
7be Economy in Perspective 

\V%7at goes- ~1t-01117d con2e.s cr~.o/liir/ ... Uefore any- 
one gets the wrong icle;l, let's I,e clezir al,out one 
thing: This is not another essay cleclaring that 
business cycles are cleacl. 7h p;traplmse a pop~llar 
1,~11nper sticker, recessions happen. 13i1t 1,usiness 
cycles are commonly t h o ~ ~ g h t  of :IS recurring fluc- 
t~izitions in economic actixity. Consiclering that we 
are non. in the seventh ye:ir of an expansion, and 
have experienced growth for 14 of the last 15 
years. who could fault us for re;ippraising the 
I,i~siness cycle concept? 

I3usiness cycles hzi1.e never l~een  reg:arcleci as fol- 
lo\\-ing a fixed periodicity. ?'heir earliest chroni- 
clers. \XIesley blitchell ancl Arthur Bur11s. fo~uncl pat- 
terns of co-mo\ieruent ;inel secluencing in economic 
activity th;lt tenclecl to be stahle o\.er time. For ex- 
~umple, in the reco\.ery phase of the cycle, labor 
~xuductivity rises sharply as firms esp:unci ~ i ~ t p i i t  
n.ithout having to expand labor ho~irs proportion- 
:itely. Furthernlore, overtime ho~irs tencl to increase 
first. with aclclitional employment coming only 
later, as co~lficlence in the esp;insion cleepens. Out- 
put gets :in aclcled boost froill the neeel to restocli 
inventories :inel increase clistril~~~tion lines. 

Analysis sho\vs that a cycle tencis to peak \\-hen 
imbalances clevelop. The classic encl to the espzin- 
sion phase materi~alizes xvhen firms seek to es-  
panel capacity and 1,olster inventories. They fi- 
nance this spending by horroxving, ;inel their 
c:lpacity for repayrrlent becomes incre;isingly ctu- 
bious as pressures on resource availal~ility push up 
interest rates ancl adcl to clel3t-sen.ice costs. Typi- 
cally. inflation accelelxtes. 

Eventually, economic conclitions hecome sub- 
stantially incompatil~le ~vith people's prior espec- 
tations ancl plans: C o n s ~ ~ m e r s  clo not ~~~\ l an t  .v\lhat 
retailers are stocking, retailers do not neeel what 
manufacturers are proclucing, factories refuse 
to hire people 'i\iho want to ~ ~ ~ o r l c ,  ancl clehtors 
czinnot repay creclitors. The longer the inconsis- 
tency in planning persists. :Inel the greater the 
resource mismatch. the sharper ;inel cleeper the 
correction periocl. 

For nlost of the pxst 50 years, m;ainstrez~m econ- 
omists have tencled to thinli that recessions coiild 
he explaineel 11y insufficient aggregate clemancl, 
zancl that monetary anel fiscal policies coulcl stin- 
m alate enough cle~lland to put total spending on 
the f~il1-employment path. Of course. policy mis- 
talces coulcl t ~ e  responsi1,le for both over- ancl un- 
dershooting this ideal output level. ancl quite 
often were hlamecl for inadetluzite macroeco- 
nomic perfcjrmance. 

Research concli~cteci in the last 20 years h:as 
aclcled ne\v insights. For esarnple, instez~d of re- 
g;irding a11 biasiness cycle tluctuations as clisequi- 
librium events, it  allows that a significant p r ~ p o r -  
tion might arise fro111 people simply making 
clecisions in tlleir oxvn self-interest, folloxving ran- 
clom economic shoclis. The prevailing levels of ag- 

gregate supply :inel clemancl, althougli not always 
conforming to :ill iclealized condition of full em- 
ployment, might be tlie t m t  the econonly can do 
~lncler the circumstances of the moment. 

Some contemporary researchers have reachecl 
anotller conclusion: lIistiir1,~unces in aggregate 
supply account for a conside~a1,le amount of the 
variation in economic activity. This observation 
inlplies that periocls of s lo~v growth may result 
fro111 adverse supply conditions, such as those 
caiisecl by an oil cartel, anel t11;lt periods of fast 
gro\vth m:ly be clue to ka~;or-al,le supply concli- 
tions, lilie those follo\ving large-scale technologi- 
cal innovation. 

Why does the distinction l~et\veen supply ancl 
clen~ancl clist~~rl,ances matter? Consicler econonlic 
conclitions over the past two years. Accorcling to 
the tl-aclitional clemand-oriented view. the econ- 
omy reachecl f i l l 1  employment ~ v h e n  the unem- 
ployment rate hit 6%; full employment coulcl be 
maintained only if aggreg:ite demancl grew \;at the 
economy's potential rate of al~out 2%. i\lIore rapicl 
growth \vcioulcl p~lsh  aggregate demancl beyond the 
economy's ability to supply output, creating infla- 
tion pressures. In this view, the Fecl ~voulcl neeel to 
dampen aggregate clemancl by allowing the fecl- 
era1 fiintls rate to rise. Money growth \vould then 
s lo~v c l o ~ ~ ~ n  enough to lieep inflation in checli. 

Hut econo~llic gro~vtll h;is l xen  esceecling 2% 
for a while, ancl the iinenlploy~.ilent rate has fallen 
well below 6%. The nhsence of inflation pressures 
might res~ilt from transitory factors that will soon 
dissipate. Alternatively. we coulcl he I>enefiting 
from positive developments in aggregate supply. 
The current exixuilsion has been r~larliecl by a cap- 
ital spencli11g boom, which may signal the onset of 
lxoductivity-e~lll~ancing 1,~isiness tools ~ulcl prac- 
tices. h/Ioreover, this investment \\rave follows a 
periocl in which several important inclustries be- 
came cieregulatecl, ancl tr:tcle restrictions \\{ere re- 
cluceci, both of which iruprovecl marketplace flesi- 
bility. Lal,or force participation I-ates have reachecl 
record levels, ancl hours \\iorlied senlain very 
strong. There are even some signs that procluctiv- 
ity growth has finally picliecl 1117 its pace. This is 
~lnusual for the latter stages of ;i clemancl-clriven, 
supply-constraineel expansion. 

If aggregate supply is gro~ving, and productivity 
trencls are improl.ing, tlie cl~~icliened pace of de- 
m:lncl will now match ih:it of supply, creating n o  
interest rate pressure. In this c:Ise, ho~vever, the 
public would recluire more money to support in- 
creased spending, so  :In unchanged fiincls rate 
\vould actually recluce inflation. 

Differentiating I,et\\ieen these t\vo possil~ilities is 
e:lsy in theory, b ~ i t  clifficult in practice. In an- 
noiuncing an incre:lse i t1  the I - ~ L I I ~ C ~ S  rate last ~llonth, 
the Federal Open Mzlrliet Comnlittee seenlecl to 
favor the clernancl-sick h\.pothesis. \Vhether it 
holds firnlly to that view \vill clcpend on how robat 
goe.~ ~arortnd comes clo\i<~i~. 
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