Case Studies: Real-World Cases of Textbook Concepts

Case Study 26-1: Is the U.S. Booming Economy the Best in History?
Compared with marathon growth spurts overseas, the nine-year U.S. economic boom has been kid stuff.  Proof of this is in three geographical areas: Japan, South Korea, and South America.

Japan.  Japan had years where its economy grew by 10 percent or better.  The U.S. never achieved this during the 1990s.  Japan’s infrastructure was destroyed during World War II.  That its GDP boomed for about 20 straight years beginning in the early 1950s is to some extent a testament that it is easy to grow if your economy is starting from zero.  They had another boom from the early 1970s until the early 1990s, the so called “bubble economy.”

In all those years, Japan built its infrastructure and its industrial base borrowing advanced technologies from the U.S. and Europe.  In spite of their also total lack of natural resources, they had what it takes for economic growth: a committed and well-educated work force, peace at home, and political stability.  Companies poured low-interest money into high-tech factories for electronics, chemicals, and ship building.  Workers left the countryside and productivity took off.  Everyone able to work was virtually guaranteed a job.

Cheap credit stoked the soaring real estate and stock markets.  Businesses invested in still more factories and overseas real estate, especially in the U.S.  Excesses abounded.  Department stores thrived, selling Italian silk suits, French purses and perfumes, diamonds.  Restaurants sprinkled gold flakes over soba noodles.

The famous bubble burst in 1990.  The stock and real estate markets collapsed.  Japan’s economy has reached maturity and its growth formula soured.

South Korea.  South Korea also had years where their economy grew by 10 percent or better.  Their growth formula followed that of Japan, but with steroids.  Since 1963, South Korea experienced only two years of economic stagnation.  The nation was transformed from one of the poorest in the world, to the 11th largest economy in the world.

The government created a system placing the nation’s resources under state control.  It decided which projects and industries to pursue, chose firms to run them, and allocated capital through a state-controlled banking system.  They initially exported labor-intensive goods such as textiles and wigs, before moving into automobiles, steel, and computer chips.  In 1965, 55 percent of all South Koreans lived on farms.  By 1997, less than 10 percent did.

It all fell apart in the Asian economic crisis of 1997.  The country is growing again, but only after a painful restructuring.

South America.  Starting in 1983, Chile went 16 years without a major downturn.  That ended in 1999 because of falling prices for the raw materials it produces.  Colombia also suffered a downturn in 1999, the first since 1931.  Colombia had a free market but it also had another reason for a decades-long economic expansion: cocaine.

Source: “Duration of Latest U.S. Boom Pales Next to Foreign Expansion,” The Wall Street Journal, February 1, 2000.

Questions:

1.  Are these examples of the multiplier process in action?

2.  What were the steps in multiplier process as they apply to Japan?

3.  What were the steps in multiplier process as they apply to South Korea?

4.  What were the steps in multiplier process as they apply to South America?

5.  Do you see any limitations or problems in comparing international data?

Case Study 26-2: Shifting AD Curve
When will America’s longest running economic expansion in history come to an end?  One way to predict is to look at what happened in the past.  The usual causes include:

· Inflation

· Ineptness of policy makers

· Bad luck – oil shocks and war.

Happily, none of these culprits are afoot in the U.S. today.  Policy makers have learned the mistakes of the past.  A Harvard economist noted: “When we look at the mistakes of the 1920s and 1930s, they were clearly amateurish.  It’s hard to imagine that happening again – we understand the business cycle better.”

The fact that consumer confidence is now sky high used to mean that the end was near.  A Yale economist touted the soaring stock market just days before it collapsed in 1929.  In 1968, the Commerce Department dropped the title, “Business Cycle Developments” from a monthly publication, assuming the business cycle was dead.

Fat chance.  Virtually every economic expansion following World War II followed the same script: inflation went up, the Fed cracked down, and the economy fell into a recession.  The longer growth lasted, the more likely business cost pressures built up.  Falling unemployment forced wages to go up.  These were passed on to consumers in the form of higher prices.  Blooey!  Recession.

The boom of the 1990s was different.

· Internet shopping caught on.  A recent comparative shopping survey found a London Fog trench coat that went for $225 in the store cost $89.95 on the Net.  Likewise, a dose of Viagra at the corner drug store cost $57.69 and $45.60 on the Web.  That sort of competitive pricing keeps inflation down.

· Productivity – output per worker hour – soared.  Since 1995, thanks in part to computers and a massive capital-spending boom, productivity grew at an annual rate of 3 percent versus the usual 1.5 percent.

· The expansion and diversification of capital markets created trillions of dollars of new wealth that was spread widely among the public.  Capital funds were allocated more efficiently.

· Manufacturers were better able to manage inventories.  In the past, in anticipation of growing demand, manufacturers stockpiled stuff.  If demand fell, production dropped to work off excess inventories.  This accelerated the downward spiral.   New techniques such as just-in-time inventory management systems and more sophisticated market-monitoring trimmed inventories.

· This is the first major expansion fueled, not by the government, but by private sector spending.  Government spending caused inflation while in this boom, the opposite happened – budget deficits shrank and turned into surpluses.  The government was no longer crowding out private business in the capital markets.

There are storm clouds ready to rain on this parade.

· Tight labor markets are forcing employers to begin to compete for workers by hiking wages.

· The stock market euphoria.  The S&P 500-stock index was trading at 31 times earnings, double the average rate of the past 40 years.  Yahoo! was trading at a P/E ratio of 735.  Those kinds of multiples had not happened since the 1920s.  Nearly half of American households own shares of corporations either directly or through pension plans of one sort or another.  So if the bust comes, it will affect many people.

· The trade deficit resulted from Americans’ insatiable desire for more overseas things.  This is accompanied by a growing dependence on foreign capital to finance American business.  A plunge in the value of a dollar would touch off a stampede to pull out of the American market.  That’s exactly what burst the Asia bubble of the 1990s.

Will fiscal and monetary policy be able to cope?  The Fed certainly has had a lot of practice lately – usually on the winning side.  Sadly, the tools of economics are not yet sharp enough to perfectly predict what the outcome will be.

Source: Jacob Schlesinger and Nicholas Kulish, “The Usual Causes of Death – Inflation and Inept Policies – Aren’t Afoot in America Yet,” The Wall Street Journal, February 1, 2000, p. A1.

Questions:

· Does this article describe the multiplier process as it worked in the past?

· Do economic expansions depend on rising income?

· Are there examples of people’s forward-looking expectations in the article?

· What would better inventory management do for GDP?

· Do you think there will be a recession?  If so, when?

