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Introduction


The Anna Karenina Principle


All happy families are alike; each unhappy family is unhappy in its own way.


—Leo Tolstoy, 1877


Tuesday, August 25, 1857, was a temperate late-summer day in New York City—warm, with a gentle westerly breeze and mostly clear skies. Though approaching the peak of the Atlantic hurricane season, it had also been a dry and sunny month. Yet despite the pleasant, seventy-four-degree weather, Charles Stetson, president of the Cincinnati-based Ohio Life and Trust Company, was solemn.


Over the weekend, Stetson had been hastily summoned to New York by a series of urgent telegrams from the bank’s cashier, Edwin Ludlow. From the plush location of the luxurious Hotel Astor in Longacre (now Times) Square, Ludlow informed Stetson that Ohio Life was on the brink of running out of money. Previously unaware of the severity of the New York office’s liquidity constraints, Stetson’s biggest fear as he set off from Cincinnati had been that Ludlow was stricken by severe illness. It was only at the hotel that he first learned of the firm’s “serious difficulty.”


Ohio Life was something of an oddity. Rather as Voltaire remarked that the Holy Roman Empire was neither holy nor Roman nor an empire, the company never sold an insurance policy, let alone a life one, and conducted much of its business out of New York, not Ohio. The Cincinnati home office mostly invested in real estate mortgages and railroad securities, which they funded in part by borrowing from their New York agency, which in turn borrowed in wholesale New York City money markets. In essence, the New York office was Ohio Life’s portal into the city’s deep capital markets.


According to one contemporary banker, the company “had enjoyed the highest credit,” its home business “managed in the most careful manner” and “distinguished for its conservatism.” Another banker, the abolitionist Quaker James Sloan Gibbons, noted that “the institution had stood high in the public esteem.”


Yet unbeknownst to both, with three-fifths of its assets tied up in longer-term, illiquid loans funded overwhelmingly by short-term debt that lenders could redeem on demand and without notice, by 1857, Ohio Life faced a classic maturity mismatch problem. When short-term call money lenders called in their loans, Ohio Life would have to liquidate longer-term mortgages and railroad securities to honor their liabilities. As money markets tightened and investor appetite for railroad bonds declined over the summer of 1857, the New York office thus struggled to continue financing the mounting liquidity requirements of the home office.


In a desperate bid to bolster their permanent capital base, Ludlow attempted to prop up Ohio Life’s share price using misappropriated funds. But when one of Ohio Life’s trustees suddenly sold all his shares in the spring of 1857—either as retribution for the bank enforcing a default claim against his son-in-law or as an act of self-preservation after allegedly advising Ludlow to engage in the stock-buying scheme in the first place—the bank’s continued operation rapidly became untenable.


With railroad bond prices continuing to decline and short-term creditors increasingly calling in their loans, on Friday, August 21, Ludlow fired off three telegraphs—two to Stetson and one to the bank’s highly respected doctor-turned-assistant cashier, Samuel Perkins Bishop, insisting they come at once to New York. Stetson duly boarded an early Saturday-morning train from Cincinnati.


Despite a desperate but ultimately unsuccessful scramble to secure additional funding, shortly after noon on Monday, Stetson reluctantly concluded that Ohio Life would have to suspend payment on its liabilities. Depositors would henceforth be unable to withdraw their deposits, while short-term money lenders attempting to call in their loans would be denied repayment. At one o’clock, he telegraphed a shocked Bishop that suspension had already taken place in New York and that he saw “no other course than for you to close your doors.” After a frantic attempt to obtain loans from Ohioan banks in Cincinnati and Covington, the following morning, the Cincinnati office likewise reluctantly suspended payment.


As one contemporary banker—future US treasury secretary under Presidents Lincoln, Johnson, and Arthur, Hugh McCulloch—put it, the failure of Ohio Life “was a bolt from a cloudless sky.” Another described it as a “cannon shot.” While press reports quickly revealed that the failure of Ohio Life was the consequence of isolated negligence and even fraud, the failure triggered justifiable alarm within the banking community.


As Gibbons put it, if the entire capital of $2 million of a respected bank like Ohio Life “could be dissipated . . . without discovery,” then “why might not similar transactions be concealed in other institutions?” To put it bluntly, Gibbons wondered how “with all the usual hypothecation of securities, and transfers, and extensive bank loans, of which the records of the Company must have given some evidence,” the dissipation of so many millions did not excite “suspicion in the minds of the trustees,” many of whom served as trustees of other institutions of similar esteem to Ohio Life. If it could happen at as respected a house as Ohio Life, could it not happen at other financial institutions?


Within a week of Ohio Life’s suspension, other banks thus began to prudentially and proactively curtail lending. Indeed, even as bank depositors—who nervously withdrew deposits in the two weeks following Ohio Life’s failure—began to redeposit funds in the first two weeks of September, the banks themselves continued to contract lending.


Then, tragedy struck. The SS Central America, a steamship bound for New York City from Panama laden with the 2024 equivalent of $1 billion in gold from the California gold rush, was caught in a tropical storm off the Carolinas that by September 11 had intensified into a Category 2 hurricane. Despite valiant efforts by passengers and crew to save the fated vessel, on the evening of September 12, waves consumed the waterlogged ship, her gold, and the lives of the 425 passengers and crew remaining on board.


News of the tragedy reached New York City on September 18. Though the gold, if not the ship, was fully insured and the mostly London-based underwriters acted with unprecedented haste to provide assurances that they would pay out without delay upon receipt of the bills of lading, the loss of the Central America intensified anxiety in the city. Alarmed by the loss of gold, New York banks doubled down on their efforts to curtail lending and bolster their gold reserves.


Under state law, every New York banknote had to be backed by state government bonds deposited with the state comptroller of the currency, who then printed notes on the bank’s behalf. Thus, if a bank wanted to contract their note issuance and bolster their gold reserves, when noteholders presented notes for redemption in gold the bank would return the redeemed notes to the comptroller, who then sold the bond backing the note and transferred the proceeds to the issuing bank. This depressed bond prices precisely as increasingly nervous noteholders redeemed their banknotes. Moreover, as banks attempted to reduce their risk exposure by curtailing credit to securities brokers, the brokers increasingly had to liquidate their investments, further depressing bond prices.


The situation was even worse for New York City banks specifically. New York banking regulations required every New York State bank located outside of New York City to assign a bank within the city as their agent, with the agent obliged to redeem the peripheral bank’s notes for gold. By regulation, the city banks could not then return those notes to the peripheral banks for gold without notice. While the peripheral banks also had to redeem the notes of their city agent, they were not required to do so in gold, which resulted in a net drainage of gold from New York City banks.


Underlying this scramble for gold was the thorny issue that bank charters in many states, most notably New York and Pennsylvania, explicitly prohibited banks from suspending redemption of their notes, the penalty for which could include liquidation and forfeiture of their banking charter. And simply refusing to redeem a note could constitute de facto insolvency.


Indeed, in a letter to the British banking behemoth Baring Brothers, one prominent Philadelphia businessman, Charles Henry Fisher, even enclosed copies of the 1850 Pennsylvania law and 1846 New York constitution with a letter to his London headquarters. Fisher could not help but observe that while it might have been rational for the banking system as a whole to expand credit under the circumstances, for the individual bank, it seemed entirely rational to contract credit. As bank loans ultimately had to be financed by bank liabilities, no bank wanted to be first to test the laws on the books by issuing notes that they might be unable to redeem. Moreover, as banks restricted lending, merchants and businesses increasingly had to make withdrawals to fund their own operations, exacerbating pressure on the banks. By October, loans effectively could not be had at any rate.


Though market participants looked forward to gold shipments from England and California shortly relieving pressures in credit markets, by October 16, it was clear those shipments had been indefinitely delayed. In desperation, on October 13, New York City banks resolved to send a committee to Albany to petition the governor for an emergency legislative session. The governor demurred, and in any event, there was nothing the legislature could do; the state constitution explicitly forbade the legislature from passing any law whatsoever that would sanction the suspension of payments.


Yet as the demand for deposits by New York merchants reached stampede levels, all but one, the Chemical Bank, were forced to suspend payments. When the Bank of New York refused to redeem two one-hundred-dollar notes, the noteholder promptly applied to a judge of the state supreme court for an injunction. But faced with a rapidly deteriorating situation, within a week, the court cut the Gordian knot, ruling that a bank’s suspension of payments during a period of general suspension was not proof of insolvency.


Nonetheless, with businesses previously reliant on credit to finance operating expenses and capital outlays now unable to access it, by early October, there were already reports of large spikes in unemployment. “Hundreds of mechanics, ‘shop girls,’ sewing women and day laborers” abruptly found themselves without work and unable to find it. In New York City alone, hundreds of men previously employed making improvements to Central Park were discharged on October 7. Two days later, more than two thousand young women in the scarf- and clock-making trades were reported to be out of work, with nearly every establishment “of numerical importance” having reduced head counts by a third to a half, and some by more. For many piece-rate workers, the issue was not so much the threat of outright layoff but rather that there were simply no new jobs upon completion of existing contracts.


In search of an explanation for their present adversity, contemporaries were quick to blame their own extravagance. As one New York Times writer asked on the eve of the October suspension, “Have we been living too fast?”—concluding that “a good many of us must plead guilty to the charge.” Another lamented the origins of the current “revulsion” in a “lack of integrity on the part of the managers of certain great money corporations on both sides of the Atlantic,” while also noting opinions on “the extravagance of the women, the gambling propensities of the men . . . and too many Railroads.”


With credit scarce and unemployment surging, by the autumn of 1857, the US economy was in recession, though by recessionary standards, the 1857–58 recession was a relatively mild affair. While bank lending fell 15 percent and the stock market plunged by nearly a third, economic output contracted by just over 2 percent per person and wages by 1 percent. Within a year, the US economy was rebounding at a healthy annual pace of just over 3 percent, and within two years, 5 percent.


In the decades since, historians have variously attributed the 1857 recession to the collapse of a railroad “mania,” a Western land “boom” gone bust, inflation following the California gold rush, plummeting European demand for American grains following the Crimean War, tariff reductions, and even the March 1857 Dred Scott decision, which allegedly depressed westward migration and land values by creating ambiguity as to the status of new territories as slave or free states. Not to mention a grasshopper plague of providential proportions that ravaged farms across twelve thousand square miles of Western and Midwestern grain states, consuming “every green thing cultivated by man.”


Yet more than any single factor, it was the chance confluence of multiple shocks to Western land values and railroad securities, the failure of Ohio Life, the demise of the Central America, and a legally constrained New York banking system that generated the unfortunate economic calamity of October 1857. As we will observe frequently throughout this book, the economic crisis that erupted in the autumn of 1857 followed a rather random, even improbable, interaction of overlapping and interacting developments.


Financial journalists commonly refer to the rule of thumb that a recession is two consecutive quarters of negative economic growth. Yet such simple rules are inadequate for the task of identifying, let alone explaining, episodes of economic contraction, not least since they are of no use whatsoever for earlier years, such as 1857, for which the requisite gross domestic product (GDP) data is unavailable at quarterly frequency.


A more striking feature of recessions like the 1.5-year 1857–58 recession is not simply their duration but rather the abrupt violence with which they typically interrupt periods of positive economic growth. The eminent British economist John Maynard Keynes observed that “the substitution of a downward for an upward tendency often takes place suddenly and violently, whereas there is, as a rule, no such sharp turning-point when an upward is substituted for a downward tendency.” A regime shift, in modern economic parlance.
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Figure 1: Unemployment Rate, 1929– 2025. See data appendix.


 


To Keynes’s point, armed only with a plot of the unemployment rate (Figure 1), one could with highly respectable success identify historical economic recessions simply by noting the irregularly occurring moments of sudden, rapid increases in unemployment. These moments are then visibly succeeded by periods of more gradual declines. Up like a rocket, down like a feather. Thus, rather as the late Supreme Court Justice Potter Stewart described the task of defining pornography, while it may be impossible to ever satisfactorily define recession, one knows it when one sees it. Economic expansions do not “slip” or “tip” or “dip” into recession; as former Federal Reserve chairman Ben Bernanke once quipped, “They get murdered.”


As the unofficial-official arbiter of US recession dates, the wholly private National Bureau of Economic Research (NBER) defines a recession as “a significant decline in economic activity that is spread across the economy and lasts more than a few months.” The NBER’s recession dating committee thus flexibly considers a combination of depth, diffusion, and duration, such that an economic decline of considerable depth and breadth across multiple sectors of the economy could constitute a recession even if, as was the case with the two-month-long 2020 pandemic recession, the duration of that contraction was brief. Throughout this book, I employ the qualitative NBER definition of a recession. I thereby employ or extend existing recession chronologies on both sides of the Atlantic back to 1854 on a quarterly basis and back to 1700 at annual frequency.


Though the unemployment fluctuations in Figure 1 appear irregular and random, such apparent irregularity has not stopped economists and financial observers from purporting a regular, cyclical pattern to economic fluctuations. When the 1857 US recession spread to the United Kingdom, the eminent British banker and former member of Parliament Samuel Jones-Loyd, Lord Overstone, reissued a pamphlet he had published exactly twenty years prior when recession previously gripped both sides of the Atlantic. “We find,” Lord Overstone wrote, that the state of trade is “subject to various conditions which are periodically returning: it revolves apparently in an established cycle” of “excitement” and excess followed by “convulsion” and “stagnation.” Overstone could certainly be forgiven for his confidence—this was the third major recessionary “convulsion” in thirty years, each one a decade apart: 1837, 1847, and 1857.


Echoing Overstone almost 150 years later in his acclaimed 1978 tome, Manias, Panics, and Crashes, MIT economist Charles Kindleberger similarly described the apparent “biologic regularity in the pattern” of observed cycles of mania, panic, and crash. Even two hundred years before Overstone’s 1837 publication, his countryman, the eminent physician and empiricist Sir William Petty, had observed that a cycle of “Dearths and Plenties” seemed to revolve over a period of seven or so years. More recently, when recessionary fears gripped Wall Street in the summer of 2019, David Rubenstein, billionaire cofounder and co–executive chairman of the Carlyle Group—one of the largest private equity firms in the world—noted on CBS This Morning that “normally, since World War II, we’ve had recessions every seven years on average. We haven’t had one now for ten years. So we’re due for a recession.”


But are economic contractions the inevitable, regular result of systematic or otherwise cumulative errors in the preceding economic expansion? Were Overstone’s “cycle of trade,” Petty’s phases of “Dearths and Plenties,” and Kindleberger’s “biologic regularity” of manias, panics, and crashes genuine patterns of economic fluctuations?


Despite the august provenance of the view that recessions are regularly recurring, cyclical “busts” invariably following misbegotten and unsustainable “booms,” it is also, I contend, wrong. Though we tend to think of economic recession as the result of preceding economic expansion, of inevitable retrenchment and cleansing following periods of misguided excess, in this book, we will find that the depth, duration, and diffusion of recessions bear no resemblance whatsoever to the height, age, and constitution of the expansionary periods that precede them.


Nor do they perform some cleansing, rejuvenating function, the economic equivalent of the sound forest-management practice of conducting the occasional controlled burn. Recessions are not periods of painful but necessary reallocation and reorganization. Several years out from a recession, economies typically look remarkably like how they would have looked had they continued uninterrupted along long-run trends from which recessions constitute temporary yet costly deviations. “Gales of creative destruction,” as the eminent Harvard economist Joseph Schumpeter described them, recessions are not.


In his classic 1877 novel, Anna Karenina, Russian author Leo Tolstoy opened with the observation that “all happy families are alike; each unhappy family is unhappy in its own way.” Similarly, while ongoing economic expansions are broadly similar—gradual yet inexorable recovery from an earlier contraction leading to positive economic growth over the long term—every recession represents an economic expansion that failed in its own way.


Fundamentally, recessions are, and have always been, about shocks—costly interruptions of positive economic growth. One can discern as much in Figure 1; the sudden spikes in the unemployment rate are irregular and intermittent, and surge from variable initial levels that reflect gradual recovery from prior spikes rather than corrections of unsustainable, low-unemployment “booms.”


The idiosyncratic nature of recessions, however, rebels against evolved human logic. We are pattern-seeking mammals; patterns are how we relate observed stimuli to subsequent negative experiences—the ingestion of colorful mushrooms followed by illness, excess exposure to sunlight followed by sunburn. So too with the negative experience, even trauma, of economic recession do we thus seek to relate that trauma causally to some precipitate action or actions that we might endeavor to correct in the future lest we incur the same trauma again. Even economists who know and have written of the irregular, intermittent, and episodic nature of recessions therefore nonetheless find themselves slipping into the language of booms and busts.


Moreover, the medium through which we retain, reexamine, and recapitulate these apparent patterns is that of story. There is a reason that parables and fables remain among the most enduring and recognized of narratives. From the parables of Jesus to Aesop’s fables, they convey moral lessons by which we might live better and freer from harm, and from guilt. Parables can provide us with a certain sense of comfort, even control over bad events; if we can identify past actions that appeared to precede trauma, and avoid repetition of those trauma-inducing actions, then it grants us at least some degree of agency over the future. As gloomy as it may be to be told that manias, panics, and crashes are a loop we are doomed to repeat, not only does the parable render our economic future legible and predictable, it also gives us hope for error correction. If fluctuations in economic activity are self-generating, if the bust is a direct consequence of the prior boom, then perhaps there is error in the latter that we might endeavor to correct to prevent or at least mitigate the former.


Even more profoundly, narratives of boom and bust encode these apparently moral lessons with all the essential elements of a successful, resonant story. They have characters—antagonists and villains like Edwin Ludlow, and protagonists and heroes, with former Federal Reserve and Treasury Department officials Ben Bernanke, Tim Geithner, and Hank Paulson even likening themselves to firefighters for their role during the financial crisis of 2008–09. Stories of boom and bust have setting—often Wall Street, or the city of London—plot, and resolution; after all, every recession has ultimately ended in renewed and redeemed economic expansion. And the lessons themselves constitute another key element of a story: theme.


In his 2017 presidential address to the American Economic Association, Nobel laureate Robert Shiller documented the viral nature of stories during the Great Depression, even noting that sermons on the Sunday following the great stock market crash moralized the event, attributing it to “excesses, moral and spiritual.” Though few before the 1930s described the decade preceding the Great Depression as the “Roaring Twenties,” the boom-and-bust narrative of the 1920s—a decade that included the eponymously fraudulent scheme of one Charles Ponzi—framed the subsequent economic downturn as “a sort of day-of-judgement.” As in October 1857, “the macro storyline in the Great Depression gradually morphed into a national revulsion against the [perceived] excesses and pathological confidence of the Roaring Twenties” (emphasis added).


Thus do we perennially observe that the typical response to a recessionary bust is to blame the preceding boom for its purported sins. From the Right, observers condemn alleged gluttony; from the Left, alleged greed. We cannot look at an economic recession without seeking some lesson, some warning, from the preceding expansion. Moral-laden stories about recessions help us to avoid not only suffering but also guilt.


Yet our search for patterns can often lead us to connect data and events that appear related but are, in fact, unrelated. It is a common effect of our cognitive wiring known as apophenia. In contrast to an epiphany—the sudden realization of a genuine pattern in observed data—apophanies are when we identify causality between events that are merely synchronous or coincidental, or patterns that are merely correlated. Staring up at the moon and matching the sight of lunar maria to the image of a man’s face in our memory is an apophany. Widespread panic in 1910 that the imminent return of Halley’s Comet would bring disaster, as previous visitations had been shortly followed by plague and the Great Fire of London, was another.


Examining the long history of recessions in the United States and United Kingdom and marshaling more than five hundred primary sources, more than three hundred unique datasets spanning four centuries, and cutting-edge empirical analysis, in this book I answer fundamental questions while challenging widely held but ultimately apophanous conventional wisdom about recessions. Do recessions follow predictable patterns, with economic expansions inevitably sowing the seeds of their own demise? Or are apparent relationships between economic expansions and subsequent contractions instead merely apophanies rather than epiphanies? Do recessions end on their own, or do they require external intervention? If not the consequence of regular and periodic undulations in economic activity, nor busts following booms, then what does cause recessions?


If recessions are fundamentally about shocks, then some of those shocks we might describe as Acts of God, the most common example of which would be adverse environmental shocks, such as the 1879 UK harvest failure and consequent fuel “famine,” or more recently the 2020 pandemic recession. As we have just seen, the 1857–58 recession likewise included a tragic share of destructive Acts of God, from grasshoppers to hurricanes.


Yet we will also see that many recessionary shocks could more accurately be described as Acts of Man, of which Ludlow’s potentially fraudulent actions were just one example. Energy price shocks precipitating recessions in 1900, 1902, 1926, and 1927 were also of distinctly anthropological rather than divine provenance, each coinciding with industrial action in the then-essential coal industry. The recession resulting from the 1926 UK coal strike even rivaled the 2020 pandemic recession in speed and depth.


Indeed, man-made coal strikes and management lockouts were frequent contributors to US and UK recessions from the late nineteenth century through the mid-1970s, with the consequent energy shortages frequently described as “coal famines.” Although such episodes of contraction were often deep, they were also typically brief and succeeded by sharp rebounds. More recently, at the time of the 1990 Iraqi invasion of Kuwait and consequent oil price spike, UK energy supply was further disrupted by the recent explosion of the North Sea oil rig Piper Alpha, then the single-largest producer of oil in the world and accounting for 10 percent of UK crude production. Authorities later determined that the disaster, which claimed the lives of 167 rig workers, resulted from human error.


Yet other shocks, for want of a better label, we might describe as Acts of Church: the individuals, institutions, and laws officially governing economic activity. Examples of such ecclesiastical acts include the six-month recession from February through July 1980, when the United States federal government imposed credit controls and Federal Reserve chairman Paul Volcker hiked short-term interest rates to nearly 20 percent, bringing thirty-year home mortgage rates north of 16 percent. With high interest rates crushing housing demand, Mississippi homebuilders mailed Volcker a block of two-by-four-inch wood with the words “Help! Help! We Need You Please Lower Interest Rates” inscribed in black marker.


We will also find that governments are ultimately responsible for the single-most destructive force that can be inflicted on economies—namely, war. War and war-related disruptions have been serial killers of economic expansions on both sides of the Atlantic over the past four centuries, with war-induced recessions consistently ranking among the longest and deepest recessions in US and UK history. These include the recessions of 1944–47, 1919–21, and 1762–65 in the United Kingdom, and the Revolutionary War–era recessions of 1776–78 and 1785–87 in the United States, both of which rivaled the Great Depression in depth and duration. Oil price spikes precipitating the recessions of 1973–75, 1979–80, and 1990 were likewise of distinctly sovereign rather than divine provenance, with all three occurring in the context of wartime geopolitical shocks.


To be clear, in this book, I do not advance a single-cause or “single shock” theory of recessions. Quite the contrary: Absent a single shock of the magnitude of, for example, the 2020 pandemic or the 1926 UK strike, recessions are generally characterized by a confluence of overlapping and often interacting factors, as well as propagation mechanisms that can protract elevated unemployment well after the initial impulses have dissipated. Indeed, we have already seen such interactions of adverse shocks in the unfortunate sequence of events that culminated in the 1857–58 recession. The 1980 recession similarly coincided with not only a credit supply shock but also a severe energy supply shock in the aftermath of the Iranian Revolution.


Even during the recent 2008–09 recession, declining US home prices and the upward reset of adjustable-rate mortgages did not occur in isolation. Rather, the housing shock that both impaired US household balance sheets and triggered a “dislocation in the market” for wholesale bank funding impacted during one of the worst energy and food price shocks in postwar history. In fact, the historical record for the inflation-adjusted price of a gallon of gasoline was not during the 1973–74 Arab oil embargo or in the aftermath of the 1979 Iranian Revolution but rather in June 2008. In the postwar period, the global price of energy was never higher than in the second and third quarters of 2008, before the collapse of Lehman Brothers.


Part of the challenge to dating recessions is that were it not for the intercession of a large shock or clusters of shocks—such as the terrorist attacks of September 11, 2001, which occurred during the relatively mild 2001 US recession—what might otherwise have been a random slowdown in economic expansion can in retrospect spuriously appear to have marked the inception of economic contraction. Conversely, because an initial impulse—for example, an adverse harvest shock—may take time to propagate through such mechanisms as bank failures, the economic historian is at risk of overlooking underlying shocks whose initial impulses may predate the onset of outright economic contractions by several months. For example, a major factor in the susceptibility of the US economy to recession was that its historically fragmented and under-diversified banking system perennially amplified shocks, with bank failures often following other adverse shocks in agriculture or industry.


If recessions were fundamentally functions of manias, panics, and crashes, then unless we believe that people are systematically more or less rational over time and across countries, then we should expect recessions to be roughly evenly distributed over time and across countries. Yet recessions have become substantially less frequent over the past four centuries. In the United States, the two longest economic expansions since 1700 have both occurred in the past thirty years, and four of the five longest since 1960. Since 1945, the average US expansion has lasted sixty-four months, compared to just twenty-six months before World War II. The UK expansion that ended in March 2008 was tied for the second longest on record; the longest ended with the Arab oil embargo of 1973. Were it not for a novel coronavirus, it is hardly a foregone conclusion that after 128 consecutive months of expansion, the US and UK economies were by early 2020 “overdue” a recession on account of the advanced age of their recoveries.


Contemporaries of the 1857 recession lamented the speed with which news of bank failures spread contagiously via the novel technology of the telegraph, suggesting that episodes of financial panic would become more frequent as technology advanced. Similar concerns emerged 166 years later following the 2023 failures of Silvergate Bank, Silicon Valley Bank, Signature Bank, and First Republic Bank, with depositor fears spreading rapidly through social media. Yet not only did the latter crisis avert recession, but banking crises more generally have also become substantially less, not more, frequent over time in both the United States and United Kingdom. Are we really less manic than our forebears?


Even leaving aside the equanimity of more recent cohorts relative to their allegedly more excitable predecessors, are Americans really so much more prone to mania and panic than their British counterparts, who since 1945 have enjoyed an average economic expansion of 212 months? In any given year since 1945, there was a 15 percent chance that the US economy entered a recession, and a nearly one-in-three chance that it was in recession at some point during the year. In contrast, the United Kingdom experienced just a 6 percent probability of entering a recession in any given year, and a nearly one-in-five chance that it was in recession at some point during the year. At eighty-nine months, even the average prewar UK expansion endured longer than the average postwar US expansion. A case in point is the unbroken sixteen-year UK economic expansion from 1862 to 1879.


Meanwhile, no American expansion has lived longer than 10.5 years. In just the last 200 years alone, the United Kingdom avoided recessions in 2001, 1970, 1960–61, 1957–58, 1953–54, 1948–49, 1936–38, 1923–24, 1913–14, 1887–88, 1869–70, 1865–67, and 1829, US recessions each. What makes the differential recessionary experience so striking is that the two economies are arguably more or most similar to each other than to any other economies and have long been deeply integrated economically, financially, culturally, and politically. Their differential recessionary experiences thus prompts the question: Why do recessions so often halt at the border?


At the end of the day, recessions are painful, traumatic events. Insofar as we apophanously perceive the height of any alleged excess to precede and predict the depth of the subsequent recessionary penance, our pattern-seeking minds thus command that we seek and tell moral lessons about our prior expansionary sins. Yet recessions are also the exception. On average, “happy” economic expansions live far longer than their unhappy recessionary counterparts, and the average speed of expansions ultimately matters more for long-term economic prosperity. The United Kingdom has had fewer recessions than the United States, but it is also at least 30 percent poorer, indicating that over the long run, the United States’ greater susceptibility to recession is more than offset by its higher-trend growth rate.


And yet recessions keep happening. Why? Are they inevitable or avoidable? Why is the United States more susceptible to recessions compared to other major advanced economies like the United Kingdom’s? Why are some long lasting, others short and severe? In the chapters to come, we will examine the factors that generate recession and, equally importantly, those that do not. Encouragingly, we will find that the evidence is unambiguous that we are gradually, over time, getting better at absorbing the kinds of shocks—in particular Acts of God—that historically tended to murder economic expansions.


Moreover, recognizing that recession is not the predictable consequence of fatal flaws in the preceding expansion, that booms do not sow the seeds of their eventual busts, should caution us against apophanous thinking about recessions, against the instinctual impulse to ascribe sin and illness to expansions that in fact die innocent and healthy. The key to better understanding recessions is not to focus on the happiness of the preceding expansion but rather to understand the sources of their own unique unhappiness.










1


Epiphanies or Apophanies


The medium of seven years, or rather of so many years as makes up the Cycle, within which Dearths and Plenties make their revolution, doth give the ordinary Rent of the Land.


—Sir William Petty, 1662


It is easy to see how Nouriel Roubini acquired the nickname “Dr. Doom.” Stony-faced, with brow furrowed, never cracking a smile, the Harvard-educated economist can enumerate myriad risks looming before the US and global economies with remarkable alacrity and somber conviction. Typically clad in a black suit, with a dark tie, if any, and with the slightly crumpled look of a longtime university professor, he impresses the urgency of the impending confluence of calamities without the polished glibness of his more optimistic competitors in the market for economic prognostications.


According to media reports, he also lives like someone who expects that tomorrow might bring something not far short of apocalypse. According to a 2022 interview, the then-sixty-four-year-old noted that he had no kids and, “citing various threats,” declared that “I don’t want to have kids.” Instead, the grim Dr. Doom prefers to party hard—a rational choice if one expects the world to end. Scooping up a prime East Village penthouse for $5.5 million in 2010, Roubini frequently hosted lavish, often raucous parties. “The recession has been great for me,” Roubini acknowledged.


Of course, the main reason Roubini garnered his gloomy sobriquet was that from 2005 on, he issued loud warnings of a pending recession, and from 2006 onward warned of a looming housing bust, seemingly one of few economic commentators to do so. But upon closer inspection, was Dr. Doom really prescient? Since the end of World War II, the unconditional probability that the US economy enters recession in any given year is approximately 15 percent, implying about a one-in-six chance. So if an economic observer, like Dr. Doom, predicted in 2005 a recession that subsequently commenced in 2008, then he automatically had a better-than-even chance of being correct before January 2009.


However, journalists unconvinced by Dr. Doom’s prophetic acclaim would later question whether Roubini was prescient even on the housing call. At least as early as March 2005, though Roubini was predicting recession, the recession he foresaw was one triggered by foreign central banks diversifying away from US dollars. In February 2006, he was still warning that with the United States consistently spending more than its income, foreign investors would dump US Treasuries for equities. Later in the year, as US housing prices began to decline and unsold inventories rose, Roubini shifted his focus, warning in August that the economy would “fall into a recession early in 2007 as a result of the combination of high energy prices, higher interest rates and a housing collapse.”


Yet a year later, with no recession having yet commenced, Dr. Doom was back to emphasizing unsustainable budget and current account deficits. Drawing an explicit parallel to the circumstances preceding the 1987 stock market crash, he now also added a sharp criticism of rookie Fed chairman Ben Bernanke’s inexperience and communications missteps. He again mentioned housing, but real estate was far down a long list of recession risk factors.


As every economic expansion has ultimately ended in recession, a prediction of recession is eventually, inevitably going to prove “prescient,” albeit perhaps premature. The question is over what time horizon. Unfortunately, the market for economic prophecies is highly asymmetrical, tending to punish those who predict continued expansion when a recessionary crisis ensues far more than those who repeatedly predict recessionary crisis when continued expansion ensues.


The poster child for that warning was famed Yale University economics professor Irving Fisher, such a titan in the history of economic thought that, in 1924, The Wall Street Journal described John Maynard Keynes as “England’s Irving Fisher.” By one measure, he was the most cited economist in English-language journals from 1886 to 1924, and at least never outside the top five. In 2005, Nobel laureate and fellow Yale economist James Tobin remarked that “much of standard neoclassical theory today is Fisherian in origin, style, spirit and substance.”


A Yale man through and through—he earned both his BA and PhD from Yale, becoming the first recipient of a doctorate in economics from the university—Fisher was also a man with eclectic, even eccentric interests and passions. Of their vegetarian host, who eschewed alcohol and tobacco, one dinner guest at Fisher’s impressive home—a wedding gift from his wealthy industrialist father-in-law, Rowland Hazard—recalled that “while I ate right through my succession of delicious courses, he dined on a vegetable and a raw egg.” Fisher’s experimental research on nutrition, for which he used Yale student athletes as subjects, earned him sufficient recognition as an authority on the subject that cereal-maker Grape-Nuts included an endorsement from Fisher in a 1907 advertisement.


But it was in the market for economic projections that Fisher gained both fame and infamy. By the early 1920s, economic forecasting was a burgeoning field, inspired by the commercial success of pioneers such as Roger Babson—founder of Babson College—and the Harvard Economic Service (HES). Utilizing his work on price indices, Fisher started a business selling indices of wholesale commodity prices along with his economic views to newspapers. By 1929, Fisher’s Business Page appeared in dozens of newspapers across the country, and his predictions were featured in The New York Times and The Wall Street Journal. Keen to expand, in the summer of 1929, Fisher instructed his staff to “go ahead full steam,” spending in excess of $30,000 (approximately $3 million in 2024 dollars) on office expansion and new equipment.


But in early September, equity markets began to falter. Commenting to The New York Times, Fisher maintained that “stock prices are not too high and Wall Street will not experience anything in the nature of a crash.” He noted that the ability to diversify through investment trusts had substantially lowered risks for equity investors. With “the margin of safety between high-grade bonds and common stocks . . . rapidly being equalized in actuality and in the popular mind,” Fisher was convinced that the continual erosion of the equity premium justified higher stock prices.


More importantly, though, Fisher noted that “we are living in an age of increasing prosperity and consequent increasing earning power . . . due in large measure to mass production and inventions such as the world never before has witnessed.” “The rapidity,” he continued, “with which worth-while inventions are brought out is the result of the tremendous research laboratories of our great industrial concerns,” while “application of these inventions to industry means greatly enhanced earning power.”


Just over a month later, Fisher reiterated his arguments in an address to members of the Purchasing Agents Association at their monthly dinner meeting. In particular, he again emphasized the value of increased diversification through the rise of investment trusts, which not only allowed investors to “diversify their holdings among many kinds of common and preferred stocks and bonds, foreign and domestic” but also operated “to shift risks from those who lack investment knowledge to those who possess it.” In a line that would haunt him for the rest of his life, Fisher suggested that stock prices had thus reached “what looks like a permanently high plateau.”


On the eve of what would subsequently be known as “Black Thursday,” Fisher tripled down on the proposition that the economy was fundamentally sound during evening remarks to the District of Columbia Bankers Association. While acknowledging that it was impossible to “shake the market entirely free” from a “lunatic fringe of reckless speculation,” he considered the “public speculative mania” to be the “least important of a dozen causes” for the rise in equity prices over the preceding three years. He then rattled off the increased economies of scale attributable to more corporate mergers under Presidents Coolidge and Hoover, wartime inflation and the depreciation of the dollar (which raised the dollar value of US firms’ overseas revenues), increased diversification through investment trusts, a capital gains tax that disincentivized selling appreciated securities, and increased wariness of bonds due to inflation risk as legitimate economic justifications for the rise in equity prices in recent years.


The next morning, the Dow Jones plunged 11 percent upon opening, which would have marked its biggest drop on record had not the heads of five leading New York banks—J. P. Morgan and Company, Chase National Bank, National City Bank (the future Citibank), the Guaranty Trust Company, and the Bankers Trust Company—met at J. P. Morgan’s offices at 23 Wall Street to coordinate $20–$30 million in stock purchases. As John Pierpont Morgan himself had similarly done in 1907, they managed to staunch the bleeding that day, with the Dow actually recouping some of its losses. But the following Monday—“Black Monday”—the Dow plunged 13 percent, followed Tuesday by a further 12 percent. While markets rebounded on Wednesday and Thursday, by the second week in November, the Dow had dropped nearly 50 percent since September 3.


Nonetheless, as stocks continued to recover throughout the rest of November and into January, Fisher remained optimistic. In remarks to three hundred attendees of a Chamber of Commerce luncheon in Bridgeport, Connecticut, on December 2, he noted that as the flow of future earnings from equity in US companies had not been destroyed but merely transferred to other investors at discount, “no permanent ill effects of the market crash will be experienced.” He added that President Hoover was “pursuing the right course in his campaign against reduced employment and productivity” and suggested that investors could either “proceed with courage and confidence in the great promise of the industrial and business future or to succumb to the false fear which the break in stocks might set up in business and industry.” Yet despite Fisher’s optimism, over the next three years, the Dow would drop a further 83 percent, GDP would drop 21 percent, and unemployment would peak at 25 percent. His reputation would never recover from his failure at economic prognostication.


In a historic irony, Fisher’s September 5 comments were reported in direct response to remarks the same day by famed market commentator and forecaster Roger Babson. In a speech that day before the National Business Conference, Babson warned:


I repeat what I said at this time last year and the year before, that sooner or later a crash is coming which will take in the leading stocks and cause a decline of from 60 to 80 points in the Dow-Jones Barometer. Fair weather cannot always continue. The economic cycle is in progress today as it was in the past. . . . Sooner or later a crash is coming and it may be terrific. Wise are those investors who now get out of debt and reef their sails. This does not mean selling all you have, but it does mean paying up your loans and avoiding margin speculation. . . .


Sooner or later the stock market boom will collapse like the Florida [real estate] boom. Some day the time is coming when the market will begin to slide off, sellers will exceed buyers, and paper profits will begin to disappear. Then there will immediately be a stampede to save what paper profits then exist.


“Sooner or later.” “May be terrific.” “Some day.” Like Dr. Doom, Babson had issued the same grim warning exactly a year before, and the year before that. Moreover, an 80-point decline in the Dow Jones Industrial Average—which peaked at 381 on September 3, 1929, would have marked a decline of 21 percent. As it happened, from its September 1929 peak to the summer of 1932 trough, the Dow Jones plunged 89 percent; Babson’s possible “terrific” crash was off by a factor of more than four. Following two recessions, a world war, and Cold War proxy conflict, the Dow would not reattain its precrash level until November 1954. But at least Babson got the sign right.


Furthermore, rather like Roubini’s evolving prediction of the cause of the forever pending crisis, when Babson issued his dire warning at the very same National Business Conference twelve months prior, the cause of his concern was radically different. Then, he again warned that a depression was coming, but declared the cause of that looming depression would be the defeat of Republican presidential nominee Herbert Hoover in the upcoming 1928 general election. Speaking of Democratic nominee Governor Al Smith, Babson told the conference that “if Smith should be elected, with a Democratic Congress, we are almost certain to have a resulting business depression in 1929.”


Curiously, on one item, Babson and Fisher, both teetotalers, did agree. Reflecting on how the United States had managed to escape financial panic in the aftermath of the Great War, Babson credited Prohibition, which came into effect more than a year after the war’s end. According to Babson, following the Eighteenth Amendment banning alcohol, money that had previously been spent on the manufacture and sale of booze was instead diverted to other, more productive uses. Evidently, Fisher concurred, crediting Prohibition for the economy’s strength in his remarks to the District of Columbia Bankers Association on the eve of Black Thursday.


In any event, Babson would be lauded by history for his purportedly prescient anticipation of the pending crash. Like Dr. Doom and, for that matter, the oracles of Delphi, he had been sufficiently vague and adaptable in his predictions of economic calamity.


In the extreme, one might consider two types of forecasters. One predicts recession every year, the other predicts no recession every year. The former would, on average, be wrong approximately 85 percent of the time since 1945, while the latter would be wrong just 15 percent of the time. Moreover, consistently investing on the advice of the latter would generate substantially higher long-run returns than consistently investing on the advice of the former. Yet our loss aversion often leads us to discount so-called perma-bulls far more than perma-bears, and sometimes to even attach a premium to perma-bears.


However, the contrast between the vague, coincidentally “correct” warnings of Babson and Dr. Doom and the intellectually precise but erroneous optimism of Professor Fisher raises a more fundamental question—are recessions even predictable at all? Are they regularly and periodically recurring? If not fully forecastable, are there at least some indicators or rules that offer clues to the likelihood of pending economic contraction? Recession chasing certainly has a long and venerable history, but how accurate are recession meteorologists?


Fisher was not alone in being precisely wrong while Babson was oracularly right. Yale-man Fisher’s Harvard competitor, the Harvard Economic Service, was similarly mistaken. Founded in 1922 by Harvard economics professor Warren Persons—himself inspired by Fisher and Babson—within three years the service already boasted a staff of forty-three, 2,400 subscribers paying one hundred dollars per year, and partnerships in the United Kingdom, France, Italy, Germany, and Austria.


Strengthening the service’s Austrian connections was future Nobel laureate Friedrich Hayek, who visited the United States during the 1923–24 academic year at the invitation of New York University professor and US Treasury alum Jeremiah Jenks. The two had met a year earlier in Vienna when Jenks—having advised the Weimar government following the German hyperinflation—suggested he might employ Hayek as a research assistant. Struggling to cover the transatlantic fare, to save money, Hayek declined sending a cable to NYU announcing his pending arrival. He consequently arrived unannounced and with just twenty-five dollars, only to find that Jenks was on holiday. After seeking work for two weeks and down to his last cents, Hayek accepted a post as a dishwasher at a restaurant on Sixth Avenue, fortuitously receiving word the morning he was due to start work that Jenks had returned.


Incidentally, among the HES’s detractors was none other than Hayek’s future UK rival, John Maynard Keynes. Keynes was concerned that the service seemed to liken economic fluctuations “to a natural phenomenon such as the tides” and worried they might therefore have “a vested interest in the due recurrence of the boom and slump.”


In any event, just five days before Black Thursday, the HES assured subscribers there were no indications of recession, and if there were, the Federal Reserve would “check the movement.” Like Yale’s Fisher, in the ensuing months, they doubled down, noting in early November that the recent decline in interest rates was “evidence of the soundness of the present business situation.” Unfortunately, as future Fed chairman Ben Bernanke would later demonstrate, the decline in observed interest rates after 1929 was in fact a symptom of the severe deterioration in credit conditions. As credit defaults mounted and the value of collateral dropped, lenders increasingly withdrew credit from all but the highest-quality borrowers.


The HES’s persistent predictions of imminent recovery eventually elicited ridicule, with one Harvard graduate even lamenting in the Alumni Bulletin that the prestige of the Harvard name had lent intellectual gravitas to disgraced forecasts. Two days later, university president Abbott Lowell issued a press release stating unequivocally that the university had nothing to do with the HES. With subscriptions plunging, in the autumn of 1931 the service announced they would cease publication of the Weekly Letter, though their more scholarly Review of Economics and Statistics would continue and is today one of the top ten academic economics journals.


In defense of Fisher and the HES, analysis published six decades later in the American Economic Review concluded that the Great Depression was fundamentally unforecastable. Fisher’s “continued optimism,” the authors concluded, “is consistent with our conclusion based on time-series methods that the Depression was not forecastable.” In other words, both Fisher and the HES were “justified in holding what ex post was an incorrect view.”


Ultimately, while a detectable contraction in the US money supply began in 1928, the magnitude of that contraction was insufficient to cause a depression. Rather, there were a series of subsequent policy shocks—mistakes by the Federal Reserve, corporate tax hikes, the imposition of high tariffs, and a tax on bank checks—as well as successive region-specific banking crises and commodity price declines that could have been neither foreseen nor forecasted by any econometric model. Not to mention a severe locust infestation in the Midwest and Plains in 1931.


Yet Fisher was just one in a long history of economic forecasters who tried and failed to empirically divine natural patterns in the undulations of business activity. As early as 1662, English economist, philosopher, and surveyor Sir William Petty identified what appeared to be a regular cycle of surplus and deficit. “The medium of seven years,” Petty observed, “or rather of so many years as makes up the Cycle, within which Dearths and Plenties make their revolution, doth give the ordinary Rent of the Land.”


Petty was no doubt a brilliant empiricist. He was described by the seventeenth-century English diarist Samuel Pepys as “the most rational man in England,” though by Karl Marx as a “frivolous, grasping, unprincipled adventurer.” In either case, his biography was certainly anything but dull. Born to a family of humble clothiers, he had sporadic education before running away at thirteen to become a cabin boy on a merchant ship. After breaking his leg within a year, he was marooned on the coast of Normandy, where Jesuit priests discovered the boy and, impressed by his intellect, took him under instruction in Caen. Returning to England with knowledge of Greek, Latin, French, and mathematics, Petty enlisted in the Royal Navy for three years before seeking refuge in the Netherlands and eventually France during the English Civil War, becoming personal secretary to the eminent philosopher and empiricist Thomas Hobbes.


In 1646, the now twenty-three-year-old Petty decided to study medicine at Oxford, where he gained some notoriety for the treatment of Anne Greene, a young woman convicted and hanged for the crime of infanticide after she attempted to conceal the remains of her seventeen-week-old miscarried fetus. Presumed dead after half an hour in the noose, during which time her friends and family tugged at her legs to expedite deliverance from suffering, Greene’s body was conveyed to a private house for later dissection by Oxford physicians.


Remarkably, when they opened her coffin the next morning, those present detected faint breathing. One man, thinking it merciful under the circumstances, stamped on her chest with great force. Yet shortly thereafter, at nine o’clock, Petty and an Oxford colleague arrived and immediately observed that Greene still presented a faint pulse and muffled breathing, whereupon they applied a succession of treatments to resuscitate her. Not only did Greene recover but also, believing her miraculous survival to be the hand of God, authorities pardoned her.


Ever intrepid, two years later, Petty took leave from Oxford to serve as a physician in Oliver Cromwell’s army during Cromwell’s conquest of Ireland. After the war, with experience in nautical charting, Petty lobbied for—and received—the monumental job of surveying the confiscated lands of Irish who did not back the Commonwealth. Employing former soldiers and remote cartographers, he finished the survey in just thirteen months, defying expectations.


Whether supremely “rational” or “grasping,” Petty was, like his mentor Thomas Hobbes, an empiricist. Physician and anatomist, cartographer, nautical navigator, surveyor, and statistician—in all these pursuits, the challenge presented to the student is to identify multiple features; measure the sizes, shapes, and distributions of those features; detect and quantify patterns, relationships, and interactions between observed features; and, finally, to form predictions based on those observed patterns. As a cognitive process of pattern recognition, feature analysis involves breaking down observed stimuli into key constituent features and then dissecting them—indeed, “pattern dissection” is a critical stage of feature analysis. The empirical physician Petty even explicitly likened analyzing the economy of Ireland to dissecting the human anatomy.


Pattern dissection can serve a species well as it seeks to process incoming stimuli by detecting features and patterns and matching them to features and patterns stored in memory. Yet our search for patterns can lead us not only to observe genuine features and patterns we have already encountered but also to apophanously miss features we have not encountered before, to prejudicially look for features or patterns we have previously observed, or even to detect patterns where in fact there are none.


In the absence or even violation of a familiar pattern—such as an individual amazingly surviving execution by hanging—we often resort to the closest approximation to one. For example, if we generally observe that unanticipated events or unfamiliar designs arise because someone or something intentionally acted to cause or design them, then we might reasonably conclude that a young woman surviving what a physician would ordinarily consider a fatal ordeal could only be divine intervention.


Petty observed what appeared to him to be a regular, seven-year cycle of “Dearths and Plenties.” Almost exactly two hundred years later, another physician turned economist, Frenchman Clément Juglar, would posit a similar pattern. Juglar explicitly likened economic crises to disease, writing that “crises, like illnesses, appear to be one of the conditions for the existence of societies where commerce and industry dominate. We can predict them, soften them, protect ourselves from them up to a certain point, facilitate the resumption of business.”


More than that, to Juglar, the crisis appeared to constitute an essential stage of healing. He surmised that “every six or seven years, a general liquidation seems necessary to allow trade to take off again”; the “natural evolution restores equilibrium and prepares a firm ground” upon which recovery may proceed. Call it the economic equivalent of therapeutic phlebotomy. Indeed, the very use of the term crisis emerged in the fourteenth and fifteenth centuries in medical contexts, referring to a “sudden change (for better or worse) in the condition of a patient occurring during the course of an illness; . . . a decisive turning point between recovery and continued illness or death.”


Like the anatomist Petty, Juglar could not help but to use words like maladies and remède to describe the cause and treatment of crises of a commercial rather than medical nature. While he recognized that adverse events, such as war, revolution, and famine, may at times trigger crises, he did not view them as the underlying cause. Rather, “over a period of five to six years at least,” Juglar concluded, the proximity, cause, and ultimate origin of commercial malaise lay not in “unrest and revolutions,” but rather in “the deviations of speculation and the congestion of factories.” According to Juglar, one could thus observe regular, periodic fluctuations in economic conditions, with “crises” recurring every 5–10 years; 8.7 years on average.


Joseph Schumpeter would later describe Juglar as “among the greatest economists of all times,” noting that while he lacked formal training in economics, “his was the type of genius that walks only the way chalked out by himself and never follows any other.” “Many people,” Schumpeter added, “do this in a subject like economics. But then they mostly produce freaks. The genius comes in where a man produces, entirely on his own, truth that will stand.” While the likes of Lord Overstone had discovered nearby islands, it was Juglar who “discovered the continent.”


Yet in the history of economic thought, Juglar was certainly not alone in contending that there was a predictable, periodic frequency to episodes of economic contraction, nor was his the final word. His hypothesized frequency of five to ten years was of course preceded by two hundred years by Petty’s observation of a seven-year cycle. But in 1923, British statistician and businessman Joseph Kitchin suggested a shorter cycle of just three to five years. Whereas Juglar’s longer cycle is typically associated with cyclical fluctuations in the volume of investment in fixed capital (structures, equipment, and intellectual property), Kitchin’s shorter, three-to-five-year cycle is commonly associated with cyclical fluctuations in the level of business inventories.


Just two years after Kitchin published his findings on what he described as “minor” cycles of 3.5 years—as distinct from “major” cycles of 7–11 years—Soviet economist Nikolai Kondratiev identified what he described as “long waves.” Kondratiev hypothesized that these long waves of 45–60 years’ duration were driven primarily by the cyclical nature of technological innovation and adoption. At a cyclical trough, businesses have accumulated a backlog of new inventions and liquid capital, which precipitates a cyclical upswing as they begin to implement those new technologies and invest in long-term capital projects. Yet as large-scale innovation and changes in production techniques generate social upheaval and eventually saturate profitable investment opportunities, profits decline, culminating in crisis and eventually recession.


In a massive 1939 volume, Schumpeter would nest Kitchin cycles within Juglar cycles within Kondratiev waves. Schumpeter viewed forty-month Kitchin inventory cycles as fluctuating contemporaneously with longer-run Juglar fixed investment cycles, which in turn fluctuated contemporaneously with even longer-run fluctuations in innovation clusters. Thus, each Kondratiev “should contain an integral number of Juglars and each Juglar an integral number of Kitchins,” each overlayed on the other.


Five years after Kondratiev published his evidence on long waves, Russian-born American economist and future Nobel laureate Simon Kuznets identified what he would call “secondary secular movements,” or “long swings.” In Kuznets’s analysis, such long swings in economic growth were driven by regular undulations in population growth and the corresponding effect on population-sensitive capital formation, particularly residential and railroad construction. However, why those demographic-driven long swings in population-sensitive capital formation should regularly involve outright negative growth Kuznets left vague.


Curiously, even as he wrote of periodic long swings, Kuznets—a native Russian speaker—was familiar with the recent work of the Soviet economist Eugen Slutsky on the potential randomness of economic fluctuations. Indeed, in September 1929—just as the 1929 stock market meltdown began—Kuznets even favorably discussed Slutsky’s remarkable findings in an article for the Journal of the American Statistical Association.


In a 1927 article published by Moscow’s Institute of Conjuncture—of which Kondratiev served as director—institute scholar Slutsky had demonstrated that the summation of random and mutually independent series or “chance causes” could generate what appear to be periodic, oscillating cycles. Specifically, Slutsky took random ten-digit lottery numbers to generate a long list of randomized numbers between zero and nine. He then sequentially added each rolling ten-number block of digits, essentially creating a moving sum. Remarkably, when he plotted the randomly generated moving sum against an index of British business cycles from 1855 to 1877, the completely random summation mapped closely onto the undulations of the index, as seen in Figure 2.
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Figure 2: Index of UK Business Cycles, 1855– 77, Versus Moving Sum of Lottery Numbers. The solid line reports the index of business cycles, scaled on the left- hand axis. The dashed line reports the results of Slutsky’s moving sum, scaled on the right- hand axis. (Eugen Slutsky, “The Summation of Random Causes as the Source of Cyclic Processes,” Econometrica 5, no. 2 [1937]: 110.)


 


While Slutsky did not go so far as to imply that the appearance of regular economic cycles was actually generated by random events, the exercise did suggest that the data-generating process behind seemingly cyclical undulations could be quite different from the self-generating, regularly recurring causes to which various wave theorists attributed economic fluctuations. Ironically, then, even as some of the great Western economic theorists of the interwar period labored to demonstrate that economic fluctuations were the inevitable consequence of flaws and contradictions in economic expansions themselves, a Soviet economist discovered that fluctuations could be completely random and unrelated to the process of economic growth.


Kitchin and Juglar cycles, Kuznets swings, and Kondratiev waves are examples of a subset of apophenia known as clustering illusions, in which even a scrupulous observer tends to erroneously infer that small clusters of outcomes in small samples, though actually randomly distributed, appear nonrandom. For instance, during World War II, Londoners observed that certain areas were hit by German V-2 rockets with considerably greater frequency than others; indeed, some areas were hit multiple times, while others not at all. Though observers therefore rationally concluded that the Wehrmacht were deliberately targeting some neighborhoods over others, statistical analysis found that the strikes in fact followed a random distribution.


Similarly, while recessions may appear to cluster around three-to-five-, five-to-ten-, fifteen-to-twenty-, and/or forty-five-to-sixty-year intervals, we are mistaking for regularity what is simply a random distribution with chance clusters. A less formal way to put it is by analogy to the Texas sharpshooter fallacy—a Texan fires multiple rounds at the side of a barn, then paints a target centered on the densest cluster of shots before claiming to be a sharpshooter.


More formally, if recessions were phenomena recurring at regular periodicities, per Kitchin, Juglar, Kuznets, and Kondratiev, then the occurrence of a recession three to five, five to ten, fifteen to twenty, or forty-five to sixty years in the past should predict a higher probability of recession today. However, over the entire period since 1700, in both the United States and United Kingdom, the occurrence of a recession three to five, five to ten, fifteen to twenty, or forty-five to sixty years ago statistically has no effect on the probability of recession today. Annual lags at the frequency of Kitchin, Juglar, Kuznets, and Kondratiev cycles explain essentially none of the variation in the incidence of recession across years. In any given year, the occurrence of a recession three to five, five to ten, or fifteen to twenty years ago has precisely zero effect on the probability of recession today, while, if anything, a recession forty-five to sixty years ago is associated with a slightly lower probability of recession—exactly the opposite of Kondratiev’s thesis.


This result would not have come as a surprise to the godfather of the study of economic fluctuations in the United States, the bespectacled, three-piece-suited Wesley Clair Mitchell. Contra Juglar et al., as early as 1913, Mitchell noted that while economies experienced “seasons of business prosperity, crisis, depression, and revival,” their revolution through those seasons was recurrent but not periodic. Recognizing that “cycles” vary “widely in duration, in intensity . . . and in the sequence of their phases,” Mitchell thus embarked on what would become a more than three-decade-long effort to measure how hundreds of economic variables evolved over the course of each recurrent sequence of expansion, contraction, and revival.


With the aid of his former student—future chairman of President Nixon’s Council of Economic Advisers (CEA) and the Federal Reserve, Arthur Burns—Mitchell finally completed his long-anticipated tome in 1946. In the nearly six-hundred-page Measuring Business Cycles, Burns and Mitchell observed that while each cycle differed in duration and intensity, they shared the common characteristic of “expansions occurring at about the same time in many economic activities, followed by similarly general recessions, contractions, and revivals which merge into the expansion phase of the next cycle.” It was this clustering of the transition from expansion to contraction across many different industries and locations at specific points in time that they identified as a defining feature of business cycles. Indeed, “if there were no bunching of cyclical turns” of output and employment across many sectors of the economy, “there would be no business cycles,” just uncorrelated sector-specific downturns.


For Burns and Mitchell, a key challenge was therefore to meticulously analyze the relationships between many different economic indicators to ascertain how they moved together from expansion to contraction and then in turn to renewed expansion. In particular, which industries or economic indicators tended to “lead” changes in overall economic activity, and which tended to “lag”? It was this line of inquiry that led Burns and Mitchell to their observation that some economic indicators “lead with considerable regularity the turning dates that we accept for business cycles; some coincide with them on the average, others commonly or always lag behind.”


The NBER’s work on leading indicators gained official currency between 1956 and 1960 when former Mitchell PhD student and then-chairman of President Eisenhower’s CEA, Raymond Saulnier, successfully lobbied the Census Bureau to produce a monthly publication of economic indicators. The publication, Business Cycle Developments, reported some eighty indicators that researchers, many affiliated with the NBER, determined were important gauges of national economic conditions. These included more than fifty that they classified as leading future changes in overall economic growth, “roughly coincident” with growth, or lagging changes in growth. Examples include average weekly hours of manufacturing workers (leading), industrial production (coincident), and commercial and industrial bank lending (lagging). Since 1995, the private, nonprofit business organization the Conference Board took over curating the business cycle indicators and continues to publish them monthly.


Yet despite its venerable provenance and longevity, the forecasting record of the business cycle indicators is unimpressive. In discussing a 1973 conference paper on how to improve the performance of the composite index of leading indicators by filtering out noise in the index components, future CEA Chairman and Fed chair Alan Greenspan noted that the author had “done an impressive job in extracting about as much information as I think one can get from what I consider a very weak data base.” “In fact,” Greenspan continued, “his paper almost succeeded in shaking my belief in the ultimate unusability of a composite leading indicator.”
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