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      INTRODUCTION

      
      Better Decisions Through Economics

      WILLIAM B. CONERLY, PH.D. — In 1776, Adam Smith began his great book The Wealth of Nations with some observations from a visit to a pin factory. That may have been the last time that an economics professor actually visited a factory. My experience in over twenty-five years of applying economics to business problems has taught me that managers and owners need economics, but they need it from a business viewpoint. That is, they need Businomics. The goal of this book is to help business leaders make more profitable decisions through a better understanding of the economy.

      Economics is not something different from business management; it is part and parcel of many everyday business decisions. Let's consider why economics is vital to business.

      In 2001, bankruptcy filings by businesses totaled 40,000 cases, up from only 35,000 the year before. Corporate profits were $30 billion lower than in their 1998 peak. Companies were burdened with excess inventory and idle capacity.

      Recession isn't the only problem that businesses have. In 2004, major steel producers were unable to provide product to all of their customers because of surging global demand for steel, primarily for construction. In 2005, tires were in short supply. Some purchasers of trucks and off-road mining equipment had to accept new trucks without tires — the dealers told them they could buy the truck, but tires weren't immediately available. These tire companies and the customers that depended on them should have been able to see the changes in world economics that were impacting them. The signs of impending shortages were there, but they were not incorporated into critical business decisions.

      In a perfect world, businesses would be able to serve their customers' needs, with neither excess capacity and inventory, nor insufficient capacity and inventory. Businomics was written to help businesses create that perfect world.

      If you love the pure theory of economics, in all of its mathematical elegance, this is not the book for you. This book is neither mathematical nor elegant.

      However, if you think you need to know something about the economy to run your business, division, or department, then I definitely have something to say to you. If your to-do list includes decisions about staffing levels, inventories, capital expenditures, or financial structure, then this book has much to offer. If your “business” is a nonprofit organization or a government agency, you too will find Businomics immensely valuable. If you want to understand your investments in real estate or stocks or bonds, this book will help you there, too.

      In this book, I've tried to make economics painless. Businomics targets people who have chosen not to become professional economists, but who also know that they need to understand how the economy affects their enterprise and their investments. I don't pretend that you'll find economics elegant, beautiful, or enthralling. Personally, I find economics to be all of these things. So do most of my colleagues in the profession, and that is why we became economists.

      In a long career in business economics, I've met many businesspeople who have been exposed to the splendor of economics. Most of them liken economics to abstract art. They don't understand it, and they don't understand how anyone could find it beautiful. They nod their heads at the abstraction to pretend that they understand it, while they spend their time worrying about more immediate concerns like their sales targets in the southwest division.

      Unlike my academic colleagues, I won't try to show the beauty of economics. Instead, I'll give you the tools to figure out why your organization did not hit its numbers in the southwest division, or in any other situation you may be faced with. I'll tell you how to learn to anticipate when your vendors will hit you with a cost increase. I'll advise you on how to look for new market opportunities. In short, I'll explain how economics can help you run your business more profitably. This book will help you to apply economics to your business, nonprofit, government organization, or to your investments.

      Notice that I'm not promising to give you the answers themselves. The answers change from year to year. To know this year's answers, either hire an economist or read on and learn how to figure them out yourself. Once you learn how to figure out the answers, you can do a lot of your own economics on the fly, adjusting your operations as the economy unfolds. You don't have to like watching the economy for this book to be valuable; you just need to be interested in growing your profits. Even if you have economists on staff providing you with forecasts, Businomics will help you connect the dots between the economy and your business decisions.

      Businomics is designed to make monitoring of the economy routine and easy so that you can spend most of your time serving customers' needs, confident that you have a system in place that will alert you to critical changes in the economic environment. After reading this book, your increased understanding of the economy will enable you to make better decisions, ones that will lead to greater success for you and your company.
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      It's Not Just about Forecasting

      WILLIAM B. CONERLY, PH.D. — Can anyone really forecast the economy? That's a good question. First, though, you should know the value of understanding economics even when it is not being used to provide a forecast. In fact, looking back at my career in economics, the most useful work I've ever done has been just explaining what has happened. For example, I spent some years preparing a monthly forecast of deposits for a bank. Sometimes the forecast was good, sometimes not so good. What was consistently good, however, was my explanation of what had just happened. That explanation actually helped the decision-makers.

      Suppose deposit growth had slowed down. The executive in charge of the branch system would argue for paying higher interest rates. The CEO would glare back, suggesting with a stern look that if someone's troops didn't start trying harder, then someone would be out of a job. The marketing guy would want a bigger advertising budget, but the CFO would point out how many millions of dollars were already being spent with little measurable impact.

      Now, let's hear from the economist! Sometimes deposit growth had slowed all across the country. Nothing we had done had caused it; it was just happening across the board. In that case, we would prudently decide to not start a price war over a general slowdown, not spend more advertising dollars over a misconception, and not fire the branch executive just because the Federal Reserve had slowed money supply growth. Instead, we would just sit tight and wait the situation out.

      At other times, our deposit growth slowed while the market grew rapidly. This meant we were losing market share. Now it was time to look at the pricing and product mix. If we weren't competitive in pricing, spending more on advertising probably wouldn't solve the problem. But if our prices were competitive, then perhaps we had not explained the advantages of these products well enough.

      Knowing how the economy affects a business helps in many ways other than sales analysis. Businomics provides the tools needed to understand a wide range of economic-business interactions.

      For instance, economics can also help you understand cost increases. A local construction project in my city had an embarrassing cost overrun. At least, the first look was embarrassing. The project manager pointed out that steel and concrete prices had risen sharply in the past year, making the original estimate obsolete. At this point, understanding the problem required analysis of how large a contribution to the overrun came from excess steel and concrete costs. More importantly, the person responsible for the estimate should have been taken to task for not understanding the volatility of steel and concrete prices. Both prices fluctuate a great deal, as we'll discuss later, and a wise business leader considers the risk of cost increases before committing to a project at a fixed price.

      Sometimes the economics even shows that we're not doing our jobs well. For example, if the market is growing, sales of similar products at your competitors are growing, and your pricing is in line with your competitors, then something is amiss if sales of your product are not growing. Your marketing people somehow aren't getting the job done, and it may be time for departmental restructuring. But it's better for heads to roll as a result of poor performance than because of a mistaken interpretation of the sales data.

      Economics helps decision-makers even before they develop a forecast.

      
        KEY POINT
      

      Understanding economics can help you to diagnose the causes of increases or decreases in sales volumes and costs.

      
        CREATING FORECASTS AND MAKING DECISIONS
      

      Decisions are about the future. We don't make decisions about the past or even about the present. Decisions are always about the future. Should we build new capacity to serve future demand? Should we lower our prices today to boost sales between now and the end of the quarter ? Will it be cheaper over the next five years to have fixed-rate debt or floating-rate debt? Will George get his division profitable next year or should I bring in new management?

      Decisions about the future must have a vision of what the future will look like. People who claim that nobody can forecast the future haven't really thought this through. If your home has a southern exposure, then you think that the path of the sun through the sky will continue along historical patterns. If you continue to produce whatever it is you have always produced, then you think demand for that product will continue. If you build only to order, you think that the price you could get selling goods off the shelf would not justify the risk that new orders will not come in. Whether you're optimistic or pessimistic, you have a view of the future.

      
        “Whether you're optimistic or pessimistic, you have a view of the future.”
      

      Some businesses try to get away from dependence on an economic forecast. They shorten product development cycles, and they use real-time supply-chain management and production techniques. Dell Computer has earned widespread respect in this regard. Does the economic forecaster like the trend? Actually, I think it's pretty cool. I know that forecasts aren't perfect, and I like to see businesses not be overly dependent on an economic forecast. But take note of all the economic assumptions about the future that are built into Dell's business model.

      The first assumption is that the total volume of business will justify the infrastructure costs of the systems. This process entails far more complexity than simply buying a bunch of raw materials, assembling them, and selling the finished goods when orders are received. Such complexity costs money. Is the expense justified? Maybe, maybe not. A state-of-the-art buggy-whip business with real-time supply-chain management is still just a buggy-whip business.

      The second economic assumption of the Dell model is that the variety of products desired by customers will be large and unpredictable. If, instead, consumers consistently prefer configuration A, then a company that only produces the one configuration will probably have lower costs than a company set up to offer a variety of options. Look at the car industry, where the Japanese gained tremendous market share partly by offering fewer options. They put the most popular features in the base model, offered a few different colors, and didn't bother setting up factories that could produce a wide variety of configurations. They built cars at a lower cost, and the buying experience was far more customer friendly.

      A few years ago, two decades after the Japanese had implemented their approach, I went shopping for a new car. I confirmed that this trend continues. The Chrysler salesman thought I could buy the larger engine and extended wheelbase without tinted windows and certain other options, but he couldn't find a car configured that way on his lot. Maybe it's not available, he said. The Honda saleswoman showed me two models, one of which had a single option. Four colors. A total of twelve combinations. Simple. Take it or leave it. Guess which car I bought?

      The electric power industry offers a good example of businesses trying to wean themselves from economic forecasts. After decades of building large plants, they have switched to smaller facilities. The experts on production costs will still grant that the large plants cost less to run per kilowatt-hour of electricity. But if the plant runs at less than full capacity while waiting for electricity demand to reach the forecasted level, then the cost becomes pretty high. The electricity industry now realizes that demand is hard to forecast. It cannot justify large capital expenditures that make sense only with a highly certain demand forecast. Instead, they build lots of small plants, giving themselves protection against bad forecasts, at the cost of higher average generating costs. But remember: This skepticism about forecasting is itself a forecast. It's a forecast about the volatility of demand, and about our ability to anticipate demand. That makes it a forecast about a forecast — but a forecast nonetheless.

      Finally, let's talk about how we form a forecast, whether it's a forecast for the sales of a product, one about the volatility of sales, or one about the potential accuracy of a sales forecast. We don't have to rely on just economists to do the job; we could instead ask the marketing department, the engineering department, or a good seasoned manager.

      My experience suggests that marketing people see current trends pretty well, but they don't anticipate changes in these trends nearly as well as economists do. Coming out of the 1991–92 recession, the bank where I was working had commercial loan volume that stunk. The economy picked up, but commercial loan volume continued to be low. The marketing people were focused on our sales techniques and our position within the market. I was nervous that a few good people would be fired. Looking at past recessions, it was clear to me that commercial loan volumes were always low for a year or two after the end of the recession. At some point, though, volume always came back. And when that volume came back, it didn't just creep up, it shot up like a rocket. That was the historical pattern, which I explained to the bankers.

      Fortunately, I was convincing enough that the bank didn't lay off staff while we waited for the upturn. When the upturn came, we had a seasoned management team still in place, with plenty of loan officers and credit administrators still at work to meet the demand.

      Engineers make forecasts, but they often tend to look for fixed relationships. Engineers used to make forecasts in the electric utility industry. In the late 1970s, a team at Pacific Gas & Electric Company anticipated continued strong demand for electricity, sufficient to justify building a $1 billion coal-fired power plant, in addition to the billion-dollar nuclear plant then in development. Economists took a stab at the forecast, and came up with much lower numbers. They had put some price effects into their model — because prices were higher, then demand would be lower than one would otherwise expect. The engineers didn't see any immediate price effects, but the economists said that they develop. Company management bought the economists' forecast and scrubbed the coal-fired plant from the corporate plans. Who was right? Looking back, both forecasts were pretty far off the mark. But the economists' forecast was closer to the truth, and the new plant was clearly not needed in the 1980s and most of the 1990s. The team of economists saved the organization a billion dollars.

      
        “A good manager's judgment can often provide an accurate forecast, although it may be constrained by the limits of the manager's experience.”
      

      A good manager's judgment can often provide an accurate forecast, although it may be constrained by the limits of the manager's experience. As a young bank economist, I developed a quantitative model of the seasonal pattern of our deposits. I found that there was an experienced manager at the bank who had figured out the seasonal pattern without a bit of statistical theory. After thirty years of watching the numbers, he knew them intuitively. It was more than a little disconcerting to me to see my slick scientific approach equaled by seat-of-the-pants judgment. A few years later, though, the story was different. We combined five banks that had been independent and operating in different states into one regional bank. The management team came from across the region, and its members had very different ideas of where our deposits were going. It turned out that there were some very different seasonal patterns across the states because of when state tax payments were made. The people who knew the Oregon pattern were misinterpreting Washington, and vice versa. Applied economics then came to the rescue, explaining why the seasoned judgment of good managers was now out of kilter.

      There's a place for an economic approach to forecasting. No forecast is likely to be perfect, but fundamental relationships can help anyone form a more accurate view of the future. The forecasts used in business might be verbal rather than numerical. Adjectives are more common than decimal places. But every decision-maker has a vision of the future, whether that vision is expressed in numbers, words, or graphs. That vision can be enhanced with an understanding of economics.

      Discussions of forecast accuracy can be too numerical. Let's say I predicted growth of gross domestic product (GDP) of 3.5 percent, but it actually came in at 3.2 percent. Was I wrong, or was I pretty much on target? In fact, neither a business manager nor a consumer can tell the difference between 3.2 percent and 3.5 percent growth. The economic difference is outweighed by differences to the business caused by its own managerial decisions. That's why I often provide forecasts in adjectives rather than in numbers. The economy can be described in the following ways:

      [image: illustration] Very strong

      [image: illustration] Strong

      [image: illustration] Moderate

      [image: illustration] Weak

      [image: illustration] Very weak

      The adjectives provide more value for most businesses than a numerical GDP forecast. The challenge for a business leader is anticipating changes in the adjectives. Knowing that economic growth will shift from “strong” to at least “moderate” and possibly “weak” is as much as a business leader really needs. With a good understanding of how the economy works, that degree of accuracy is readily possible.

      
        KEY POINTS
      

      Business decisions are about the future and must rely on a view of the future.

      Economics can help you to form a more accurate vision of the future, compared to other common methods of forecasting.

      As a business manager, you should focus more on the broad magnitudes of changes rather than on the specific numbers.
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Cycles in Your Sector of the Economy

WILLIAM B. CONERLY, PH.D. — What does a manager need to know about the economy? Let's back up and ask, instead, this question: What does a manager need to know about fluctuations in his or her business?

The manager would like to know when downturns — and upturns — in sales are coming. When the economy accelerates or slows down, the manager would like to know how deep a decline will be, or how steep the increase will be. How long will sales remain depressed, or how long will the boom last? Can we raise prices without losing too much in sales?

Sales are not dependent solely on the economy. The quality of a company's products, service, and marketing efforts play a major role. Nonetheless, the economy also plays a significant role in the level of sales that companies experience.

Managers would also like to know when their costs are going to rise or fall. The economy, again, causes some costs to rise or fall, though other factors are also at work. When fuel costs rise, for instance, the cause is often strong economic growth around the world. The future course of interest rates plays a key role in financial strategy at many companies. Some small businesses will go along merrily with little borrowing and with excess cash paid to the owner's personal checking account. Many other firms, however, have to borrow to meet their capital needs, making interest expense a critical cost. In this chapter, I'll present the economic information necessary for you as a manager to know the answers to these questions.

HISTORICAL EXPERIENCE

Let's begin by looking at the historical experience of the United States economy in the post-war era.

[image: illustration]

CHART 2.1

The areas below the 0 percent line show declines in gross domestic product (GDP), which measures the overall economy. The data used in this graph are adjusted for inflation, so they represent actual quantities, rather than dollars worth of sales. Not every decline in GDP constitutes a recession, as we'll learn later, but recessions are always characterized by a drop in GDP. From a business manager's viewpoint, recessions have to be a major concern. Declines in economic growth of 1 or 2 percentage points are usually felt by businesses, but they don't threaten survival.

However, when the economy goes into recession, many businesses face major risks to their continued existence. That said, too much attention is paid to whether a business slowdown qualifies as a technical recession. News accounts will focus on the issue, and the politicians usually weigh in on the subject. In practical terms, however, a significant slowdown has meaning to businesses even if it does not qualify as an official recession. Nonetheless, looking at recessions helps business managers to understand the external winds that buffet their companies. (Note: The data sources for all charts shown in the book are, with few exceptions, government agencies. They are listed online, along with their URLs, in the Resources section of my Website, at  www.businomics.com .)

Just what is a recession? It's a general contraction of business activity. The two defining factors are depth and breadth of the downturn in production. Depth means that before calling an episode a recession, economists want to see a significant drop in sales, employment, and production, not just a small, temporary drop. Breadth means that economists look for economic weakness to have spread through much of the economy. So your industry may go into a severe downturn, but if the weakness doesn't spread to the rest of the economy, we won't call it a recession.

BUSINOMICS JARGON MADE CLEAR: GROSS DOMESTIC PRODUCT

[image: illustration] Gross domestic product (GDP) constitutes the market value of the goods and services produced within the United States. A slightly different concept, gross national product (GNP), served as the main gauge of economic production for many years.

Calculation of GDP begins with sales to final customers. The major categories are consumer spending, investment in physical equipment and facilities by business, residential construction, government purchases of goods and services, and net exports.

Intermediate transactions don't count. For instance, when I buy a bottle of beer, that counts as a part of GDP. But when the bottle manufacturer sold the empty bottle to the beer brewer, that was not part of GDP, because the bottle had not yet been sold to the final customer. If we had counted both transactions, we would be counting the value of the empty bottle twice.

Counting sales is the not same as counting production, however, so we add to sales any increase in inventories in the economy. The increase in inventories constitutes goods produced that were not sold. By adding it to sales, we have a measure of production.

Exports are counted as GDP, just as any other sale is counted. Imports, however, pose a problem. When we counted sales in the economy, we counted some goods that were not produced here. My beer, for example, might have been imported. So after counting all sales in the country, we subtract the total value of imports.

Finally, government spending is not entirely part of GDP. When the government buys goods and services, including the labor services of its employees, that counts as part of GDP. But when the government sends out a Social Security check, that does not count as GDP; rather, that is called a transfer payment.

“Real” GDP is economist jargon for “inflation-adjusted” GDP. We usually refer to this unless we explicitly say “nominal” GDP, which is an economist's term for data not adjusted for inflation.
TABLE 2-A. Post-War Recessions and Expansions








	Beginning of recession
	End of recession
	Length of recession (months)
	Length of following expansio (months)
	Length of total cycle, peak-to-peak (months)




	November 1948
	October 1949
	11
	45
	56



	July 1953
	May 1954
	10
	39
	49



	August 1957
	April 1958
	8
	24
	32



	April 1960
	February 1961
	10
	106
	116



	December 1969
	November 1970
	11
	36
	47



	November 1973
	March 1975
	16
	58
	74



	January 1980
	July 1980
	6
	12
	18



	July 1981
	November 1982
	16
	92
	108



	July 1990
	March 1991
	8
	120
	128



	March 2001
	November 2001
	9
	TBD*
	TBD*





The length of recessions averages about eleven months, with a range from six to sixteen months. Since the earliest good data (1854), the longest recession lasted more than five years, from 1873 to 1879. The shortest recession on record is still the 1980 recession, though that was quickly followed by the 1981–1982 recession. Most economists think of those two recessions as a single event, which at the time was called the “double dip.”

The label “business cycle” may be misleading, especially to anyone who thinks of cycles such as sine waves or ocean waves. Unlike cycles in physics, business cycles do not have regular periods (the length of time or distance from peak to peak). Nor are the magnitudes of changes from peak to trough consistent from one business cycle to another. You can find some regular patterns regarding the timing of different sectors relative to the overall economy, something we'll discuss later. There are also some regularities about which sectors have larger-than-average changes, and which have smaller-than-average changes. This information will be critical to business managers in their contingency planning.

Statistical analysis of the data on business cycles shows that the probability of a recession remains fairly steady through time. When an expansion has been running for many years, longer than the average expansion, pundits sometimes say that we are due for a recession. Others argue that in these cases, we have to work increasingly hard to fight the inexorable tendency toward recession. These assertions rely on a false interpretation of the data. Actually, the tendency to recession is just as strong one year into an expansion as ten years into an expansion.

BUSINOMICS JARGON MADE CLEAR: RECESSION

[image: illustration] The business press often uses the shorthand definition of a recession as being two consecutive quarters of declining real gross domestic product. The closest thing the United States has to an official definition is the decision by a private organization, the Business Cycle Dating Committee of the National Bureau of Economic Research. This committee of scholars looks at a number of the measures that capture the depth and breadth of a downturn.

Although the Dating Committee makes the final decision, you shouldn't look to them for help. First, they report on the past, rather than forecast the future. So they won't tell you when they think a recession is imminent. Second, the Business Cycle Dating Committee waits for a good deal of data to be available before determining dates. Thus, six or more months may lag between the turning point — such as when the economy went into recession — and the committee's announcement. By the time they make the call, everyone who's going to feel the recession's pain has already felt it. In fact, some sectors may already be starting to recover.

Recessions are akin to automobile accidents. No single recession has to happen. We can always point out the causes and sketch out how the downturn could have been avoided, through better monetary policy or other means. But like accidents, recessions happen. Mistakes will be made, at some point, which will reduce the economy's margin for error. Other mistakes or external shocks will push the economy over the edge, into recession. We may not know when, and we may try to avoid them, but recessions will happen from time to time.

Recessions have been milder and rarer in the last fifty years than in the preceding years of American history. Economists still debate the details, but here are the rough recessionary facts for half-century periods (beginning in 1854):
TABLE 2-B. Recessions







	 
	1854–1900
	1900–1950
	1950–2000




	Number of recessions
	11
	12
	8



	Total months of recession
	237
	217
	85



	Average length (months)
	22
	18
	11





The number of recessions has certainly declined, but the average length of recession has dropped even more. Businesses today are fortunate not to face the high risk of recession of the pre–World War II era, not that anyone really has a choice about which century he or she does business in. However, even in recent years, recessions pose a genuine risk to business. On average, we have had a recession about once every six years, each one lasting just under one year. That has to give pause to anyone sketching out a five-year business plan.

The greater stability of the economy in recent years has a sound economic foundation. First, economic production has shifted away from goods toward services. Consumption of services tends to be more stable, as we discuss below. Second, inventory swings have been very destabilizing to the economy in the past. However, businesses have been reducing their average inventory levels, as well as monitoring changes in inventories more closely. The result of these business practices has been to soften inventory swings, which in turn has reduced the volatility of the entire economy.

These two issues, the rise of the service sector and the muting of inventory swings, actually interact, as services cannot be stored over time, so there is no inventory swing in the service sector.

Will the stabilizing trend continue? My guess is yes, meaning that future recessions will be milder and less frequent. However, the business cycle is not over. Businesses need to plan for the occasional downturn even though the economy will grow during most years.

At this point, let's summarize.

KEY POINTS

Recessions happen occasionally, but not on any fixed schedule.

Recessions average just less than a year of duration, but they can be shorter or longer.

No particular recession is inevitable, but the occurrence of some recession at some time in the next ten or twenty years does seem inevitable.

PROFITS ACROSS THE ECONOMIC CYCLE

The economy continues to change, so specific episodes vary from one to another, but some commonalties of business cycles persist. Profits, for a big example, are far more volatile than overall production. (In this book, I use “volatile” to mean unstable.) A fairly mild recession can send total corporate profits plummeting, while a decent expansion will balloon earnings. Thus, the corporate treasurer or small business owner must not take too much comfort from economists forecasting only a small recession. It's not small if you go out of business. It's wise to think of profits when the news pundits are arguing about slowdowns versus recessions. Economists sometimes foresee a slowing of the economy that may or may not be a recession. Instead of getting caught up in the argument about recession or not, the business manager should understand that even a slower growth rate will typically feed through the economy to weaken corporate profits. This is especially important to the manager who has just borrowed a large sum to build extra capacity to serve what is expected to be rapidly growing demand.

[image: illustration]

CHART 2.2

Chart 2.2 shows four-quarter percentage changes in inflation adjusted GDP (the thick line) and corporate profits (the thin line). We will use this format to compare specific sectors with the overall economy. The first thing to examine is the volatility of the lines. Which variable has higher highs and lower lows? Which variable is more stable?

The second thing to look at here is the timing of change. Does one series tend to turn down ahead of the others? Changes in corporate profits are roughly contemporaneous with changes in GDP, but with exceptions in both directions. Other series will have pronounced leads or lags. The third element that we inspect in these charts is the average magnitude of the changes. Is one series, on average, higher than the other? In this example, corporate profits are a little more often above real GDP growth.

Corporate profits are more volatile than the overall economy primarily because costs don't change proportionately with sales. Some costs are fixed, such as depreciation, rent, and administrative staff. Variable costs — those that vary with production levels — are not usually proportional. That is, a 10 percent cut in production cannot always be carried out with a 10 percent cut in staff. There may be some people who have critical skills and must be kept on even though they are not fully utilized. Similarly, a company may keep its more experienced — and higher paid — workers, while letting go the junior employees. That does not bring wage costs down in proportion to the headcount. Also, even in the depths of recession, some businesses are thinking about the future and getting ready to build their markets when the economy recovers. They may accept lower profits in the short term for greater profits in the future. Finally, prices may fall in a recession. If so, a 10 percent cut in unit sales, combined with a 5 percent drop in prices, could mean a 15 percent drop in revenues.

In the following sections, we'll review the major categories of GDP. For each category, we'll assess its stability or volatility, its average growth rate compared to GDP, and the timing of its changes.

KEY POINTS

Profits fluctuate more than the overall economy, on both the upside and the downside.

In a recession, costs do not fall as much as sales fall, so profits decline.

CONSUMER SPENDING

Consumer spending accounts for about two-thirds of GDP, so it can't rise or fall too much differently than total GDP. However, the record shows that consumer spending does not swing up and down as much as total GDP. Consumers are able to smooth their spending somewhat. For example, in the recession of the early 1980s, consumer spending didn't fall as much as GDP did, and then, in the subsequent recovery, consumer spending didn't rebound as sharply as GDP did. Compare Chart 2.3 below, on consumer spending, with Chart 2.2 on corporate profits. Consumer spending tracks much more closely to GDP than corporate profits do. Note that for the corporate profits chart, we needed a scale running from minus 40 percent to plus 60 percent. For consumer spending, however, our scale need only range from minus 5 percent to plus 15 percent.

In good times, people tend to save a bit more, especially from irregular sources of income, such as bonuses, stock options, and other windfalls. They certainly spend some of the windfall, but it's a smaller percentage than they spend out of their routine monthly income. When incomes fall, consumers don't reduce spending proportionately to their decline in income.
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CHART 2.3

Think a little about your own experiences. Have you ever been unemployed? Or, if you're a business owner, have you ever had a really bad year? Did you continue to spend at least a portion of what you usually do? My guess is that you still ate food, still lived in a house or apartment, and still paid the electricity and telephone bills. You may have cut back some, but not proportionately to your decline in income. To do this, you may have used some savings. You may have received unemployment insurance benefits or borrowed money. That's how consumers smooth out spending in the bad times.

If you're a retailer, a manufacturer, or wholesaler of consumer goods, enjoy this good news. You are still subject to recessions, but your experience won't be quite as wild as the overall economy. However, even with consumer spending, the devil is in the details. Your mileage may vary. Nobody really sells all consumer goods and services, so we have to look at specifics. The most stable category of consumer spending is services, which includes items such as utilities, health care, haircuts, and private education.

Health care is the most stable of the services. This may be surprising at first blush, because so many people get their health coverage through their employers. Losing a job may mean losing health insurance. However, there are several stabilizing factors at work. First, a disproportionate amount of health care goes to the elderly, who are not affected by layoffs because they are most likely not employed in the first place. When you hear someone complain about living on a fixed income, you can note that “fixed” also means “not subject to layoff” and “not dependent on the stock market.” Second, some people who are laid off in a recession have health insurance through a spouse. Third, many people who are laid off continue their health insurance through COBRA, the law that requires companies to allow former employees to buy health insurance through the company for eighteen months after separation. In addition, Medicaid and other government programs tend to stabilize spending on health care over the business cycle. As a result of these stabilizing factors, health care spending is very stable.
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CHART 2.4

Big-ticket discretionary items show the other extreme of consumer spending. The automobile industry is notoriously cyclical. Home electronics, furniture, and, to a lesser extent, clothing, are discretionary purchases that are postponed or downsized in a recession. On the upside, a person with a bonus or unusually large sales commission is more likely to spend the windfall on a car, boat, or vacation than to buy more food and electricity. We call this sector “consumer durables” to reflect that the goods included here last more than a year. In contrast, nondurables are used up regularly, including things such as paper towels, gasoline, and food.

BUSINOMICS THE LUXURY MARKET ISN'T STABLE, EITHER

[image: illustration] Many investors have told me that they have invested in companies that are not vulnerable to recession. Most of these investors have been wrong. One of the more erroneous claims is that “the rich will always have money,” so sellers of luxury goods will do just fine. The experience of yacht builders in the early 1990s illustrates the error of this belief. In 1990, the first Bush administration signed into law a tax hike that included a luxury tax on yachts valued over $100,000. The price limit was set to avoid affecting the small fishing boats and runabouts that the middle class likes to own. On the heels of the luxury tax came the 1990– 1991 recession.

What happened to the yacht-building industry? It nearly died. Congress had heard testimony that its tax would raise $31 million. It actually only raised $16.6 million, meaning that yacht sales were about half of expectations. The tax caused a loss of 7,600 jobs in the boat-building industry, according to econometric studies of the tax. The total job loss was even greater when the effects of the recession are added in. Maybe the rich will always have money, but they are not always willing to spend it.

The luxury tax was repealed in 1993. The economy recovered, and a yacht-building boom followed. The boat yards that were able to turn out 100-foot yachts were going strong, with order backlogs of several years. The luxury market is vulnerable to the economy and taxes, just like the rest of the economy.

Nondurable consumer goods — food, paper products, gasoline, clothing — have intermediate volatility. (Clothing has a spending pattern more like durable goods in terms of sensitivity to recession, though the official government statistics classifies clothing as nondurable goods.)
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CHART 2.5
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CHART 2.6

KEY POINTS

Consumer services is the most stable part of the economy.

Consumer spending on durable goods, especially big-ticket discretionary purchases, is a highly cyclical sector.

Consumer spending on nondurable goods is more stable than the overall economy, but not enough to be considered recession-proof.

HOUSING

Construction of new housing varies far more widely than does the overall economy, making it one of the most volatile sectors of the economy. Although our need for bedrooms is fairly stable, our need for new bedrooms, and our ability to pay for them, swings around dramatically. Interest rates drive the housing cycle, which in turn drives the overall economic cycle.

One might ask, if housing construction has declined, where do the families live who otherwise would have lived in the new housing? It's a good question. The flip side can be asked during a construction boom: Where are the new occupants coming from? The answer to these questions is that some people have a good bit of flexibility in their housing arrangements. Will young adults live with their parents or in their own apartment? If an apartment, will it be occupied by one person or by four roommates? Will the well-to-do family buy a summer home? Will an apartment developer construct a new building in anticipation of future growth? Will there be many vacancies in apartments, or few? The answers to these questions explain how a given housing stock can accommodate more or fewer families.
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CHART 2.7

Housing is a very pronounced leading indicator of the economy. (See the “Jargon Made Clear” box below for more on leading indicators.) When the housing market weakens, it usually does so before the economy as a whole turns down. Similarly, housing is almost always the first sector to recover from recession. In fact, housing sometimes finishes its downturn and starts to improve just as the rest of the economy turns down.

KEY POINTS

Housing construction is one of the most volatile sectors of the economy.

Housing construction tends to lead the rest of the economy, in both expansions and contractions.

CAPITAL SPENDING

Business purchases of plant and equipment are called capital spending. Capital assets, by definition, will last a year or more. They include equipment and software, as well as the buildings in which the equipment are housed.

Capital spending has very wide changes across the business cycle. The peaks run at 20 percent annual growth rates, while the downturns run 10 to 20 percent declines. Individual types of capital spending have far more volatile histories.

BUSINOMICS JARGON MADE CLEAR: LEADING INDICATORS

[image: illustration] A leading indicator points the way that the rest of the economy will later move in. In contrast, a lagging indicator moves after the economy as a whole has turned.

Economic data that come out over time often fall into one of three categories: leading, coincident, or lagging. leading indicators tend to move up or down before the overall economy moves up or down. Examples include stock market indexes and housing starts. Coincident indicators tend to move at just the same time as the economy. Examples include employment and industrial production. Finally, lagging indicators, such as commercial and industrial loans, tend to show delayed movement compared to the overall economy.
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