas% Gross dom. P_ersonal
credit income of B product savings as %
(8 bill.) (3 bill) {3 bill} of DPI
1982 3304 2,355.3 14.1 3,242.1 2.0
1983 3745 2,531.5 14.8 3,55 6.7
1984 449.5 2,819.8 16.0 39024 8.6
1985 526.5 3,012.1 17.5 4,180.7 6.9
1986 581.8 3,198.5 18.2 4,422.2 5.9
1987 619.8 3,374.6 i8.4 4,692.3 5.0
1988 674.7 3,652.6 18.5 5,049.6 54
1989 72746 3,906.1 18.7 5438.7 5.0
1990 7964 4,1794 192.1 57438 5.4
1991 781.1 4,356.8 18.0 5,916.7 5.6
1992 784.9 4,626.7 17.0 6,244.4 57
1993 844.1 4,829.2 17.6 6,558.1 4.4
1594 966.5 5,052.7 19.2 6,947.0 35
1995 1,103.2 5,355.7 20.7 7,269.6 34
1996 1,194.6 5,608.3 213 7,661.6 20
1997 1,230.7 5,879.4 207 8,110.9 2.1
1998* 1,282.1 6,049.7 21.2 8,573.9 1.2
1998 Q112
Q204
Q302

* Pirst 3 guarters.
Sasree: U.S. Department of Commerce.

A conventional measure of consumer’s indebtedness Is the ratio
of the latter to disposable personal income (DPI). As shown in Table
1, that ratio has exhibited an increasing trend during the 16 years cov-
ered by the Table, though there was a small downturn m 1991 -
which coincided with the 1991-92 minor recession. From the begin-
ning to the end of that period that ratio increased by about 50%. In
the past, a widely accepted rule-of-thumb was that the upper limit of
the ratio in question is 17-18%, beyond which the debt cannot be
safely carried. This notion was implicitly held in a 1993 study of con-
sumer’s debt made by the staff of the Federal Reserve Bank of Chi-
cago (Eugeni 1993). The figures in Table 1, column C show that such

6 The study noted that the ratio had not declined dramatically from 1989 to
1992 and went on to suggest that “households might not be able to sustain higher
level of spending in the near future” (Fugeni 1993, p. 3).

E
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CHART 1

CREDIT CARD LOSS RATES AND PERSONAL BANKRUPTCY FILINGS, 1984-1998
{Loss rates in %. Filings in 000s)
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Source: FDCI Banking Profile, second quarter 1998.

a ‘norm’ was exceeded after 1993, as the ratio rose from 17.6% in that
year to 21.2% in 1998. The validity of that ‘norm’ appears to be indi-
rectly conflrm_ed.by other factual data, As shown in Chart 1, there
was a dramatic increase in bankruptcy filings by individuals from
mld-1'9-94 to .the second quarter of 1998. Actual data publicized by the
Administrative Office of the US courts show that filings were at an
annual rate of 806,000 during the fourth quarter of 1994 and at an an-
nual rate of 1,469,000 during the second quarter of 1998. Moreover,
the percentage credit card losses (charge-off) suffered by insured
commercial banks alone rose at a fast rate after the end of 1994, al-
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most as fast as that of bankruptcy filings. Finally, figures of credit
card delinquencies (the percent of accounts 30 days or longer overdue)
have also reached very high levels.

The above figures and considerations strongly suggest that the
contribution that consumer spending financed by debt has given to
the growth of GDP may disappear sometime in a not too distant fu-
ture. The trend may even be reversed; and a decline in the rate of in-
crease in consumption expenditures would reduce considerably the
rate of growth in the economy and in employment. The probability
of this occurrence (and even negative growth) would be greatly in-
creased if and when there should be a halt in the rise of perceived
wealth (both real estate and financial). A recent study on the sharp in-
crease in charge-offs in credit card loans (Morgan and Toll 1997) con-
cluded that increased (perceived) wealth was one of the two major fac-
tors which explain both the increase in the ratio of debt to income
and the increase in bad debt.

There are two mirror images of the growing consumers’ indebt-
edness. One is the trend in personal savings, the other is the trend in
the deficits in the balance of payments which show heavy, increasing
reliance on foreign savings. The ratio of personal savings to disposable
personal income has steadily declined from 9.0% in 1982 to 0.2% in
the third quarter of 1998. In fact, preliminary estimates indicate that
the ratio was 0.2% negative in both September and October 1998. As
to the country’s dependence on foreign savings, Table 2 shows con-
tinuous balance of payments deficits over the same period of time.
The cumulative total of annual deficits on current account between
1982 and September 1998 was $ 1,759 billion (see Table 2). Deficits
were incurred in during every single year of the above mentioned pe-
riod, even during the minor recession of 1991-92, After 1992, the defi-
cits have increased at a rapid rate, and in the 5 years 1992-97 they rose
by 202%.” This was a reversal of the decline which had taken place be-
tween 1987 and 1991; and both the speed and the size of the upward
trend appear to be significant. They suggest, inter alia, that there are
deep seated factors which cause the economy to fail to produce

7 The rate of change during the last quarter of 1998, and probably the first quar-
ter of 1999, was much faster. The calculated annual rate in 1998, based on the first
three quarters, was $ 219.6 billion, but in actuality it is expected to be much higher
due to the increased trade deficits during the last three months of the year related 1o
the currency depreciations euns recessions in East Asia countries.
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enough_ goods and services to meet domestic demand; and that the
correcuion of those imbalances will be difficult to achieve, An analysis
of those factors is beyond the scope of this article, but it can be stated
that thc? exchange rate (i.e., a possible dollar overvaluation) was not a
determ.mmg factor (though a contributing one), since the US dollar
deprectated, with some fluctuations, between 1991 and 1995 wis-g-vis
the DM, and even more vis-4-vis the Japanese yen, while the deficit on
current account kept rising,

TABLE 2
BALANCE OF PAYMENTS AND HOLDINGS OF FEDE '
BY NON-RESIDENTS RAL SECURITIES
(3 billion})
Balance on currem : i
eur t account; deficit Securities held
Yearly Cumulative by non-residents

1982 11,443 -

1983 43,985 55,428 iigg
1984 98,951 154,379 205.9
1985 123,927 278,366 224.8
1986 153,154 431,520 2634
1987 168,013 599,673 299.7
1988 128,201 727,874 362 .2
1989 104,139 832,013 429:6
1950 91,624 923,637 458.4
1991 4,383 928,020 491.7
1992 58,374 979,394 549.7
1993 86,133 1,065,527 622‘9
1994 123,825 1,189,352 640.7
1995 115,254 1,304,606 814‘2
1995 134,915 1,439,521 1,087:6
1997 155,215 1,594,736 1,230.6
1998* 164,724 1,759,460 1,217.2

~ *9 months.

Sources: U.S. Department of Commerce, Federal Reserve Bullesin.

_ Past deficits, and their apparent tendency to continue, mean that
foreigners have been, and are, accumulating claims vis-#-vis the United
State's. The question then arises until what time this accumulation can
continue. Already in 1984, at the time when the country was still a
net creditor wis-vis the rest of the world, that very question was
I’alSe(?l in a study by the Federal Reserve Bank of New York. Noting
that in the case of payments made in US dollars the exchange risk is
born by foreign investors, the paper envisaged circumstances under
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which foreigners would be reluctant to continue financing large ex-
ternal deficits by the United States (Palash and Radeki 1984).° After
the publication of that study, however, the deficits on current ac-
count continued unabated (see Table 2), and in 1986 the country be-
came a net debtor to the rest of the world. At the end of 1997, the US
net international investment position was minus $ 1,322.5 billion, i.e.,
about 16% of gross domestic product. At the end of September 1998,
the amount of public debt securities held by public and private (non
bank) foreign investors reached the figure of $ 1,217.2 billion. This
represents about 36.5% of total outstanding marketable interest bear-
ing debt securities held by the public: a very high proportion, espe-
cially since the United States has no control on decisions by foreign
holders as to whether to keep the securities in their portfolio or liqui-
date at least part of their holdings.

'As to bank deposits and other similar liquid assets in US dollars
held by non-residents, information is not complete or precise, but the
picture is not different from that presented above with respect to pub-
lic debt securities. During the period 1982-98 total reserves (minus
gold) held by all the countries covered by the statistics of the Interna-
tional Monetary Fund rose by some $ 913 billion. Excluding the
change in the US reserves, the total increase was about $ 891 billion.
Since the change in SDR holdings and in the reserve position in the
IMF, taken together, were only some $ 14 billion, the increase in total
reserves of countries outside the United States consisted essentially of
foreign exchange: they rose by $ 877 billion. No publicized figures are
available as to the composition of that amount of the change in re-
serves, but it can be safely assumed that a very high proportion of
those additions, and of reserve holdings, consisted of US dollars.
Other holders of US dollar assets, i.e., other than central monetary
authorities, cannot be easily indentified; nor is it possible to estimate
with reliable accuracy the amounts which are potentially subject to
discretionary decisions by such other holders. They could decide to
continue to hold until a certain time (or even accumulate); but at a

® In the late 1980s numerous books and articles expressed concern about the
vulnerability of the US financial position in world markets. For example, one article
(Business Week 1987, p. 53) pointed out: “It’s time for America to wake-up” and
“Americans have spent too much, borrowed too much, and imported too much.
Now it is time to stop” and, referring to the external imbalance, “And now the bill

comes due”.
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glt;’lz? fl;):i; L?ezfme they may decide to liquidate, by converting into
‘The_accu_mulation of consumers’ indebtedness has an intuitive
relationship with the trend - a near stagnation - in incomes of sal
ried persons, and with the changes in income distribution. Thes S 5;‘
'other matters will be discussed in the following paragra hs. O i
intent is to sho“.z that the various factors that caused‘ fhe .ab::entlam
dev'eloPme_nts - 1.e,, 2 stagnation in lower and middle incomes an:iv .
red_ist.rlbuuon in favor of high incomes - are unlikely o continue | .
d.efmltely; and that a reversal of those two develo m)e:nts is 6 poo.
sible, perhaps not far in the future, The subject is L::om lex acllllzllte P10§‘
faced, and it is only possible to review the factors invlz)lved in I:l:utxl'-
sory manner. Moreover, while some of them can be quantified, othe
have to be left to the intuition and deductive reasoning of the r:eader N
, As a background, two phenomena have to be highl; hted
which have taken place almost simultaneously: a loss of ggar ining
power by labor; and a return of businesses’ pricing policy to ag arllingg
close to textbc?ok competition - as different from the po]ig? of ‘rets N
targeting’ which had prevailed during the 1970s (and lelier) rz
which characterized stagflation, Combined with the continuo:.lsare]f-
forts to cut costs by replacing labor inputs with technologically ad-
vanced de_wce_s (computers, robots, communication equipment );tc)
!:)y consolidating production operations in fewer plants End by shife-
ing them to lower cost areas abroad, these phenomer,la resu){ted 1
what has been called ‘downsizing’, i.e., a massive reduction in Worqul
force by businesses in practically all sectors of the economy, and at all
levels, from mid-management to manual labor. At the sam’e tim; la-
bor unions gradually lost power for a number of reasons. One ;vas
she_er numbers. The percentage of organized non-farm w'ork force
wh15:h had reached the highest level in 1954 (at about 32%) graduall :
dech.ned thereafter, to about 14% in 1998. A second reason was th)e:
relative shift in total employment from manufacturing, where unions
are mor.e'effe;:tive, to the services sector. This was a rn,ajor change in
composition.” Two additional factors reduced the effectiveness of the

9
In 1975-76 the number of empl i i ilii
: ! ployees in manufacturing was about 18 mill
;md has remained practically unchanged, with some ups and %{owns;l i?]utthe ir?:;r:rggz
i::lcgs [;szigilzﬁ::lll ::l!'fls time. On the other hand, the number of enlpl(;yees in the serv-
; udin, illion |
s sector (incluc atgt }igics)\:?g:glem) rose by some 85% from 55 million in 1975-76 to
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unions. The first was that in 1982 the union of the air traffic control-
lers suffered a defeat in its confrontation with the Federal govern-
ment, and this had 2 major negative impact on the attitude of union-
ized labor. The second was the in-fighting in certain large unions.
Both weakened the unions’ strength inside the labor movement; and
one consequence was that whenever businesses decided to introduce
reductions in remunerations, employees, in large part, offered liutle
resistance."
Whether or not the above cursory review of labor-business rela-
tionships includes the principal factors that led to ‘downsizing’, the
fact is that the latter, together with stagnant or lower pay, continues
to be a phenomenon of major proportions in the national economy,
and not just in the sectors involved. It was extensively described about
two years ago in a series of articles in The New York Times (Uchitelle
et al. 1996). For the purposes of this paper, the main aspects high-
lighted in that review were: 1) from 1981 to 1995 about 41 million
employees were terminated; 2) both factory workers and office work-
ers were affected, although in the initial years the former group was
more severely affected than the Iatter; 3) the persons involved were of
different sexes and ages (particularly below 50 years); 4) a vast major-
ity of the downsized employees had annual incomes of up to $ 50,000,
though the persons more frequently affected had incomes between $
15,000 and $ 30,000; 5) the state of the economy was not a determi-
nant factor, as, on an annual basis, more persons were terminated dur-
ing prosperity periods than during recessions, with the exception of
1991.
The downsizing has continued until this time (it was extensive
in 1998), and, because of this, an explanation is necessary of its co-
existence with a gradual decline in the rate of unemployment. This is
not just a statistical exercise, since one of the essential aspects of that
phenomenon is the near stagnation of incomes {except at the very
high and very low levels) and the resulting income inequality. To a
very large extent, the employees that were downsized: 4) found an-
other occupation, most of times at a lower salary; 4) became part-time
employees; ¢) found occupation as temporary employees, with no

' A contributing factor of diminished employees’ resistance was that, to avoid a
default on mortgage payments, and a loss of the home, a reduction in pay was the

preferable, however unpleasant, option.
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benef[ts ‘V]ll‘ le rece V' a wWer income ii) becallle Self'enlplO?Cd ;*Ild
) : 1 .[ng 10 > )
I
X 1

The end prOduct‘of all this was 2 marked income redistribution in f.
vor of the top quintile, resulting in substantial inequalities o
i '{'}111:1. Ifncome cl‘langes mentione.d al?ove were extensively covered.
SCh.mitt o ;léspe%t}j 1;1 4 recent pubhcapon by Mishel, Bernstein and
Schmitt b). ! e following Table 3 is derived from that book, and
by s iiﬁorasseT }?n t}?ose of the U.S. Bureau of the Census adjusted
ey ol + Hh¢ chosen years are those of the peaks in the busi-
. Everi though the period 197379 included the effects of the fir
cl);ll scilgck » real median incomes rose in that- period; whereas it dzf
; Iiloethe :tween 19f79h and 1994, and even more between 1989 and 1994,
Anoth Ofats}lfect of the phenomenon was illustrated jn the 1997 annual
oview of ¢ e economy by the U.S. Government (1997). That publica-
on included a whole section dedicated to income nequalities. The

Hoygrpo o o . : o
tered t}\l?i:l]gol . 1fs mpossible quantitatively to differentiate between women who en-
out of necessitr c:gcedas ; 5f0c1olog|cal phenomenon and those who started working
to 1998, male e}rr':lplcfyn‘::jlto r;;: ?}g{):r;%né by-lf.ex appear 1o be significant. From 1982
employment rose from 43.2 million to 613{n rililll?gnt ?4721%5 million (27%), while female
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followmg Chart 2 is reproduced from that book, and shows that bei
ween 1979 and 1995 only the top quintile increased its share in tota
income. The other four quintiles suffered sizable declines in their

shares.
TABLE 3
MEDIAN FAMILY INCOMES
(1995 dollars)
Annual rates of change
Median incomes from preceding data
bl Amount Percent
]
1947 19,088 - -
1967 33,305 711 2.8
1973 38,910 934 26
1979 40,339 238 Q.5
1939 42,049 171 0.5
1994 39,881 -434 -1.0
- -0.2
1994 from 1979 92
SRR I I D
CHART 2

CHANGES IN SHARE OF INCOME RECEIVED BY EACH QUINTILE
1979-1995

10

-5

-10

. . . e
inti intil intile Quintile Quinti
Qullnule CQu 2nt1 e Qu : A ;
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Families with stagnating incomes or near-stagnating incomes
found it possible to overcome their difficulties by taking advantage of
two major facilities. One was the recourse to consumer’s credit and
other forms of credit discussed in previous paragraphs (as well as the
recourse to the bankruptcy courts). The other was the remarkable re-
siliency of the trade system which continuously adapted itself to the
changing income structure. This consisted of an increase in the num-
ber of discount stores and of stores offering low price/quality mer-
chandise (while some up-scale went out of business due to the shrink-
ing demand from the upper middle income section). In addition, there
was a considerable increase in so-called ‘warehouse clubs’ where con-
sumer goods are sold on a self-service basis at lower prices than in tra-
ditional stores. There has been a similar trend in stores which sell
electrical, plumbmg, and construction materials as low- and medium-
income receivers mcreasmgiy engaged in do-it-yourself activities, thus
replacing home repatr and similar work traditionally done by outside
contractors.

Data on those changes in the trade network are not easily avail-
able on a consistent basis. Data derived from the Economic Census
conducted by the Bureau of Census for the years 1982, 1987 and 1992
(1997 is not yet available) are available only for certain categories, but
not for warehouse clubs. The latter, therefore, had to be estimated,
and may contain more than minor errors. Nevertheless, the trends
shown in Table 4 below are revealing for our purposes.

TABLE 4
RETAIL SALES BY CATEGORIES OF STORES
(Billions of current $)
1982 1987 1992
- Total remil trade 1,085.9 1,503.6 1,894.6
Percentage change - 385 26.0
- Department stores {incl, leased stores}
National chains 28.6 354 36.1
Percentage change - 238 2.0
Discount or mass merchandizing 38.8 69.4 103.4
Percentage change - 78.8 49.0
- Misc, gen, merchand. stores
warehouse ¢clubs 7.9 18.8 307
Percentage change - 127.8 63.3
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Unfortunately, no separate data are available for self-help stores
for electrical, plumbing, construction materials purchased by do-it-
yourself consumers, and for so-called ‘fast food stores’, i.e., restaurant-
type establishments where food is either purchased at the counter or
is deltvered to homes.

The fourth trend under consideration for the purpose of this ar-
ticle is that of prices of shares in different stock markets in the coun-
try. The significance of this trend is that: 4) share prices have risen
considerably in recent years, well in excess of any commonly re-
garded standards; and ) it is widely believed that the higher valuation
of stock holdings has created a so-called “wealth effect’. This means
that individuals who have seen their portfolio increase in value have
been inclined to increase their consumption expenditures, and even to
borrow against the collateral of their highly priced shares. A possible
secondary effect is that even those who do not have shares regard the
rising markets as an indicator of the health of the economy and, ac-
cordingly, increase their consumption expenditures. Even though the
Dow Jones Industrial Average is, at the time of writing, slightly be-
low the recent peak, its level is extremely high. In support of this
statement we use the price/earning (P/E) ratio of the ‘composite SP
500", Table 5 shows the figures for this ratio from 1982 to date. They
show that from 1982 to 1990 the ratio remained below 15, with some
exceptions. A notable exception was the period leading to the market
‘crash’ of October 1987, during which the ratio rose from a 16-17
range to 22.10 in September 1987.

The ‘conventional wisdom’ has been for many years that the
‘norm’ for P/E ratios is 15. As the figures in Table 5 show, the ratio
has been above the ‘norm’ for most of the 1990s. At the end of 1998 it
was about 32. Should it return to 15, the decline in market valuations
would be of the order of 53%, Using the widely quoted Dow Jones
Industrial Average (assuming that the same percentage applies to it),
the index would decline from about 9300 at the time of writing to
4371. Such a decline would take place over a period of time during
which investors would suffer great losses, which would be hard for
various groups of people, especially those who had used the overval-
ued stocks as collateral for loans, and those who had invested retire-
ment savings in the stock market at the time of high valuations. A
predictable general consequence would be the disappearance of the
‘wealth effect’ and of the consumption expenditures based on it.
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TABLE 5

PRICE/EARNING RATIOS FOR SP 500 COMPOSITE
{Averages of the month at the end of each quarter)

1982 I; 7.32 1991 I 1748
7.41 0 1794
o 850 M 19.88
v 1017 v 21135
1983 I 1195 1992 1 2545
o 1325 o 2508
NI 1328 or - 2452
IV 1241 W 2409
1934 I 1120 1993 1 2344
I 1008 )i | 22‘71
m 1022 I 23.74
v 993 v 2284
1985 I 1070 1994 1 2036
. I 1140 o 1956
m 1151 m 1836
IV 1347 v 16.80
1986 I 1536 1995 1 1634
II 1675 il 16'68
o 1644 I 1697
v 1677 vV 1751
1987 I 1999 199% 1 192
I 1ss7 i 19'1
m 2210 I 19.7
IV 154 v .-
1988 I 1522 1997 1 207
I er m 228
I 1238 m 241
IV 12,10 v 236
1989 I 12238 1998 1 277
I i301 I 263
m 1373 m 244
IV 1470 v 31'9
1950 1 1477
I 1660
I 1490
vV 1519 J

Sources: Swandard and Poor, Security Pric i
, ¢ Index R
1995, Brsiness Week for 1992-1998. o ecord, 1996 edivion for (582
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2. Possible developments

"The four trends described in the preceding Section 1 are clearly ab-
normal. As such they are bound to be reversed or, at least, brought to
an end. Tt is not conceivable that the United States can continue in-
definitely to register deficits in its external account, and that non-
residents will be prepared to continue to accumulate without limits
financial claims vis-¢-vis the United States. Likewise, it is not conceiv-
able that residents will continue indefinitely to accumulate install-
ment debt and similar debt at a pace in excess of that in personal in-
come; and that the rapid increases in personal bankruptcies will con-
tinue. It is also likely that the income maldistribution, which is partly
responsible for the rise in consumers’ indebtedness, will be corrected,
especially for incomes in the middle range. And, finally, the extraor-
dinary rise in the P/E ratio may be reversed, and the ratio may return
to its traditional norm.

Whereas a future break in the trends is certain, and a reversal in
at least some of them is probable, the timing of these events is uncer-
tain. It is even more difficult to anticipate which of the four trends
will be first in reaching a turning point, and most of all what will be
the dynamic sequence which may develop. The uncertainty as to tim-
ing is suggested by simply observing that the analysis in this paper,
and the considerations in this section, could have been made many
years ago; and yet the trends have continued. In fact, there have been
occasional warnings; and, as an evidence of the durabilities of the ‘ab-
normalities’, two studies made as far back as 1988 can be cited. One of
the conclusions of a detailed review of US external imbalances by
Akhtar (1988, pp. 31-33), Vice President of the Federal Reserve Bank

of New York, was that,
«; continuation of large external imbalances poses a most serious
threat to the medium- and long-term health of the U.S. and global
economy. The international deficit, therefore, appears to us to be
one of America’s most pressing economic problems, which must
be reduced much further or perhaps even eliminated, in coming

years”,

In fact, the deficit on current account, which reached $ 155 billion 1n

1997, is expected to rise to $ 225 billion in 1998 (from $ 128 billion in.

1988).
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In a book published also 10 years ago, Benjamin M. Fri
é(;cusszd En' the broader problem of Americans hzjwing lived tcl)zdlrgiz
19§§n their means by running up debt and selling assets (Friedman
1988). He anticipated an inevitable protracted and persistent decline
in the standard of living of most Americans.” Other warnings and
predictions of a similar nature were not uncommon at the endgofafl;
is;s; dicage. Elclogolrlnisti] and analysts lamented the growing of w}tlai

e to be called the ‘three deficits’, i.e., the foreign ict
budget deficit and the transportation infrastructui dtgfigft.dficig :ﬁz
latter, a derailed study by the U.S, General Accounting Office (1989)
highlighted the growing of the traffic congestion at an alarmin
a significant deficiency in road pavements, and the neced to rega[iJ: Ce;
replace thousands of bridges. To this, one should add an outd pd .
tem of air traffic control, creS

After the end of the last decade, warni i icti
have become less and less frequent. O’ne of tl;llf i‘ja?sinciu:laprzc}'li;?;lls
be that people have continued to live on borrowed money a;gld thz
country has continued to rely heavily on foreign capital W)if;hout et
suffering any of the consequences that many had feared. In fact de-
ing apprehensions have been replaced by optimism and the self-
congratulatory ‘new paradigm’ which was referred to at the beginnin
of this article. That paradigm appears, however, simplistic superficiagl
and devoid of any underpinning when viewed against the l;ackground
of increased borrowing by consumers (and businesses), dangerousl
declining rates of savings, increasing indebtedness to tl;e rest of th{ar
world and alarm'ing.levels of stock market valuations.

At the beginning of this section it was stated that a reversal in at
least some of the four trends is quite probable ~ even though the tim-
ing is uncertain. Even with the awareness that similar expectations
made public at least ten years ago have not been validated by actual
developments, tl?ere are reasons to believe, at this time, that reversals
may not be far in the future. The reasons for this statement will be
given in the following pages.

A possible turn in the trend of wages and other remunerations
and a change' in income distribution, may be under way. Average real
weekly earnings (in 1982 dollars) in the private sector had declined

124 .
Friedman’s book focussed on the Fede ici i
1 ; ral Budget deficit; but it also expressed
(gi:;’?;i':p rehension about the foreign deficit. “Foreign lenders will not contilx)lu?siil-
defi i Ii y to accu;nu[atc our LO.U.s without growing fears that we will not pay or
at when we do it will be in inflated dollars” (Friedman 1988, p. 34).
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from $ 301 in 1977, vo $ 271, § 254, $ 256, in 1982, 1992, 1996, respec-
tively; but they rose to $ 261 in 1997 and to $ 268 in 1998 (see Table
6). In our view, some of the reasons for this are as follows. There are
indications of some resurgence in the strength of the trade unions,
such as the outcome of major contract negotiations in the industrial
and transportation sectors. Another factor is the reduced availability
of qualified manpower. Both appear to have contributed to improve-
ments, though limited, in the incomes of working persons in the large
area between the lowest and the highest income levels. Whether or
not these developments are symptomatic, there are other factors and
constraints which make it appear that increases in the remuneration
of the labor force, in general, are inevitable.

Over the last 15 years, or so, the ability of families and indi-
viduals, but especially the former, to maintain their standard of living,
in the face of reductions in incomes and benefits, has been made pos-
sible by three ‘safety valves’. One was the increase in the number of
spouses who went to work to add to the family income. According to
the Bureau of Labor statistics, in 1960 18.6% of all women with chil-
dren under 6, and living with their husbands, were working. That
percentage increased to 45.1 in 1980 and to 62.7 in 1996. Considering
the varying social and professional circumstances of families, it is dif-
ficult to anticipate that major additions to family income may derive
from this source. A second ‘safety valve’ has been the previously re-
ported change in the retail network. This has offered the possibility
to increase the purchasing power of a given income by purchasing
goods at discount prices in a variety of stores. Despite the dearth of
data in this respect, it appears significant that between 1988 and 1995
consumption purchases have gradually shifted from conventional de-
partment stores to discount stores, so that the share of the latter in to-
tal sales rose from 44% to 60%. Since the possibility of shifting from
one type of stores to another is conditioned by the limited variety of
goods available at discount stores (generally low priced items), and
since services, with some exceptions, are not available at discount
stores, the possibility of increasing the purchasing capacity of one’s
income through this device may be nearing a ceiling.

A third ‘safety valve’ - apart from increasing recourse to indebt-
edness — has been the declaration of personal bankruptcy. As previ-

ously stated, these bankruptcies reached a record level of 1.4 million

during the year ending june 30, 1998. They grew gradually until 1995,
but rapidly thereafter, Between 1995 and 1996 they grew at an annual
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rate of 21.4%, and at an annual rate of 26.4 % between 1996 and 1997
Tihe.se were the years of the ‘New Era’, with economic expansion de:
clining unemployment and lower inflation, The pace slowed down to
8.6% bz.atween 1997 and 1998. Whether or not this sudden drop in the
rate of increase is the beginning of a declining trend, this ‘safety valve’
for the low and medium income earners is likely to be less accessibl

1 the future.”® One reason is that, under pressure from banks ancti3
ot:l:: l'enders, Congress has been considering legislation which would
bmanke r:l; tr(r;;re difficult, or more costly, or both, to declare pf:rsonal

‘ TABLE 6
CHANGES IN EMPLOYMENT AND EARNINGS, 1979-1998
W Emp]oyment{Population Average weekly earnings*
Year ratio (1982 dollars)
Male ’_ Female Level % change
year to year
1979 73.8 47.5 291.66
1982 69.0 477 267.26 -1.2
1983 68.8 43.0 272,52 2'0
1984 70.7 49.5 274.73 0.3
1985 70.9 504 27%.16 —1.3
1986 710 51.5 271.94 0'3
1987 71.5 525 269.16 —1:0
1988 72.0 53.4 266.79 -0.8
1989 725 54.3 264.22 -1.0
1990 72,0 54.3 259.47 -1.8
1991 70.4 537 255.40 -1.6
1992 69.8 53.8 254,99 -0.02
1993 70.0 54.1 254.87 -O
1994 70.4 55.3 256,73 0.7
1995 70.8 55.6 255,29 -0.6
1996 70.9 56.0 255.73 0.3
1997 713 56.8 261.31 2.2
1998 716 57.1 268.11 2.6

* Private non-agriculteral industries.
Sostrces: U.S. Department of Labor. Bureau of Labor Statistics.

13
redic tI_Inder the law, persons who have filed for bankruptcy are denied access to
red (i)rbupkto seven years. During the period 199198 the cumulative number of
priv;)tr‘lzaemarlaorﬁftcxescwas %bo_ut 8 million; ie., about 7.7% of total non-agricultural
gei ¢ dp )C/l tlznt. onsidering that certain sections of the working force may not
nchined to declare bankruptey, that percentage is not insignificant,
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The upward trend in consumer borrowing in all forms™ is not
likely to continue for an extended period of time. This is suggested by
two indicators which have been covered in Section 1. One is the ratio
of debt to disposable personal income. The other is the ratio of per-
sonal savings to DPL The latter reflects the general picture of house-
hold finances and expenditures. As stated on page 74, that ratio,
which has steadily declined during the last 15 years, has become 1311,
or possibly negative. This is a national average. It means that some in-
come groups, probably the middle income group, has had a negative
ratio for much longer, and to a larger extent. Normally, low savings
are expected to be associated with societies t&fhf)se government pro-
vides ample benefits during one’s lifetime. This is not t}_w' case in the
United States. Moreover, an incentive to save could originate in the
fear, at this time, that Social Security benefits may not be available, or
fully available, starting with the second decade of the next century. As
to the ratio of indebtedness to DPI, its rise to about 21% in the recent
past is cause for concern, While it considerably exceeds the histori-
cally safe ‘peak’ of 16-17%, consumers’ balance sheets have been bur-
dened, as was mentioned in a preceding paragraph, bY.payments for
home equity loans, for leasing equipment (besides. l_:he first mortgages
on the primary residence), which also have been rising ata rapid pace.
When all these payments are added up, a calcnlated ratio of debt to
DPI may well be about 30% at this time. In_ conclusion, net borrc?w—
ing to finance purchases of goods and services may reach a turning
point in a not too distant future. o o

An improvement in the US external financial position is inevi-
table, but difficult to achieve. The factors that caused the country’s
current account deficits are numerous: some are of a ‘structural’ na-
ture, while others are due to developments in the ou_tside world, such
as currency devaluations, a rapid technical education of the labor
force, acquisition of modern technologies, to mention a few. Those of
a ‘structural’ nature include the de-industrialization of the country,
especially during the period (until 1985) of a large anc! raPid apprecia-
tion of the dollar; the development abroad of competing industries in

t i i ives li ion is ‘students loans’, Until
One type of borrowing which receives little attention is s

late 1970s chﬁ: loans were negligible, but rapidly rosc in the early 1980s 1o about $

15 billion (in 1996 dollars). After stabilizing in the early 1990s, they increased at an

average annual rate of about $ 3 billion thereafter until 1997 when the level was about

$ 33 billion.
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fields where the US had previously a practical monopoly (typically
the aircraft industry); and the progress made in developing countries,
including India and China, in grain production. Even during the mini-
recession of 1991-92, the country continued to run current account
deficits, though minor ones. A similar recession at this time would
produce an even smaller correction due to the increase in payments to
service the large foreign debt. To give a rough impression, since 1991-
92 non-residents have accumulated large dollar financial assets, These
are of different types; but the holdings of US Treasury bonds alone
have increased by some $ 700 billion, and this requires additional an-
nual gross interest payments of some $ 30 billion. It is, therefore, very
difficult to envisage what set of measures and circumstances can pro-
duce a gradual elimination of the deficits in the US external ‘accounts,
a goal which is clearly unavoidable.

A different, though closely related, problem arises from the ac-
cumulated holdings of claims vis-3-vis the US by non-residents. They
will not disappear even when the current external accounts were
brought into balance. Predictions that foreigners will not continue to
hold, and try to liquidate America’s IOUs - sometime presented with
dramatic images -, have been made since the country became a net
debtor in 1986. And yet, foreign debt has continued to accurnulate to
this day. While it is extremely unlikely that non-residents will in-
crease their holdings of dollar denominated assets without limits in
time and amounts, a turning point may not be caused by endogenous
factors, even if the current account were to be balanced. This is based
on the observation that the monthly publication of large current ac-
count deficits, and the knowledge of an increasing foreign debt, ap-
pear to have no impact on the financial markets. A more likely trig-
gering event could be exogenous in nature, such as a return to normal
conditions in Asia and Latin America, a conflict in the Middle East, a
gradual increase in preference for, e.g, the euro as a reserve currency,
and so forth. It should be emphasized that sales of US dollar liquid
holdings by non-residents on the foreign exchange markets will not
change, by themselves, the amount of outstanding claims. For a re-
duction in those claims to occur, they would have to be exchanged
against non-financial assets in the United States.

Finally, the upward trend in the stock market is bound to be re-
versed, and it is to be expected that a declining trend, once estab-
lished, will continue until more ‘normal’ valuations are attained. As
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noted above, at the end of 1998 the P/E ratio for the SP 500 compos-
ite, at about 32, was more than double the ‘norm’ of 15. This is, how-
ever, an abstract concept for investors. The turning point may be
triggered by more tangible circumstances. A decline in dividends,
caused by shrinking profits, would highlight the large, and increasing,
gap in individual returns from investments in stocks and bonds. At
the end of 1998, the dividend yield from the shares in the SP 500 was
about 1.3%, whereas the yield from 10-year Treasury bonds was
about 4.7%, and that from AA industrial bonds was 6.1%. So far, a
hope to realize capital gains has induced many investors to remain in
the stock market. When it should become apparent that capital gains
are less and less likely, a move away from stocks may begin. To be
sure, the valuations in the stock market benefit from an upward bias.
This is due to a number of factors. These include: the gradual accumu-
lation of stocks in tax-preferred pension accounts held by individuals
who are counselled not to sell during the so-called ‘temporary correc-
tions’; the dominance of mutual funds whose managers advise to ‘stay
for the long haul’; the pervasive unfamiliarity with short-selling and,
perhaps, the general psychological orientation towards the ‘positive’.
Should a protracted decline, however, set in, those same factors could
act in reverse and produce the P/E ratio to fall beyond the ‘norm’.
These are the factors which may cause turning points in each of
the four abnormal trends discussed in this paper, when taken in isola-
tion. In fact, however, changes in those trends interact with each
other. When this occurs, cumulative effects are likely to take place
possibly in a circular manner. To give an example, increases in labor
costs not accompanied by equal changes in productivity are bound to
exert a dowmward pressure on earnings. This could cause a protracted
decline in financial markets; in turn, this could cause a reversal of the
‘wealth effect’, ie., it could induce reductions in consumers’ pur-
chases.” These reductions could result in still lower earnings due to 2

5 1t is broadly recognized that there is a “wealth effect’ on consumption expendi-
tures, but estimates of its size are conjectural, and vary within a wide range. The con-
ventional view seems to be that for each $ 100 increase in the value of stocks held by
houscholds there is a $ 3.00 addition to consumption expenditures. This coincides,
more or less, with the opinion expressed by Mr Greenspan (1998); but others esti-
mate the amount of additional spending at as much as 10% (Standard & Poor/DRI).
Estimates using different measurements have been made by the BIS (1998) and by
Macrocconomic Associates of St. Louis. An unanswered question is the size of a pos-
sible symmetrical effect in the case of protracted declining markets.
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dech’ne in the volume of sales, unless businesses revert to ‘target re-
turn’ pricing, in which case prices would increase. Considering that
an annual increase in consumers’ expenditures financed by borrowin
of § 100 billion represents roughly 1.5% of GDP, a mere cessation ogf
that borrowing would, by itself, reduce pro tanto the rate of growth
Unemployment would likely increase, -
Quanti.fying possible results within a time frame of, say, 2 or 3
years, c‘)f major changes in the four trends is an impossibie ta;k The
dynamics is so complex and characterized by uncertainties that an
sequence of events is highly hypothetical. In addition, pé)ficies ar};
bound. to be changed in the face of developments which are deemed
undeS{rable, and the nature and direction of these policy changes are
also difficult to predict. There is a very large number of possﬁale se-
quences; one could not exclude that among them there is a ‘virtuous’
one in which one after another of the four abnormal trends would
slowly correct themselves. This is, however, highly unlikely, as is the
other extreme, i.e., a ‘vicious’ sequence in which the inter’action of
the various changes would lead to a depression, a decline of more than
60% in stock market valuations, and a similar decline in the dollar ex-
change rate. Sequences between these two extremes are more likely,
Two plefusd)le, though hypothetical, scenarios will be outlined
below-. A straight line projection of the current account deficit ~ the
most intractable of the four trends - would add, over a three-year pe-
riod, some $ 750 billion to the US liabilities to the rest of the world
a.nd would raise, ceteris paribus, the net international investment posij
tion to some $ -2 trillion. This is, however, unlikely, since some ma-
Jor corrections may take place during that period. A possible manifes-
tation of a r:educed preparedness of the rest-of-the-world to continue
to accept claims in US dollars could be a requirement that US import-
ers {nake payments in the currency of the exporting country. The re-
sultltng addition to the supply of dollars in the foreign exchange mar-
kets' would cause a depreciation which, if sufficiently large, could in-
duce holders of past accumulated claims vis-4-vis the US to liquidate
th_em. A resulting increase in the yields of US Treasury bonds would
w%den the spread between them and stock yields, and this, together
with a depreciating dollar, would induce large disinvestments in the

16 .
withi LLP 8511!{))“’1; dollars given in payment for imports may largely result in shifts
in the anking system from balances in payors’ accounts to payees” accounts.
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stock market by non-residents and residents alike, The proceeds from
sales by non-residents could result in further pressure on the dollar in
the foreign exchange markets.

A sufficiently large and protracted decline in stock valuations
would likely create a negative ‘wealth effect’ and, thus, a reduction in
consumption expenditures, The resulting negative impact on GDP
growth and business earnings would induce declines in investment
spending. A decline in employment associated with a fall in GDP
growth would reduce further consumption expenditures. To be sure,
there would be offsetting changes, such as an increase in some exports
and a decline in imports; but these would be lagging effects, behind
the events in the financial areas. The monetary authorities would be
facing a serious dilemma between injecting liquidity to try to reduce
the rise in interest rates, on the one hand, and reducing money supply
to keep inflation under control in the face of rising import prices, on
the other hand.

A second hypothetical sequence could be triggered by higher
wages and salaries unmatched by increase in productivity., They
would put pressure on costs; prices would rise; earnings would de-
cline. Because of the resulting fall in yields from stocks and a rise in
P/E ratio, stock prices would undergo a major correction. As in the
previous hypothetical sequence, non-residents would liquidate part of
their dollar denominated financial instruments as well as currency
balances. Once again, a falling dollar and reduced consumption and
investment expenditures would cause GDP to decline and prices to
increase and the monetary authorities could face the same dilemma
outlined in the preceding paragraph.

These hypothetical sequences have the sole purpose of showing
how reversals and normalizations in the four abnormal trends may
interact with each other. They constitute oversimplifications as a
number of unexpected and unforeseen factors may enter the picture
and significantly alter the dynamics of the events. A fortiori, any at-
tempt at building an econometric model based on precise assumptions

as to dimensions of changes in each trend, their timing, probability

and lags in interactions, would be an exercise in futility. Nevertheless,
our conclusions, however imprecise, are that the United States are
bound to experience a period of economic and financial difficulties
within the next 2 to 3 years. The most visible ones will be in the fi-
nancial areas, particularly the stock and bond markets; and the former
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will unde.rgo a sizable ‘correction’. Similarly, the US dollar is bound
to depreciate vis-a-vis other currencies. The large US foreign debt may
fot correct by itself, and it cannot be excluded that i will be the sub-
ject of an International ‘understanding’. The balance of payments will
improve due to income effects (recession) and price effects (dollar de-
preciation), but the elimination of the current account deficit will
prove to be a difficult undertaking in a short period of time ¥ﬁ
economy is likely to fall into a mid-size recession which may e cf;
over many quarters, y e
A final commentary relates to the state-of-the-arts in economic
evaluations. "_['1'1& facts presented in this article are in sharp contrast
with the positive, at times glowing, portrait of the US ecfmom .
this time. Th_e latter is based on what is sometimes called ‘the fux)::dz‘j
mentalls’. It 1s also a reflection of pronouncements by persons in
authority. To be sure, this is not new. Without implying para]lels it
may be recglled that, in October 1929, no lesser an acadenlzic author-
ity than Irving Fisher stated that stock prices had reached “what loo(i:s
hk.e 4 permanent high plateau”. On the business side Charles E
Mitchell, president of National City Bank of New York (now Citi-
group) gave, at the same time, a solid endorsement of the stock mar-
kets, stating spectfically: “The market values have a solid basis in the
general.prosper‘lty of the country”.” In more recent times highly re-
:garded international institutions issued positive evaluation; base?:[r on
ﬁ_mdamentals’, of South Korea, Indonesia and other East ./’\sia coun-
tries. These evaluations had not taken into account a number of in-
ternal fea}:ures and maladjustments in the financial and economic sys-
tems; which features and maladjustments were amply described aid
deemed to be at the roots of the problems. This article has tried to
brmg to light internal maladjustments in the United States, and, ac-
corchngly, to sound warnings about forthcoming ‘correctior;s’ in the
economuc, financial, monetary, and foreign exchange fields. Unfortu-
nately,_ such ‘corrections’ are bound to have repercussions in other
countries. The only comforting thought is that, at this time, as differ-
ent from the late 1920s and early 1930s, most academicians a’nd policy
m.ake.rs are free of dogmatic schemes, and there is an international in-
sttutional set-up which offers fora for discussions of remedial meas-
ures, after the problems have come out in the open.

17 .
These quotations are reproduced from a book by Klingaman (1989, p. 253).
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