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EXECUTIVE SUMMARY

RBoherr Barbera, Chief Eeanomist and Execurive Vice President ar Lehman
Brothers, asserms that the LS. will avasd a debe deflasion disascer similar ro
the Grear Depression. Although not dismissing the concern of *debr
bears™= most notably, conceding that withaue the coloszal bank and theift
bailouts, we would be in a deep and protracted depression—HRarkera claims
that the U5, is in the final phase of this recession and “on the cusp of a
meaningful recovery.™

Barbera poants to high real shorr-term interese rares dusing the 19805 as a
partial explanation for the dramatic increase in indebredness. Thess=
exrracrdinarily high yields on cash reflected the confidence of busines and
consumer boseowers that expected returns via future assers price pains and
ingoune gtecams would be sufficient to justify barrowing at apparently exor-
bitang interest rates, But once expectations of inflation or asset price appee-
ciation collapse, real shosr-term rates ceturn o more tradicional levels,
Barhera forecasts a significant recovery based largely on the collapss in
short rates—che dypamic developments for lenders, borrowers, and asses
prices which ensue from this fall in shorr rates serve as catalysts for eco
noec growth.

[s there & lesson o be derived from the recent cvele of events? Barbera sug-
gests that when recessions are in their early stages, the commonly assumed
fact thar economic downturmns are temporary is, regremably, a source of
comfort to economic policy-makers. Paradosically, this confidence in the
arrival of an uprurm remcls bo pru]ung EOOTHIm S Eis:rzst_‘ as business leaders
and policy-makees delay the padical actions that recessions evenmally force
upon them, In essence, the difficulr messures are postponsd, and sconomic
malaise lingers.

However, there arrives a moment during recessions when expectations of
recovery fade: people suspend there belief in the business cyele, believe that
depressed business conditions are likely to continue through the faresssable
butire, and deastic measures are then undertaken, Barbera suppests that
during this phase, corporations aggressively purge chemselves of excesses,
and rhe Federal Reserve switches from grudsing sas= o impassioned case
this purging process and easy meney policy scon precipitare a meaningful
econoimic rehound,

David A, Levy, Vice Chairman and Dvirector of Forecasting at the Jerome
Levy Economics Institure of Bard Collepe, offers a sharply contrasting



assessment of the LS, economy, He claims thar the economy has under-
gone profound changes since the October 1987 crash of the Mew York
Stock Exchange, and underscores the severity of the crisis by declaring chat
the 115, is presenely in the midst af a “contained depression,”

Labeling the cocrene era of economic stagnation as simply a recessionary
gtage of the business cyele would be inaccurate, and more importantly, dan-
EErous [0 restoring econdmie bealth, A recession is o penod of contracting
econemic activiry thar is an adjustment to short-term, excessive production.
Thus, a recession may indicate overspeculation in inventories or a shor-
term disruption in demand, A depression, though, is an extended period of
severely reduced sconomic acrivicy, particulacly investment, and massive
financial failures that is the consequence of long-term, excessive investment.
In a depression, the economy has to absorh nos merely sxcessive invento-
ries, but excess capacity and excess debe. This ¥ pe of adjusrment rakes
oich longer, 15 mach deeper, and causes far more frauma than a recessicn-

ary phase of the business cycle.

Levy assers that the curcent depresaion s and will remnain contained dwe o
rwo mechanisms: (i) the massive, auromaric federal povermment fiscal stabi-
lizer (bederal government spending as a share of GNP was under 3% in
1929, but exceeds 25% roday), and (i) the set of financial salfeguards, pri-
marily deposiv insurance, that are preventing a collapse of the financial sys-
LErTL.

Is it sheer coincidence that the financial troubles plaguing 3815, hanks, real
estate firms, insurance companies, pension funds, and other enrities are
oecurring simultaneously? Levy declares no, and cites a series of economic
rrends 1o defend his eontained depredsion theas including:

= corpoeare protits, which peaked in the final quacter of 1988, and have
rebentlessly declined thepeafrer

« manufacturers” capacity urilizagion, which has seeadily declined dueing

the past quarter cenmry

+ total private fixed investment, which remained at least 14% of GNP since
the 1940, but began falling sharply at the end of 1989, and declined o
12.3% of GMNP at the end of 1991

The [."riw_l:l.' sectar averbuilt its Fl."'l.'rdl.‘i.‘ti'l-"'u i:ﬂpn.cil:]:, and this situation led to
a broad pattern of dangerous speculation that eventually collapsed. We wall
witness and experience some unpleazant lessons ag the ramifieations of
overbuilding and asser speculation continue o unfold.
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Preface
s o L

In this second issue of the Public Policy Brigf,
twor views analyzing the current condirions of
the LS. cconamy wre advanced, each emhr.a.n;-
ing a different perspective. Mot surprisingly,
and, a5 it should be, ach view attributes che
poor health of our economy to different root
causes, and each concludes with dramatically
different prospects for the futuce, Both essays
however, agree that the economy has been in

a state of recession thar starred sometime in
1950,

Irpespective of the reader’s preference for the
robustness of the arguments embadied in
cach eazay, the average Amencan’s mitially
favorahble response o Boss Perot's [now de-
funcr) presidential candidacy seems o suggest
a recognition that the abiliy of the U.5. econ-
omy to provide for a higher standard of Liv-
ing is in grearer doubt, And this, despire e
ouild mature that characterizes this recession
vis-a-vis those of the recent past.

We hl:lpl!‘ the contrist in views contained in
this Brigf is one more occason to show the
commiteeit of the Jersme Levy Economics
Insritute and its Board of Governors oo be

The Jeromie Levy Eremonrics Prstitnte of Bard Calfege T
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nonpartisan and open to diversity. We leave to oor readers the rask of
deciding the plavsibility of Mr. Barbera®s forecast of 8 “meaningful recov-

ery” or Mr, Levy's seemingly cassandran analogue.

Dhvimicei B. 'I"‘a.pm‘limil;r'i:_."

Execwiine [Nirecior

September 19592

B Public Policy Beirf
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Economic Prospects:
Containment and Expansion

Hyman P. Mirsky

The papecs by Robert Bacbera and David
Lewy in this Public Podicy Brief have as their
ostensble subpect the sconomic conditon of
the United Seares in 1991 and 1992, Their
deeper subject is the dererminants of the
behavior of the sconomy. The actual current
conditions analysis and forecasts are applica-
rions of a well formulated vision of what
derermines the hehavior of the sconomy.

The details aof a current conditions analysis of
a farecast |:|}' an econamist ace of passing
interest—events soon make the details obso-
lere and rhe accuracy of the forecast becomes
the stufl of history and repuration. The per-
manent value of any current conditions anal-
ysis or forecast lies in the exposition of the
analytic framewnrk that is applisd, and a5 an
illastration of how that framework is used to
understand events and guide policy recom-
mendations. On both grounds, as an implieie
exposition of a framewaork and as an lustra-
tion of the mphcations of the framework o
policy marrers, the papers in this policy beief
The Jerame Lewvy Econcmiics [nstitute of Bard College 9



An Ecimauric Assessmers: Corsafned Depression or it Frorbills of Recovery?

Fobert Barbern places the current economic condition i the framewaork of
a long-term debe cycle which culminated in the untenable financial position
of highly leveraged companies, Savings and Loan Associations, and banlks:
many of these units not only had negative cash flows bt alss negative net
warrths on a mark-to-marcket bases.

This sirnation, which marked the end of a 40-year debr expansion phase of
the debt cycle, had the porential of triggering a dastardly repetition of the
debacle of 192933, In Barbera’s framework the so called bailours of S8&0L%
and banks were the refinancing that was needed to contain a potenrial
financial collapse, which, if unconcaimed, would trigger another Grear
Drepression. Within the framework of this model of a contained collapse,
Barbera takes up the impact of the casing of market interest rates, which
are due to the end of the inflation and the easy money policies of the
Federal Reserve.

Rabert Barbera does not simply assert thar a more rapid expansion of the
maoney supply, and the lower interest rares this promores, leads o a recov-
ery of the economy. What he does is trace the effects of lower interest rares
upan the flows of cash through the economy and the marker value of
assets, The rise in asser values thar comes from capitalzing o given stream
of earnings at lower interest rares means that even with no improvement in
cash flows, there will be an improvement in the margins of safety of the
holders of financial liabilicies, Fourthermore, a8 lower interest rates work
their way throwvgh the economy, the cash payment commitmente of debtors
decrease, This frees income to reduce debes and o finance spending.

Barbera's inimitable forecase that “cach is trash in 1992," and thar this will
affect longer-rerm interest has been borme oue by events, The connction
that Barbera emphasized berween lower interest rares and increases in eco-
namic activiey is by way of the lower cash payment commitments on debrs
and more favorable financing charges for new investment. The lower pay-
ment commitments on ourstanding, financial obligations leads to a quicker
pay down of debts, and therefore, to a recovery of the ability to debt
finance spending. However, for this mo operate the incomes of the debtors
have 1o be sustained.

David Levy analyses the current situation from the perspective of the
“Levy docirine™ on the determination of profits: the leading dererminant
of profits is investment spending. Therefoce, the recovery of which Barbera
seems 50 certain is in the framework David Levy wses—conditional on
investment being adequare to sustain the gross pre-interest payments capital

L0 Puhlic Palicy Brief




Inrroduciion

incomes (profits) which are the cash flows thar are capitalized o Bive capi-

tal assers value.

The core of the Levy argumenr is thar the 19805 saw a vass OVErEEpANEion
m commercial real estate and i productive capacity so that invessmenrt will
be depressed by the proliferation of capital assets that are not performing
according to expectations. After all, the improvement in the value of finan-
cial assets and the ability to pay down debes as debe servicing costs decline
with the fall in inrerest rates depends upon the continoation of the capital
incomes, In Levy's analysis, the overinvesting of the 1980s, combined with
the indebtedness induced by financial marker developments which include
the new players and msmruments in Anancial markees, means thar theee will
be a decline in expected cash flows that offsets the lower interest rates: due
to overinvestment in the 1980s, the United Seates will be in a depression—
ene which does not display the artributes of the Grear Depression because
of the combination of the Federal Reserve and deposit insurance interven-
tions which sustained asset values, and the governmenr deficle which sus-
txined protics,

Both papers exhibit their models. They use their analytic framework to
incerpret data. In combination, the papers shiow the complexiny of the paths
thar po from a policy of intervention such as those the Federal Rescove
takes ro the behavior of the economy: in economics many a slip is possible
berween the cup of economic policy and the lip of the performance of the

CCOMOmY.

The ferame Linry Econoanics Institste of Bard Collage 11




U.S. and Global
Finance Prospects

Rolkrert Barbera

Tlee Unived Seates is in the process of ending
a 40-year debr cyele, I believe we will accom-
plish this wirh differenr reaulis than the disas-
ter of the 1930s—the last time we were in
this situation.

1 pmh:.l'.!|}' d:l.u.p'n: with a number of pu,-u:.p{;:-
i thinking that the U.S. will pull chis off
without a dastardly resalt. But | believe we
have taken the necessary first steps. Ome is
that, in effect, we are writing the multi-hun-
dred dollar billion check so put cash where it
is needed—aon the kefi-hand side of bank and
thrift balance sheers, The infusion of govern-
ment cash to validate deposits s one means
by which we are restoring financial system
eqquity. Another is thar short-term inrerest
rates have fallen rather dramatically and are
Likely to fall further. Interest rates on cash

acoounts are essentially collapsing.

e"n.g,aill-. I think the U.5. will avoid a debt
deflatien disaseer, 5o I disagree with one
aspect of the contained depression thesis.
Monetheless, 1 have been a kindred spicit of
the “debt bears™ for the past 15 months.
Most importantly, 1 think thar withour the

The Jergme Levy Econoevics Institwe of Bard Coffege 13




An Ecomoaie Assesimpnt: Cositaimed Defrression or the Foothills of Recoseryd

colossal bank and thrif batloues, we would be in a deep and prorracred
depression. In that sense, [ am in close accord with the Levy thesis, Most
ECONCHTNSTS, in contrast, have paid limle ateention to the banking system and
have been talking abowt & mild recession and a mild recovery. Most of them
have been terribly wrong abour the severity of the ongeing recession, in my
opinion, because they have been wrong in their focus. Their concentration
on Mideast oil prices was misplaced; it should have been on debe levels,
agset prices and real retumns on cash—not Iragq and the tanks, bas debs and
the banks.

Maotwithstanding the fact that I think we are in the last stages of this reces-
s, [ am going w0y o convince you that we are on the cusp of a mean-
ingful recovery, [ know chat doesn'e fend to be the consensus view, Ler me
try to convince you why thar is going to be the case, | will starr by examin-
ing bow we got here and chen talk about how 1 think we are going o solve
aur problents.

Let's start with the ewo grear anomalics of the 1980s. First, there was an
extraordinary leveraging up of the LS, economy, and the debt-to-meome
ratio soared. Second, real rates on cash rose o unprecedented levels. |
helieve thise rwo developments are linked,

LS. inflation’s smriking decline in the early 19805, its limired lare-cycle life
in 1358-1%H), and its probable dramase shide in the currenr recession sug-
gest that LS. monetary policy over the past fourtzen vears has succesded in
breaking the back of the unrelenting price acceleration witnessed in 19635-
1980, Mevertheless, debe had one laer glosious ran over the coorse of the

© 19805 as business, consumer, and public sector bocrowing combined o lift
aggregate debe growth to 13%-15%, cclipsing the peak levels of the lae
19708, MAgain, inflation was all but vangquished by mid-1980, and, as a con-
sequence, income gaing slowed markedly from che inflaced prowth rates of
the lare 19705 Debt growth cusstripped income growth substaneially, and
for the U5, cconomy as a whole, the debt-to-income ratio rose a drastic
§0%. Thus, the firsr grear imponderable of the 19805 was the debe explo-
won that eccurred in the midst of geeat disinflation.

Whae Pr':ll'ﬂFtEI:' this radical shifr in 1.5, indebtedness? | have a _'.ingln,-:, i
doubt a bit simplistic, explanation, | believe consumer and corporate bar-
rowers and the banks, pension funds, and investment bankers who engi-
neered their leans all failed to embrace the reality of the great disinflation
of the 1980s. In essence, over the past decade we bear core inflation—hut
we didn'r ger thi joke.

14  Pulbiic Policy Brigf
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LS, amd Calobnnd Binarse Prospects

Graph A
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Ratio of Mominal Monfinancial Debt to GDP
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Ar Ecomomic Asseccrmenr: Corrmined Depragsoar af iy Foathills of Kecoper?

Graph C
Core Inflation (Y/Y% Change)
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In my opinion, the willingness to increase debr levels ar double-digit rares
vetlected a confidence in the akilicy to generate double-digit increases in
income growth, despite mouonting evidence that lower inflation penerally
preardained a downward shift for imcome streams,

This failare o comprebend the pecvasive effects that low inflasion would
have an income streams, asset prices, and debe service developmentss ok
on many forms in the U8, sconomy in the 1980s. But the key o linking
these various developments was the shared belief thae for individual income
StrEams or asser prices, sdvances akin o those of the 1970 were achievahle
despite the 1980s reality—low single-digir inflation.

Paradoxically, as 1 see it, this willingness mo borrow agpressively despite
limired income gains goes a long way in explaining the second great impon-
derable of the 1980s—super high real rates on cash. Corporate profits and
gaims from real esrate speculation were explosive in the first few vears of
the 19805 expansion. Bur rthe dampening effects of lower core inflation
ended this spart. In fact, from 1988 through 1991, profits fell and real
estate returns became big bosses. The initial jarmp for profits kept a persas-
tent belief in hefty gains in place cthrowghour the 19805, As a consequence,

16 Public Policy Brief




LLE, and Glmhal Fimaace Prosjects

from 1980 through 1989, U5, shortcerm inverest rates vacillated in the rar-
ified armesphere of 3% to B% abave the inflation cate. When Fed policy
was restrictive—thar is, when it slowed money, credit and economic
growth=—short rares rended o be 5% to 8% above core inflation. In the
19805, ease generally meant thar real rates on cash had fallen to no Jes
than 3% above che inflation rate. For the period in question, inflation-
adjusted yields on 90-day T-bills averaged 3.0%. In no decade excepr the
19305 hawe real yields heen so high,

Incidentally, I completely disagree with Roberr Barro®™s argument, presenied
in & recent MBER working paper, that high real shoer eaees in the U5, dur-
ing the 19805 were a sign of economic heakth, Real rearns on cash in the
mid-198is were paid ¢n a premise thar commercial peal estate, LBOs, and
other speculative loans would deliver handsome returs. The collapse of the
asget clasces, and the consequent need to dirsctly infuse hundreds of billions
of dollars into the banking system via the FDIC and FSLIC bailouss, plus
the subsequent need to collapse shore rates, all speak to the face thar, &
post, the retums were not there,

Reflecr upon the bust in real estate, the collapse of the junk bond markes,
and the 70% decline in the marker capitalization of money center banks
from October 1989 to October 1990, All of those were manifestations of
the markets coming to terms with disappointing revorns: these disappoint-
ments, in aggregare, translated to an ancicipated inflarion thae failed to
raterialioe,

Again, the other 19805 anomaly was high ceal short rases, Our sense is thar
these exvraordinary real yields on cash were direetly related to the confi-
dence of business and consumer borrowers that future assets price gains
and ingcome streams would justify borrowing at interest rates thae, by his-
torical standards, appeared exorkitant, 1.5, centeal bank afficials had no
choice bur to find the eare that kepe the real economy from overheating, To
their chagrin, it was well above the rate of inflation,

But once expectations of inflation or asset price appreciation collapse, ane
has to expect real shorr rares o retwen fo moch more oraditional Jevels.
That is why | thought Last year thar we would see dramatic declines in short
ranes, To date, things have moved in thar direction.

5o much for looking back. Looking ahead, T think we will get @ meaningful
recovery because of the collapse in shorr rates. My coatention at this fime
last year was “cash is trash,” meaning shorr rates would collapse and

The ferarae Ly Edcwoenres Institute of Baed Collepe 17




Anm Ecamamic Assesament; Conlaiaed Depression or (e Foorbiils of Recoveryi

returns on cash-like instruments would be negligible. My contention today
=5 “money rates matter.” When short-term money interest rates plummet,
dyuumi-.' dtt'-tl::l].'ul‘ll::‘lﬁ become the file for borrowers, lenders, and agset
prices. These dynamics prevemt recession from devalving ineo depression.
Furthermore, they are able o restore the cconemy o i robust groweh
phiase,

Money Rates Matber: The Banks

The key to understanding the interest rate dynamic thaz [ believe will rescue
U5, economic growth in the 1990 (s the seemingly newtral interest rate
structure in place when the current recession unfolded. With money rates
IOWErINE over the inflation rave ﬂuri:ug the 19804, Fed pulil.'}' LHES |:'||.':||:||:',
conducted in an extraoedinanly high real rate environment, There was no
need for a sharp spike up in Fed funds. Ar the outser of the 19903, bank
regulators forced a change in artitude abour whar constimured a prodent
ban., With rl.nrl.-rmrﬁn-rrning assets mushroaming, conservarive reaRsessmenes
of the walue of bank loan portfolios began in eamest. & mark-ro-markes
basis handicapping of bank portfolios pointed 1o mapor bank capimal ade-
quacy problems; bank lending ground to a bale, and recession followed.

Graph D
Real Fed Funds (4-Year Moving Average)
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To many, the collapse in bank asset valoes, mark-ro-market, precludes amy
meanmgful pickup in kan growth for the foreseeable furare, in tum seg-
pesting an exreaordinary U5, economic decline. 1 disagree. While 1 embrace
the notion thar bank balance sheet duress was a cofical link in today's
downtuen, a sharp slide in U5, interest rates, because it raises the mark-to-
marker value of any income steeam, can eeflare bank balance sheers and
allow lending o recommence and expansion to bepin again. The debt bears
have had the right focus, but the wreng conclusion. In the corrent circum-
stanice, the onset of che 1.5, debr deflation was mer by a collapse in short-
term imterest rates, This freefall for shore mies prevenred the freefall of the
real economy.

Consider the pattern for Mew York money center banks over the past three
years. In Ocrober 128%, a kinder and gentler period for asset valuation, a
rypical bank had a commercal bailding on s balance sheer with an aser
value of $100 [I'm simplifying beee), Tt was well known that the building
was half full, bur it was generally accepred thar it would fill up over five
years. The loan was sccepred ar its face, or book value. Over the next year,
however, feelings about commercial real estare changed dramatically, That
building would not fill up in 5 vears, not 12, nor 20, never! It wasn™t a
100 asset, not $2), not $H0 not even 560! Bank stock prices weren’t 545
per share, not 535, noe 525, not $10.

In Lave Ogrober 1990, we had redoced the macket capitaleation of money
center banks by 70%, Mark-to-market caleulagions sugpested negative
waorth for all bur a few banks, loan availability was nil, and recession
seemed sure to decpen much further, The answoes? Sueely, we can agree that
no interest rate can rescue commercial building activity in the guarters
ahead. Monetheless, dramatically bower interest rares can substanrially raise
the valwe of an aset’s income stream. From late-Oictober 1990 through
Mevember 1991, short rates fell 3.5 percentage points and long rates fell
2.0 percentage points. & building may remain half empty, but its mark-to-
marker value rises as rates plammet. Similarly, 25 che collapse in shor rares
lowers debr burdens on highly leveraged companies, these asers on bank
balance sheers akso lifted on & mark-to-market basis. Lastly, banks dramati-
cally increased the value of cheir Treasuey holdings over the period.
Treasury notes rose from 7% to 14% of bank assets, and the value of these

assets surged as short rates collapsed, In tuen, bank share prices rose some
3%~ 55%.

Yes, the eredit crunch has been extreme. The depth and durason of today's
recessiony make this pomt. But an extraordinary decline in inrersse races will

succeed in reversing bank svstem duress and U5, economic decline.

Tire Jarowme Levy Ecamoveles Drarotere of Bard Callepe 19
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Money Rates Matter:
Individual Investors Are Forced Out the Risk Curve

CG”&]‘!&EL‘I real shost rates have pmfnund COMEE] UETICES for household saw-
ing decisions. 1 believe individual investors over the nexe five vears will shifr
subsranrial sums our of cash and into notes, bonds, equities, and bond and
i.'ql.IiT!-' murual funds. M;magﬁd furics, delbe and equety, will no dioubst capture
the largesr parr of this explosive fow. Investors have not changed their risk
prafibe, bur the risk-free ride thar cash afforded them i che 19805 is over.

A look at the flow of funds dara from 1950 ro peesent shows thae 1.5,
savers nccasionally change their minds, and when they do, ir's dramatic. In
1955, 30% of houschold financial assets were in equities, 15% were in
foved-incomse, and 15% were in cash, In the late 19610s and early 19705, the
public was burned in both bonds and stocks and lefr chose markers,
Equities went from 300 o 15% of household financial assers, bonds from
15% to 10%, and cash from 15% o about 27%. In the 1980s, despize= the
tact thar borh the equity and bond markets did very well, the poblic did noc
requrn po equitics and ook only a half sep back to bonds. Households keps
27% of cheir financial assers in cash. Why?

Becawss i che 19805, you could ger 4% above the inflation rate, govern-
ment-guaranteed, and with no principle risk. It was preposterous for banks
to pay these rates because the returns were not there, Today's cxplosive
bank bailout i a painful reminder of that reality. An investor is nor sup-
posed o pet 4% above inflanon and ke no nsk. Indeed, from 1926 o
1980, cash generally delivered nothing, and hoblders risked noching, The
19805 were the exceprion to the rule. [ chink that era has ended, that the
regims of ii,[.';niﬁﬂﬂﬂl' pﬂii[i'-'t' petirns on cash 1§ aver, I":up]r: will move out
of cash not becawse they want the action, not becawse they want to extend
their risk profile, bur becawse they have to in order o earn acceprable
Efurns.

20 Piblic Palley Brief




LLS. mad Ciforbal Finarsce Prospects
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In the 19505 cash yields were non-existenr and retail investors
kept limde of their Anancial wealth in cash.
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In the lare 1960s and early 19705, inflation wreaked havoc on
stocks and bonds, and the public fled long-term financial assets,
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I the 1980s, real rerarns on C0Fs averaged 4%, Cash remained
a significant part of investors’ portiolios,
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[n the 1990s, cash returns have fallen to hissoncal norms — they are
near ero after adjusting for inflason. A move from cash nto
EL]IJH‘:.' and bonds I:l.||!u.|'||!|,g hurdreds of hillions of dollars.
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The Real Story of Treasury Blll Rates:
Depression, Wars, Good and Bad Monetary Policies

Inflation (%3] T-Bill Rares (%) Heal T-Hill
Rates (%)

192029 1.0 34 28
Bad Monecrary Policy
193 0=H0 =50 & 5.6
[Yepression
194154 4.7 {3 -3.8
Wars
1595565 1.4 i3 1.5
Cood Monetary Policy
1 966-74 56 5.6 0.k

WanBad Monetary Policy

197580 R.2 a3 -1.5
Bad Monetary I:'nl:iq::.r

1'731-20 4.5 ir 3.2
Cood or Bad Monesary Policy?

1991-95 30 4.5 1.5
We Will Seet

Money Rates Matter: Lower Long Rates and Higher Equity
Prices Allow Consumers and Corporations to Religuity

Why are consumer investment flows important? Because they have driven
bond and equity prices to levels thar allow major refinancings to ocour for
L5, consumers, corporations, and municipalities, Debt burdens, therefore,
will fall, and freed up cash will fiel recovery,
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The Consumer Reliquifies

How much will consumer interest burdens be reduced by the recent sharp
fall in fixed rate momgages? Were all outstanding morrgages w0 be refi-
nanced, an extreme notion to be sure, the saving would amount to $60 hil-
lion annnally—an extraordinary amount thar reflecis the face that home
mortgages constitute roughly 71% of oststanding consumer labilities. To
estimate the more likely saving, we at Lehman Brothers Economics base our
caleulation an an average fxed rate of slightly e than 8% —ouwr expecta-
tie For the first nine months of 1992 —and assume no shife in the mix from
fixed o vardable rate moctgages, We catbmane thae in lare 1922, mongage
interest bupdens will be running av a rate $43 billion lower than in che Fall
of 199 —cereainly meaningful interesr burden relicf. We contend char
home morrgage refinancing will be explosive over the firse half of 1992,
with a record rare of refinancings for high interest rate mortgages. Bur
again, our estimate does not assume any change from fixed to variakle
rates, 3 move that would have still greater effects. Mor do we presume chat
bow interest rate montgage debe will replace perniciows awto and eredie card
debt. These developments could alss matertalize and would abviously raise

CONSUMErs' iNberest saving.

Even if consumers reduce thede interest burden, some contend thar sawing,
not spending, will rise a3 a comsequence of consumers’ needs o wrwind
19808" debr excesses. A look ar UL5, consumer spending in the current
recession, however, reveals dhar the excesses of the 19305 have already
raken & grese toll. The drop in consumer discretionary spending dwring this
recession 5o far is substantially steeper than in all but two of the postwar
downturns. With consumer discretionary goods spending now down neary
&' from its peak, a new source of cash Aow will give peaple a chanee o
recaptuns some of their lost ]i.'l.'i:l.;g, standards. As rate rebef works ies way
throwgh the system, spending will rise.

Similarly, Corporations Can Now Sell Stocks and Bonds

From 1983 through 1990, corporations recired some $850 billion of equity,
A5 e:mep':innal r::'-l.| shl:lrt rates cap'p-bﬂ e.qui.tg.r valuations. With the shm.T.-
slide in short rates, equity valuations have soared and equity issuance will
be explosive. Initially, equity will be isoed to pay down debt. Over time,
hewever, equity offerings will be used to raiee cash to invest in profitable
limes of business.

24 Public Palicy Brief




LIS, aend Gilotal Fiwawce Frospacts

Money Rates Matter: Housing Activity Surges

Heousing activity is ales likely 1o sufge in the near term. The latest leg down
for long rates has sparked the kind of change in sengiment about home buy-
ing that was missing throwghout 1221 and thar has consistently been asso-
ciared with sharp rebounds in home sales and housing srarrs, Demographics
suggest that owver the next five years of this recovery and beyond, expansion
will be tame in comparisen o previous cycles. Monetheless, single-family
stacts fell nearly 50% over the 12-month period from early 1990 to early
1991, That was not demopraphics—we did not all start being born on the
same day. The halving of housing activity reflected the credic crunch-
induced 1.5, recession. Pue the right rates in place and hoosing will
reapond. In my opinion, weday's races ook aboue raghe. Sentiment surveys
EUgmeAL [hl:':r laak :|'i|';|il L0 MANY SOnsume s, Apnd the chatter we have heard
from real estate agents is that moee than sentimene about home buying
changing.

Money Rates Matter More Than Sentiment:
It's Always Darkest Before the Dawn

Why do [ think thas recovery wall have some meat to it? First, because the
sliding asset price-induced secession we are in had an important cyclical
component to it. Let us take a Geoffrey Moore approach and loeak at the
variable thar is mose volatile in the business eyele: corporate profits. The
average recession decling is 22%., In the current downmen, they are down
24%., Inventories have declined, Manufacturing and rrade inventocies, on a
percentage basis, have fallen more than average in this recession. Short-
term credit has experienced a collapse of unprecedented proportions, I
loesks like short rates have fallen about sverage. The only less likely forecast
than a saucer recession and a saucer recovery 15 a “V™ recession and a

sapcer recovery. 5o 1 think we will see some meaningful Life,

Lastly, because despair ig in the air just about the time recovery surprises, |
am going o paraphrase an article entitled The Recovery That Wor't Start
from the Sunday “Mew York Times™ Late Ciry Edidon.

Last week the President strained 1o make his case for the 1.5,
economy in & televised news conference, relving on sketchy eoo-
nomic information and even misinformarion, He cited shaeply
lower inflation and interest rares as harbingers of recovery just
ahead. Morwithstanding his oratory, the prospect chat the recov-
ery may amount to nothing more than a few quarters of palory
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growth and possibly not even that is gaining credence among
economists and the public ar large. Opinton polls have begun o
show that such a shift would threaren Ropublican chances in the
BMovember election. This recession in fact has begun to shatier the
almose blind fairth among economists and many others that this
recession like its forbearers wounld inevitably be followed by
FECOVERY.

Despite the official dara showing two quarters of modest groweh,
the economy has failed ro spurt ahead as many had anticipated it
would by now. Furthermuore, there has been a relentless stream of
negative economic indicators in recent weeks: rsing mieal claims,
disappoanting index of leading mdicators. Even msore aminous o
some are the growing doubts whether the sconomic recovery will
and can operate ag in other postwar business ayeles. Sbome
economists fear thar fnancial illiquidity, both in the U5 and
around the world, could hinder or even prevent recovery from
taking place.

“W'har is different chis time from other pestwar business cycles,™
says Jeffrey Sachs of Harvard University, *i that usually govern-
menr policy aims at supporting recovery and this time it & not.”

Those sentiments are ominous and Jeffrey Sachs’ quate & melling. Recovery
is no longer a good bet becanse this ame it is different. The beaury of the
article, however, is that it was written in October 1282, on the cusp of
what turned out to be an extraordinarily strong ULS, recovery.

Is there a besson to be learned? T boleve so, When recessions are in cheir
carly srages, the well known fact thar economic downtums are temparary
provides comfore o cconomic decision-makers, Paradoxically, this confi-
dence in the arrival of an upturn rends oo prolong economic distress.
Business leaders and government policy-makers postpone the radical
actions that recessions ultimasely force upon them. The ough seeps are put
n:l"l:, but the recesion ]i:l.g,ur:. There comes a mament ﬂurjl:'lg pooeasion, how-
ever, when expectation of recovery fades away. People suspend their beliet
i the husiness cycle, decide thar depeessed basiness conditions are likely to
continee for “as far as the eye can soe,™ and radical sreps are then raken.
Corporations aggressively purge themselves of excesses. The Federal
Reserve switches from grudging sase w impassioned ease, and this purging
process and casy money policy & followed soon chereafrer by meanmghul
econemic rebound.
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The Performance of the
Economy Since the
October 1987 Crash

Draprd A, Lery

Afrer the Mew York Stock Exchange closed
on Black Monday, October 19, 1987, every-
one was ralking nor only about the crash but
abour its broader significance for the econ-
omy. [rid this mean another depression was
forthcoming? Was rhis & signal of alarm over
the tederal deficit? Perhaps nothing, other
than that all those yuppie MBAs on Wall
Strect had too many electronic toys and
supercharged market dervatives. Many gues
tons, but not much agreement on the
HEIELAE o

Mow, more than fowr years laver, what can
we gy abour the crash and fs broader eoo-
nomic sigriificance? My rack reday is to offer
some thoughts abour the performance of the
econoamy since the 1387 stock market crash,
At first glance, st much has happened afrer
the crash. But under closer inspection, it is
evident that the economy underwent pro-
found changes since October 1987, While |
do not belicve that the macket debacle was
the central event of the pedod, it was pare of
a profound meramosphosis thar the coonomy
WaAs STAMTING [0 undengo,
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Let's begin by looking ar the obvious question: whar happened o cconontie
growth following the crash? Graph 1 demenstraces thar the economy cer-
tainly did not dive. Based on changes in real GNP, we see nothing dramartic
in the & quarters following the crash. GNP = highly overrated as a quar-
terly measuee of the economy’s well being, s | would not make much of
the slowing growrh during 19848,

Graph 1
Real GNP
One Quarter Percent Change at Annual Rate
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However, beginning in early 1989, the economy began to act strangely,
Growth became markedly slower, and rhe economy looked inereasingly
sick. Graph 2 illustrares thar corporate profits had peaked in the final
period of 1988, and they relentlesshy if nor steadily declined, As profic mar-
gins narrowed, the economy’s vigor eroded until, by summer of 1990, the
econoemy was officially contracting. What is striking abour this decline wacs
that it was :m:.'um]:!amﬁl |:|:r neither of the 'phermmn:nn. chat pn:u:n‘,l-::-d other
midern peomsslons: rising interest rates and rapid inventory building. The
Federal Reserve Began to reduce interest rates in the ficst half of 1989 and
continned sporadically bur never tightened. Business, which had been
exmremely carebul abour inventories snce 1985, continued to avoid signifi-
cant inventory imbalances until well afer the 1990 downmrn, when inven-
tories began to swell relative o eales a3 a consequence of the recession. You
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may recall thae back in 1980—rnght chrough the recession’s cadly months—
thar we heard over and over again from privare and public sector analyses:
“There is lirtle chance of a recession. We do not see the usual signs thar pre-
cede recessions.” Evenrs apeak for thermselves.

Graph 2
Corporate Profits
(With Capital Consumption and Inventory Valuation Adjustmenis)
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The end of chis recession, or lack thereof, has been as unusual as the begin-
ning. In the spring, the common analysis was, “We see all the ususl sigms of
recovery: a bottoming of housing stars, falling interest rates, and an easing
of inventory hguidation. The recovery is beginning.*

Wrong again! This = not 2 typical postwar recession. Indeed, the TS, has
entered an entirely new era of its economic history, one with fundamentally
different underlying characteristics than the first forty postwar years.

Was the stock marker crash related to the stare of this new era? Yes.
However, the relationship was not causal. Rather, bath the unnerving mar-
ket behavior and the breakdown of the sconomy’s past cyclical PAtterns
were symptoms of the same underlyimg conditions. Thes tale, which consists
of three parts, addresses how strange economic performance and market
crashes are tied together, The first concerns deamatic changes in American
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fixed investmenr and in irs ph:.min:a! mpir;!—spe:iﬁcnllf, howr the private
sector overhuilr its productive capacicy. The second part shows how this sic-
wation led to a broad pattern of d.lnﬁernu: :-'|'r|:1:u|.'|.1'.inr| that :-.lr:n'ru.a”] oal-
lapsed. Fmally, [ imcorparate the stock market mto the picture.

If nothing else, | would like 1o convines vou that the econoemy’s cugrent sie-
uation s extraordinary by the standards of recent decades. Mozt people
think and walk abour the economy as if ir were the same old economy, just
with a few, unrelated problems. *X, ¥, and £ will give s a slower recovery
this rime around.™ In fact, X, Y, and Z—along with , B, 5, etc—are no

mesdular add-ons oo the econmmic pirmrc, bt indicarions thar the entire

picture is changed.

Let me be more specific. | find it mystifving that for all the headlines on the
financial troobles of S8c0s, banks, real estate, junk bonds and the over-
leveraged companies that issvued them, insurance companies, pension funds,
the federal government, state and local governments, few people ever raise
the question: “Why have all of these troubles occucred within a span of a
e yzara?™ Age we to believe thar their wirwal simuoltaneity was pure coin-
cidence? A number of people correctly ralk abowr excesses in the 1980s,
particularly the “debr boom,™ Yer 1o observe thar debr rose rapidly, and no
blame it for our cconomic troubles, is an incomplete descripsion and ne
explanation of why, suddenly, the so many aspects of economic perfor-
mance exhibited unprecedented behavior,

The story that explains the debt boom of the 1980s, as well as the other
phenomena | have been discussing, beging in 1945, Amenca started with a
dire shortage of ficed assers ar the end of World War 11, le experienced
decades of vibrant fixed investment and strong economic growth as it raced
w meot demands for housing, industrial capacity, and commercial build-
ings, [t ended up wirth widespread overcapacicy in the 1980s.

Graph 3 shows manufacrurers’ rate of capacity wrilization since the lage
1940, The crend line is toocall VOUT ATENTon to A sr:nd}' decline in wiiliza-
mion during the past quarier century, Each cyclical penk since the 1561k was
progressively lower. In 1966, the factory operating rate reached nearly
2%, In 1989, the last peak, it barely hic B5%.
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Graph 3
Manufacturing Capacity Utilization
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Moreover, this graph understates the problem, From che lare-19405 unril
the mid-1%60s, the growth outbook for the typical manufacturing indusory
wias much greater than it is in the 19%0s, so firms were noturmlly anticipar

ing more volume growth when expanding facilities then they are now.

Graph 4 depicrs rhe navional office occupancy rate, aceording to the
Building Chwneers and Managers Associanon (BOMA) As you can see, the
occupancy rare fell below 0% in the lare 19205, seflecting overbuilding. It
was BE8% in 1929 when the economy began to come apart, and of course it
plunged during the depression. By the end of Waorld War [0, hooweser, it was
extremely high, and as the economy began to expand, it almost immedi-
u.I.-tl}' exceeded 99%:. This extreme scarcity af space led to p boom in office
construction, and the occupancy level gradually came down to a more
comiortable level. Bue we kept on building faster than demand was grow
ing, until the occupancy rave fell 1o 82% in the 1980s—a much worse case
of overbuilding rhan in 1929, Similar srofies can be told for retall and
horel space,
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Graph 4
Mational Office Decupancy Rates
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What happened as a resule of excessive, idle capacity was a slowdown in
many kinds of fixed investmens. The signs have been widespread: downsiz-
ing m heavy mdustries in the 19805, deep slomps during the same period of
petrolenm, copper, aluminum, and ather resource markets, and, more
recently, restructuring (which aften simply means shrinking] in a broaden-
ing array of goods and services industries,

Graph § is quire remarkable since v ¢leaely demonserares caplel spending
contractiong. Since the lare 19405, total privace fived invesemens—rthar is,
investment in nonresidential stroctores, prodoces’s durable equipmenr, and
residential structurcs—was at least 14% of GNP (and it was usually much
higher), wath a few slighe quanterly exceptions. The low points wers gener-
ally at the ends of recessions. Interesangly, though, the share of fixed invest-
ment 0o GNP began to erode in the late 13805, It reached 14% at the end of
1989 and kepr falling. It has declined to 12.39%, and it will fall further,
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The Performance af the Economiy Since tive October 1987 Cragk

Graph 5
Gross Private Fixed Investment
As a Percentage of GNP
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Agnin, this is no ordinary recession. OF course, investment has a highly
levernged effect on economic growth doe to a multiplier effect: from a more
practical perspective, fixed investment is the cconomy's largest source of
funds that contribute 1o aggregate business profits. This slewdown in
imveatrment largely explains why the 1980s were the showest peziod for real
GMP growth since the 19305, despite a constant, huge fiscal srimulus.

But, a5 previously indicated, excess investment in capacity is only part of
the story, The 1980s were the final stage of the four-decade-plus investment
baom. This final, frenzied phase occurred even though sound fived invess-
ment opportunities were becoming harder 1o find because of excess capac-
ity and slowing population growth. Firms, institutional investors, and indi-
viduals still had inflows of cash that they wanted, or needed, s invest.
Funds that ordinarily would have besn invested in the production of new,
fixed assers instead began ro chase after existing assets.

The resulr was a debt-financed, speculative boom in assers ranging from
Bockefeller Center to Rembrandts, from French antigquss 1o Federated
department stores, By the end of the 19805, many of thoss assers, nocably
cammercial real estate and corporations, had been boughe at irrationally
high prices and had been paid for almost entirely with debt. Thus, the econ-
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amy was highly valnerable to any cash Aow shorctalls thac mighe arise, This
was the legacy of the 198" goear, pathological, speculative boom in capi-
tal assets, even as undeslying goods and services markers were weakening
under the weight of excessive capacity and extreme competition.

When, ar the end of the decads, ennugh of the overpriced, over-leveraged
buildings and businesses failed to eam sufficient returns o meet their debe
BETYVICE nhlip;.:ri.n'n.-n, serious financal |_:|n.1|.1|e:r|:|5.: IJ:E,:.I.II Lo CTErge and invest-
ment began to fall. The boom became a buse. | am not talking aboar a
cyclical boom that gave way to recession, but rather referring to a long-
term investment and debt boom that gave way ro a depression, Lec me offer
my definitions of the terms “recession™ and “depression,” A recession is a
peciod of contracting economic activicy thar is an adjustment o short-term,
excessive production, A recession can reflect excessive speculation in inven-
tories or a short-teem disruprion in demand, either of which requires the
cconomy to liquidate the excess invenrories. A depression is an extended
period of severely reduced economic activity, especially investment, and
widcsprc—.g..d financial fmilures that is the consequence of long-term, excessive
investment. In a depressson, the economy has oo absorbk not merely cxoess
inventories, buat excess capacity and exeess debr. This kind of adjustment
takes much longer, 18 moch deeper, and causes far more trauma than a

meTe :I'I.'I.'I.'EI-I'L'FH.

We are in the carly parr of a depression, a difficulr period chat will last for a
number of years, Formunately, however, this is what | refer to a5 a contained
depression, The present sitpation will not degenerate into a catastrophic
plunge like the 192933 dizaster. The depression is and will rermain “con-
tained™ becanse of two mechanisms which will greatly lmic the economic
contraction and protect the basic integrty of the financial syscom,

One mechanism iz the massive, automatic federal povernment fiscal stabi-
lizer. As chown in Graph &, the Unired Stares governmens today spends an
amount equal o abour & quarter of GNP, compared to less than 3% in
1919, This large government has a powerful, anticyelical fiscal impact. The
other containment mechanism is the set of financial safeguards, most
notably deposit insurance, that are preventing o collapse of the financial
system. Contained or not, this s a depression—a perdod charactersized by
falling asset prices, protracted contraction in fixed investment, and the
inahility of the private economy to adequately suppost irself,
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The Perforemance of the Econory Sivee the Ontoher 1987 Crash

Graph &
Federal Expendiiures
Az a Percentage of GMP
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[ will now offer more evidence to back up my case, First, refer back o
Graph 5, which examines gross private fixed investment as a share of GNP
and points to the unprecedented plunge in this series in recent years,
Compelling as this chart seems, someone i bound to say: "These are gross
figures, and do not deduce consum prion of the existing capiral stock. What
about met fived investmene?™

Well, Graph 7 answers that question by illustrating that net investment,
too, during the late 19808 was extraordinarily weak wis-a-vis the overall
postwear period.

Graph & returns to the gross figures and examines the components of fived
investment, starting with producers’ durable equipment, Because equipment
generally bas a much shorter useful life than stroctures, and becapse the
prices of equipment do not wsnally have a significant speculative compa-
nent, we would not expect outlays for business equipment o boom and
crash in quire the same way as, say, commercial construction, Neverrheless,
we see that investment in equipment swelled as a percentage of GMNT wil
1979, and since then it has been on a longrerm decline.
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Graph 7
Met Private Fixed Investment
As a Percentage of GNP
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Two of three reasons o buy equipment, namely replacement desnand and
new rechnology, remain strong. However, the last reason to buy equipment
ito expand productive capacity} is greadly weakened, The lack of demand
for enlarging capacity has had, and will continue 1o have, a dampening
influence on equipment outlays in the 1990,

Graph % explores the relationship berween the other form of ponresidential
fixed invessmens, strucrures, as a percentage of GNP, The dramatic collapse
sice 1985 reflects high rates of unused space and associnred financial trouhles,

Graph 9
Monresidential Construction
As a Percentage of GNP
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Graph 10 further studies noaresidential construction by distinguishing
berween its commercial and noncommercial components, the krer includ-
ing industrial stroctures, utilicies, petroleam mining structures, and a few
ather minor categories. | had carlier asserted thar a shortage of sound invest-
ment Gpportunitics in the 19805 led investment funds 1o chase after existing
asgets. The specularive boom in commercial praperties led to vigorous con-
struction of offices, retall buildings, and hotels in spite of the lofty vacancy
rates. Motice on this graph that when the conssruction of “other” private
nonfessdential structures began to fall apart in the early 1980s, commercial
building actually accelerared eo fill the void. When commercial construction
bubble finally barse, the result was dramaric, and it is Far from over,
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Graph 10
Monresidential Conatruction
Commercial and Other (As a Percentage of GNP)
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Graph 11 surveys the crend of residential fixed investment as a share of
GMP. Again, we se¢ weakness recently, but nothing as spectacular as in
commercial construction, There was much less speculation in residential
srraciures than in commercial. Although in pockets around the country one
can find overbuilding of condominiums and aparments, natienal wacancy
rates for rental or uwrll.'r-u:.ﬂ.'upi.{‘d ||.l:lui:i|'|g units are nor i'rrilringiy' hiﬂ.h.
The bigpest problem with bowsing is thar long=term demand for new hows-
ing & declinimg.

Thus, Graph 12 looks ar the pamem af growth of the adult population
since World War I "We wimess an expansion af the population 20 years of
age or older, which is not unusual due to the baby boom generarion. Based
on population growth alone, one would not have espected a stronpg home
construction in the 1950s and 19605, vet housing boomed because of the
dire shortege of decent housing after a decade of depression and another
half decade of war. As pent-up demand was exhausted, the maturing baby
boomers reinvigorated housing demand. In the lare 19805, and especially
thie 1990s, we kave neither population growth nor pent-up demand, at keast
M0L AL PIESENT Prices,
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Graph 11
Residential Construction
As a Percentage of GNP
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Source: National Income and Product Accounts

Graph 12
Population, Twenty and Over
Five Year Percentage Changes, 1945-2000
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An Economic Assessment: Contained Depression or the Foothills of Recovery?

Price is a key issue, because it is in prices more than in construction volume
that we see evidence of the 1980s speculation in assets.

Graph 13 provides the one series on home prices that I think properly
reflects the trends in asset pricing because it eliminates the effects of general
inflation and price rises that reflect larger or better appointed units sold.
Instead of the overall index, I have presented the four regional indexes.
Three of them—the West, Midwest, and South, show little speculation of
the sort I have discussed, and their charts are almost indistinguishable. The
Northeast, on the other hand, shows enormous appreciation in houses,
jumping about 40% above and beyond consumer price inflation from 1982
to 1987. In fact, we know that residential real estate prices soared in other
places, notably on the West Coast. But in each region except the Northeast,
the 1980s brought serious trauma to heavy industry, to energy, and to agri-
culture which devastated local economies and depressed housing prices in
many subregions. These occurrences offset price rises elsewhere, and they
also helped temper speculative fever in neighboring subregions. Only the
Northeast was relatively free of serious rust belt, energy patch, and farm

problems.

Graph 13
Price Index of New One-Family Houses Sold,
Including Value of Lot
Index/CPI (Ratio Indexed to 1977=100)
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All regions do have something in common. Inflation-adjusted home prices
are weakening across the board. I have shown evidence of (i) a buildup of
excess productive capacity, (ii) speculation in real estate, and (iii) the begin-
ning of a capital spending retrenchment. There is also ample evidence of
speculation in the 1980s in many other types of assets—debt instruments
(junk bonds), art and antiques, yachts, and so forth.

How does the stock market fit into this story? Can we say, then, that Black
Monday, was a sign that the 1980s speculative boom was coming apart?
Yes, but with qualifications. Corporate equities, like other assets, had been
the subjects of a broad speculation. Parallels cerrainly exist between stock
market speculation and speculation in other assets. On the other hand, the
1987 crash was not the definitive end to an era of speculation, because the
market did recover over the next few years, and other forms of speculation
continued after 1987.

Still, the crash was in large part one of several phenomena signaling the end
of the speculative era. Certainly, the market was overpriced, based on a
number of measures. Graph 14 offers the first of two common valuation
measures | would like to discuss, the dividend ratio. Based on the Standard
and Poor’s 500 companies (S&P 500), during at least the past 25 years, the
dividend yield was never as low as it was in 1987 prior to the crash. The
only rival was 1972, which I will address shortly.

Graph 14
S&P 500 Dividend Yields
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As illustrated by Graph 135, the story is similar if we look at another valua-
tion measure, the price earnings ratio. The ratio was higher in 1987 than at
any other time in modern history. Now, keep in mind that neither of these
valuation measures takes interest rates into account, which is of course crit-
ical in any computation of present value based on return rates. Considering
interest rates, the case that stock values were excessive in 1987 becomes
much stronger. For example, in 1972, when the dividend rate on the S&P
500 was low as at the peak of the market in 1987, interest rates were much
lower. Thirty-year Treasury bonds, for example, were only yielding about
6% versus approximately 9% in 1987. If we were to use real yields, the
contrast would be even more dramatic. That stocks became overpriced in
the mid-1980s, and then crashed, is consistent with my general hypothesis
of speculation in existing assets. This point is the key link between the 1987
crash and the ongoing changes in the economy in recent years.

Graph 15
S&P Price to Earnings Ratio
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But there were certainly other factors behind the crash. Among them were:
1. The lack of sufficient cash to support the market at the peak prices.
2. So much optimism among institutional investors that they could
only become more pessimistic.
3. Interest rates rose sharply during the late summer. Graph 16 shows
both short rates, represented by the Federal funds rate, and long
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rates, represented by 30-year Treasuries, spurted upward in the two
months prior to October, 1987.

4. Market leverage. The advent of futures index trading had destroyed
the discipline of a 50% margin requirement, which had been insti-
tuted to prevent the excesses that had/occurred on 10% margin prior
to the 1929 crash. Through the futures market, one could buy stocks
on effectively 7% margin.

(%1

Technology further accelerated the crash. The markets reaction time
had become incredibly fast. Program trading, global trading, instan-
taneous information sharing made it possible for the market to fall
at blinding speed and on massive volume.

To summarize, the deteriorating environment for capacity expansion in the
United States in the early 1980s opened the door for investment funds to go
in other directions, in particular into speculation on existing assets: equities
were among them. The Crash of 1987 was not the end of the speculative
bubble, but at least the beginning of the end. Also in the late 1980s we saw
commercial construction begin to decline, the junk bond market fall
sharply, declines in inflation adjusted residential real estate prices, falling
prices on collectibles, and so forth. Black Monday, while unrivaled as a
financial spectacle, was merely part of the trend in asset pricing.

Americans are a long way from coming to grips with just what is ailing our
economy. We will be getting some unpleasant lessons as the consequences of
overbuilding and asset speculation continue to unfold. I would not be sur-
prised to see the stock market play a further role in this educational process.
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