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Life after Financial Meltdown:
The 1990s’ Experience
Foreword by Arindam Bandopadhyaya

The times are tough now
Just getting tougher
The whole world is rough
It's just getting rougher
Cover me! Bruce Springsteen

Of course, the Boss was longing for a companiomynia the world of finance today would settle
for a buyer!

Let’s paint an economic scenario. Economic exmankas slowed own and financial markets are
on a downward spiral. The major indices are irr beitory; many financial firms are collapsing
and yet others are gasping for fresh air. Monesad/fiscal authorities are desperately trying to
assemble packages to stem any further losses aredimoortantly, instill some much needed
confidence in the market. Oil prices are high; aslgently have they been declining, after having
more than doubled relative to a year ago.

No, it's not just today’s scenario but it is rensiceént of times in the late 1980s and early 1990s.
Towards the end of the 1980s, the economy had bestuggish after a few years of rapid
expansion. The market had crashed in 1987. Tiweoeay was reeling in the aftermath of the
savings and loan crisis (there were 3000 bankr&slduring the crisis; see chart below).
Additional strain on the financial system was bdmg@osed by the international debt crisis;
sovereign debts had soured and had there beenwidwspread debt default many banks in the US,
Europe and Japan would have been in financialedistr All this led to a drying up of credit, much
like the evaporation of easy money in today’s dredirkets. Yet, with a judicious mix of policies
(creation of the Resolution Trust Corporation tdrads the S&L crisis, the debt renegotiation of
sovereigns under the Baker Plan and debt-to-equips under the Brady Plan to tackle the
sovereign debt crisis, prudent fiscal and monegpaticy mix coupled with the productivity surge
brought on by the dotcom era) the economy postpdegedented gains through much of the mid-
to-latter part of the 1990s.

Much work needs to be done to get out of the ctifieancial jam. Bail outs will be expensive and
the money has to come from somewhere. Moreovesgtmay turn out to be short term fixes when
a long-term remedy is what the market may be lapkim. Creation of the an agency like the
Resolution Trust Corporation may be a much morkcdit proposition given that what assets need
to be liquidated over time is much murkier thaninigithe S&L crisis. Scrutinizing short sales may
not be enough; more emphasis needs to be placedr@parency in general. Credit rating models
need to be revamped, executive compensation nedxsrevisited, and there have been calls to
abandon fair value pricing at a time when marketgsrmay be artificially depressed due to
negative investor sentiment. TW&X fear gauge index has recently posted all timeshaid the
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Financial Services Forums own Massachusetts Inv&&otiment Index has posted all time lows.
However, as the experience of the 1990s has swghjestovery is inevitable.

In what follows, thé=orumpresents a report on the economic trends in thedd8omy, from the
beginning of the 1990s to the middle of 2008. Tdws is on key drivers of economic expansion
and the challenges the economy faced during tharesxpnary period. The report then looks at the
downturn the economy experienced with the dotcost bnd the recovery, albeit weak and short-
lived, until the recent slowdown accompanying the-prime crisis. The report also compares
trends in the US economy with those in Japan, adreteng on forces that led to the “lost decade”
in the latter economy. The report finishes witlbb@k at the automobile industry in the US, an
industry that analysts are watching closely evethagiddying events in the financial services
industry unfold.

Bank and Thrift Failures per Year
Source: www.calculatedrisk.blogspot.com
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Introduction

The United States economy has proven itself to yaical and, more importantly, resilient
throughout its history. The US has remained a gtieader in the world, maintaining the largest
economy, but that has not been achieved withoutertgges. The following analysis will discuss the
current economic conditions that US is facing, &l &ws the economic trends that have emerged
since 1990 leading up to today. The period of eodn growth experienced by the US during the
1990’s will be compared and contrasted with théguarance of Japan’s economy during that same
time period. In addition, the analysis will targétanges that have been experienced since 1990 by
the automobile industry in the US. The analysghhghts fiscal and monetary policies that have
been implemented throughout the timeframe to nawitfee economic challenges, illustrating some

policies meeting with greater success than others.

Section 1: Overview of Current State of US Economy

While there is normally debate among economistsardkgg the prevailing economic
conditions in the Unites States, there is no on® wihrrently disagrees that the United States
economy today is poor. The crisis in the housing mortgage markets has spilled over into other
sectors and is causing slow economic growth andeakwabor market. Economic growth has
decreased significantly over the past two quartbesreal GDP growth rate in Q4 2007 was 0.14%
and Q1 2008 was 0.22% (see Figure Blowever, by definition we have not officially ened into
a recession (a decline in the real GDP for two orenconsecutive quarters). An increase in the
price of essential commodities such as oil and foasi fueled inflationary pressures. An increasing

unemployment rate (see Figure 3) has also hit ttenamy hard. The most recent jump in
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unemployment by 0.5% to 5.5%vas bigger than economists expected, and thesiaoge-month
increase in about 25 years.

These problems are increasingly overshadowed bgnanmous federal budget deficit and
trade deficit. The national debt is currently at an all timethag $9.4 Trilliorf, which calculates to
approximately $30,000 per citizen. This debt hagiaisly increased dramatically because of the
war in Iraq and Afghanistan, and is growing dailyapproximately $1.37 billion per dayin 2006
Congress had to increase the debt limit, and ReesiBush’s recent budget submitted in February
2008 is estimated to bring record defiGits

To combat the sliding economy the Federal Resdree)(has been cutting the Fed funds
rate. In an emergency meeting on Januaf§, Z008, the Fed cut the rate by 75 basis pointsdB/

a %) to 3.5% (see Figure Federal Rate). Since then this ratédan cut further to 2.0%. President
Bush also implemented a stimulus package in amattéo kick-start the slowing economy. Based
on income level, each citizen could receive up @05 in the form of a tax rebate. These
expansionary monetary and fiscal policies wereatatl in an attempt to increase the consumption
and investment in the economy. The policy makepehtbat this will result in a rightward shift of
the aggregate demand (AD) curve.

The stock market has been on a continuous slise s$ire beginning of 2008 (see Figure 4).
Investors are wary of the stock market due itstilelaature. It has not been uncommon to see one
of the major indices decline by 2% or more in org of trading. The collapse of Bears Sterns,
coupled with the increased speculation about tisé @ooil, has contributed to the growing concern
in the performance of the stock market. Intere$gingil suppliers have repeatedly stated that there

is no shortage of oil, which has led leading pabins to ask the question: is this surge in theepri
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of oil being driven by pure speculation on the pafrthose who stand to benefit from the price

increase?

Section 2: Trends in Economic Aggregates 1992 -@&®

Figure 4 shows the percentage change in the theger stock market indices since 1992,
which reflects some major changes in the US econdrhg unprecedented growth period of the
1990’s can be noted as well as the short sharmdie market in 1997, during the Asian financial
crisis. This is followed by another growth periad;particular the spike in the technology heavy
NASDAQ from June 1998 to December 1999. The eafl§0% saw the dot COM bust. This
brought about a crash in the stock market, whick @ couple of years to recover from. Then the
economy experienced another period of growth thmd2@D6, but from the end of 2006 to 2008 the
stock market has followed a downward trend.

During George H. W. Bush’s presidential term, timemployment rate in 1992 was 7.8%.
However, the unemployment rate steadily decreasenh fthat point in time, and eventually
bottomed at 3.8% in 2000. This was due in large foathe technology boom of the 1990’s and the
large investment spending by companies. Howevethaenwake of the dot COM bust in 2001, the
unemployment rate increased sharply. Unemployrhast steadily declined since 2004, only to
recently increase to 5.5%. (See Figure 3)

The GDP growth plot from 1992 to 2008 (Figure 29wk the fluctuation in the GDP from
year to year. This plot also shows real GDP gromtB000 dollars. The most notable points from
this plot are in 2001 and 2002, when the GDP gromdls negative on a few occasions. Also the
slowdown in GDP growth since 2004 to present isaagpmt from this plot. The Federal Deficit

steadily declined from 1992 actually turning intswplus in 1997, and remaining there until 2000
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(see Figure 5). This surplus turned back into acdeh 2001 and has grown steadily since then.
Today we are faced with the biggest Federal dedicdll time, with President Bush’s recent budget
estimated to bring even larger deficits.

The Federal Funds rate, which is commonly recogh&ethe most significant interest rate,
remained relatively steady from 1992 to 1999. Hosvefrom 1999 until 2001 we saw a sharp rise
in the rate. This was followed by a collapse inte following the dot COM bust and the terrorist
attacks in 2001. The Federal Funds Rate reached afl1% in 2003, and then gradually increased
to 5% in June 2006. Following the more recent pskain the housing and mortgage markets, the
Fed has consistently cut the rate in an attempptw consumption and offset the credit crunch, and

it is currently at 2%. (See Figure 11)

Section 3: Analysis of the US Economy: 1992 — 200

Economic Trends: 1990-1992

Undoubtedly the 1990’s will be remembered for unpdented economic growth in the
United States. Average GDP growth was 1.94% per yer the decade with the economy
recording growth for 116 consecutive months. Unlegmpent was at its lowest levels in more than
30 years, ultimately reaching 3.8% by the year 2000he decade was characterized by low
inflation, low interest rates, high levels of intregnt, and increases in technological advancement
and growth leading to higher productivity. Ultirabt the federal government ended the decade
with a surplus of $154 billion and a balanced budgdowever, these accomplishments were not
achieved without navigating numerous economic ehgks during that timeframe. In fact, the
decade began with a downturn in the economy, aadJthited States officially entered a recession

from July 1990 to March 1991.
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The economic downturn experienced in the early $988s preceded by several notable
events. In 1989 a new president, George H. W. Buik office, and he inherited a number of
challenging economic conditions from the era ofgmsdecessor, Ronald Regan. The 1980s was a
decade of speculative surge in the price of re@tesand other assets creating a “bubble” in the
market with excesses in residential constructi@hthe turn of the century consumers and investors
were also faced with a “credit crunch”, due to tak out of the 1980s Savings & Loan crisis, in
which most of the country’s savings and loan asgimis became insolvetit. These events
contributed to an increase in foreclosures andbatantial drop in real estate prices in 1$90n
addition, consumers at that time found themseleelled with high personal debt, as a result of
more than doubling their debt during the spendipges that occurred in the 19883s.Further
adding to these factors, in August 1990 the couoéigame involved in The Gulf War in Iraq. This
event subsequently brought about a sense of uremssell as a jump in oil prices, which
contributed to a further drop in consumer configen@ll of these conditions led to a feeling of
overall consumer depression and pessimism aboudtéte of the economy which was difficult for
the administration to counteract.

In addition to the problems facing the consumert@edhe public sector experienced
significant additional challenges as well. Theeied “clean up” of the Savings & Loan crisis in
1990 ultimately cost the government $161 billiohywhich $132 billion came from public funds.
And it is estimated that it cost the economy 3.2%erms of decreased GDP growth over the years.
The beginning of the 1990s also marked the endeofCiold War, which brought about a significant
decrease in government defense spending, subsgglesvering the GDP. Additionally, the level

of defense spending in the 1980s prior to the dnithed Cold War was a large contributor to the

national deficit, which totaled $220 billion by 1®9 In the late 1980s the Federal Reserve
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continued to pursue a tight-money policy, which tdbated to exacerbating the already
deteriorating economic conditions. Inflation haached 5% in 1989, up from 1.9 percent in 1986,
the lowest rate in the decatfe And not only was an economic downturn experierinethe United
States, there was a global recession at this tisnavedl™ All of these negative circumstances
culminated in the business sector with a sharpsadden drop in the stock market: “on Friday, 13
October 1989, investors in the stock market finallgicted to the unstable economic climate. The
Dow Jones plunged 190 points, its worst nosediveesi987.*°

In an attempt to navigate some of these challengoanomic conditions, President Bush
released the Federal Deficit Reduction Packagehthdtad negotiated with Congress in November
1990. Bush had favored targeting cutting goverrtnseending in order to reduce the deficit, and
originally campaigned for a 50% cut in the capiains tax in order to spur business activityBut
the Democratic Congress thought the best way tdbebthe rising deficit was to raise tax revenue
instead. Bush eventually conceded that the budmdt not be balanced without raising taxes, and
he compromised with Congress — subsequently brgdké“no new taxes” pledge - in order to get
his budget passed. Included in the Omnibus BuBgebnciliation Act of 1990 were increases in
excise, motor fuels, tobacco, alcohol, income aag payroll taxes. Other areas of federal funding
were cut significantly, and numerous domestic oty were eliminated altogether. However,
although the goal of reducing the federal defichswa good one, the decision to implement
contractionary fiscal policies during an impendiregession was increasingly likely to worsen
economic conditions instead of improve th&m.

The increases in income rate and payroll taxedtegsin an increase in the cost of labor

which led to increased unemployment, causing then@my to lose 500,000 jobs, by some

estimate¥. Unemployment continued to increase from 5.6980Lto 6.8 in 1991, reaching 7.5 in
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1992 (see Figure 3). Bush responded to this iseraa part by signing a bill that provided
additional benefits for unemployed workers. Iniidd, he endorsed health insurance and first
time homebuyers tax credits. He also tried totere@w jobs through implementing policies that
would increase American exports. To this end Is#ad Australia, Singapore, South Korea and
Japan in the attempt to create an export deahéuwtas ultimately unsuccessful in landing a major
agreement with Jap&f. He also aggressively pushed for open marketsopposed protectionist
trade barriers, with his top trade priorities then@ral Agreement on Tariffs and Trade (GATT),
and pursuing the North American Free Trade AgreerfiéAFTA), which both had an objective to
reduce international trade barriers.

The Federal Reserve was perceived to be slow iogrezing the impending recession of
1991, and did not make decisive decisions regardpuyopriate monetary policies until after the
recession was already in effétt.Alan Greenspan, Chairman of the Federal Resdrtieaitime,
made the statement regarding the prevailing candstin 1990 that:

“We are in a sense in economic-political policyntail. In that type of environment it is

crucial that there be some stable anchor in thea@oa system . . . | don’t think it is in our

power to either create a boom or prevent a recessiowould suggest that perhaps the

greatest positive force that we could add to tlidigular state of turmoil is not to be acting

but to be perceived as providing a degree of stabil?
Based on this initial assessment, Greenspan dichaké any immediate action on adjusting interest
rates. But as economic conditions continued tosety he eventually made the decision to lower
interest rates. From 1990 to 1992 Alan Greenspatuglly lowered the Fed Rate from 10% to 3%

(see Figure 11), which equated to almost $700obilin stimulus to the econony. However, this
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stimulus was channeled into the economy throughb#rking system, so there was a lag time for
the benefit to show up in measurable ways in tioaeay.

In 1992 the US economy began to emerge from remesgih a very slow rate of growth of
only 2% for the year. By 1992 interest and inflatrates were relatively low (see Figures 11 and 7),
but unemployment reached 7.8%, which was the higsiase 1984. Additionally, in September
1992 the Census Bureau reported that 14.2% of Asawesilived in poverty, which was the highest
proportion since 198% Ultimately the turnaround in the economy in 198 not fast enough to
improve Bush’s reputation with the American publand he was not re-elected in the 1992
presidential elections. In 1993 William Clintoncaene president, and his presidency brought in a

new approach to economic policies.

Economic Trends: 1993-1999

Between 1993 and 2000 the US exhibited its bestaoa performance of the past three
decade®. Figure 2 compares the average annual GDP gratis per capita in the world with the
United State¥. Long periods of economic expansion have histtyidzeen fueled in large part by
expansionary fiscal or monetary policies, with tbsult that, by their six-year mark, debt ratiod an
inflation rates had risen to high levels, sowing #ieeds of a subsequent contraéfiddowever, the
1990’s were somewhat of an anomaly in that wayhat the boom was spurred by private sector
spending and employment. During President Clirgdairm unemployment consistently fell from
7.2% in 1992 to a low of 3.8% in 2000 (see Figure 3

The Clinton administration continued Bush'’s fispalicy focusing on the reduction of the

federal deficit®. Clinton’s policies included increasing incomelaiher taxes, aimed largely at the
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wealthiest 2% of the tax-paying pulSficClinton also reduced government expendituresndunis
tenure in the White House. This reduction in gowsent spending was aided by the absence of
costs associated with fighting a war. Figure ewshbow Clinton’s tenure was the only time since
the early 70’s that Federal receipts exceeded Bedertlays, and Figure 5 shows how Clinton
continuously reduced the Federal Deficit until 1987en the government posted a surplus of $70
billion. This was the first time in almost 30 yedhat the federal government ran a surplus. The
surplus continued through 1998 ($125 billion), 19$236 billion) and 2000 ($128 billion). By
committing to this strategy interest rates wereiced and the recovery bedan

Clinton also continued President Bush’s emphasisedacing trade barriers, and on January
1%' 1994 NAFTA, the trilateral trade agreement betw€amada, Mexico and the USA, came into
effect. Opinion is split regarding the effects oARTA on the US economy: many are of the
opinion that NAFTA created large job loss in the,U8duced exports and jeopardized the
environment'. However, U.S. Trade Representative Robert Zdefiminted out that, "U.S. exports
to our NAFTA partners increased 104% between 198829062 It is also estimated that the US
trade to Canada and Mexico supports over 600,00@ fobs than in 1993 In addition, Clinton
also sought to affect the economy by promoting otesi education and job-training programs
designed to develop a highly skilled and hence enpooductive and competitive labor fotteThe
GDP of the United States grew at an average raBe36b during the 1990s, and in 1998 it exceeded
$8.5 trillion (see Figure 1). Though the Unitedt8saheld less than 5% of the world's population, it
accounted for more than 25 percent of the workctmemic output.

The policies of the Federal Reserve were orchestratimarily by the Chairman, Alan
Greenspan, who was dedicated to a monetary poliogdaat low inflation (see Figure 7) and

keeping interest rates low throughout this timeeobnomic growth (see Figure 11). The low
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interest rates he maintained permitted businessdmtrow and expand their enterprises, hiring
more workers, even as they reduced staff in otheasaof their business, and creating demand for
goods and services that drove up corporate incardeshare prices on the major exchanges. Low
interest rates also helped lift share prices bex#usir returns were higher than an investor could
receive with low-interest bontfs In 1993 the Fed announced that it would pay &tntion to
monetary aggregates than it had in the past, aslibkavior did not appear to be a very reliable
policy guide. The Fed shifted to interest rate éingy, and in particular the Federal Funds Rate
(Figure 115°. Some observers believe that the Fed focused fatiagm and growth while leaving
other issues like fiscal policy, irrational exub®ra and international financial crises to negligibl
roles®. In the higher—growth economy of the late 1990s Eed's policy had been one of
forbearance. However the Fed did not hesitatettavhen inflationary pressures appeared. Between
February 1994 and February 1995 it raised intawdss by 3 percentage points after a period of
rapid expansion, thereby securing a “recession-kfs landing™®

An additional contributor to the recovery of theoeomy could be considered a “lucky
mistake”. A number of American banks experiencdekaefit as the result of the lowering of the
deficit. The Fed allowed the banks to ignore tls& associated with long term government bonds,
and this increased the banks’ short term profitgbibecause long-term bonds yielded higher
returns. By taking deposits and buying long-termdsthey were able to turn large prdfitsThe
administration’s strategy worked, but the succeas largely due to increased deregulation leading
to inappropriate regulatory and accounting prastioghich remained a trend throughout the
remainder of the decatfe However, according to Joseph Stiglitz, “if thevas ever a time not to

push deregulation further, the nineties wa¥.itThe elimination of the Glass-Steagall Act of 1993

which separated investment banking from commerogaiking, raised a significant conflict of
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interest issue. Suddenly when a company whose staskbeing pushed by an investment bank
needed cash, the investment bank was tempted natloa thent. These practices helped fuel the
economy in the short term but also created a stoekket bubble that made some investors
millionaires overnight. They also fed an “irratibrexuberance” (to use Alan Greenspan’s famous
phrase) that led to huge misallocations of resafitce

This era of prosperity was not without its diffitak, and in 1997 major shortcomings of the
economic policies that were in place began to serfaBetween 1997 - 1998 an economic crisis
developed which affected many of the emerging Agaanomies, which was fueled by 4 main
issues: (1) a shortage of foreign exchange thasethuhe value of currencies and equities in
Thailand, Indonesia, South Korea and other Asiamtces to fall dramatically, (2) inadequately
developed financial sectors and mechanisms focaiog capital in the troubled Asian economies,
(3) effects of the crisis on both the United Staded the world, and (4) the role, operations, and
replenishment of funds of the International MongtBund. However, according to Stiglitz, the
US played a bigger, more central role in this sriStiglitz reports that the Treasury and the IMF
encouraged rapid capital market “liberalizatifh”meaning that underdeveloped markets were
opened up to highly speculative investment, whiaim enove in and out overnight and leave
economic devastation in its wake. Another crucgt fthat fueled the crisis was the increase in
demands on policies and institutions in these Asianntries, especially those safeguarding the
financial sector, and these policies and instingitailed to keep pace with the demdAdénly as
the crisis deepened were the fundamental policytetimings and their ramifications fully
revealed. Also, past successes may have led pdiogre to deny the need for action when

problems first appearéd
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Following the Asian financial crisis, there was allapse of the Long Term Capital
Management (LTCM) hedge fund in September 1898he Federal Reserve responded to the
global crisis of the collapse of LTCM by reducimgdrest rates three times between September and
November 1998 for a total of 75 basis points, wis@maled a strong commitment to prevent a
global and US crisis and minimized the risks afjaidity crisis in the US. The US Fed rate cut was
followed by a series of uncoordinated interest ratghictions in Japan, Canada, several European
countries and 20 other countries around the wavrldch helped to restore liquidity and confidence
of investors and markets in October and Noveriber

Many observers of the 1990s boom have made the aasops to the boom of the 1920s. The
growth paths of income, productivity, and employmesmre almost identical. Inflation remained
low in both periods, calling into question the ésixe of a Philips Curve trade-8ff The positive
signs of promising and prosperous future in both1890s and 1920s were real. Thus, the Federal
Reserve policy of “Benign Neglect” towards the &toearket booms was an adequate respénse
However, the contrast between the disastrous aftibrof the boom in the 1920s and softer landing
after the 1990s boom highlights a wiser applicatémonetary policy in the 199%s One of the
most telling features after the 1990s bubble is tliamajor bank or financial institution failed whe

the bubble finally burst,

Economic Trends: 2000-2008
After a decade of expansion, the longest on retmrdthe history of the United States, and a
$216 billion payment to the national debt, the @limadministration left officé> In 2000 his

successor, George W. Bush, was elected as presidedtimmediately had to deal with an
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economic downturn. There is much debate about vénaghe Bush administration inherited or
created the recession. What economists have degednis that the recession peaked in March of
2001. Signs of the recession appeared mid-yead0d0,2and coincided with what the media deemed
the “dot COM bust”. Unlike earlier post war redess that were consumption driven, the 2001
economic recession was investment dri¥e@urrent Fed Chairman Ben Bernanke, explained the
key difference of the two causes:

Typically, the U.S recessions have featured dowmstun household spending with housing

and consumer durables being the most severelytaffeand with business spending on capital

goods playing a secondary and reactive role. T 26cession by contrast, business fixed

investment began to weaken well before the offipdk of the business cycle. Other role

reversal occurred with households maintaining sipendn housing and auto¥.
Household spending maintained, despite the stoaketiag dropping, because of extremely low
interest rates that were in place. Later the revecsurred with the real estate market in 2003 when
the market entered a downward turn. The investmec¢ssion was caused by overestimating
growth and investments made in expensive capiglttte actual growth did not support. The major
industries involved were technology and telecommation. Between December 2000 and 2003
telecom companies with a combined total net woftfi280 billion went bankrupt, and 60% of all
corporate defaults came from that sectdBimultaneous to the losses in telecom were inegeas
energy costs. Beginning in 1999, oil prices begeasteadily increase.

The other major contributing event to the recessias the terrorist attacks on September

11, 2001. Financial markets did not open on Seht2001, and remained closed for the next four

trading sessions. When stocks began trading agaiSept. 17, The Dow Jones dropped 684.71

points, its biggest one-day point loss in histSryMany investors feared a repeat of the stock

m COLLEGE OF
4 /A Management
UMASS.

17

BOSTON

Financial Services Forum




market crash of October 1987, which triggered augenfinancial panic. However, instead of
experiencing a crippling shock to the economy asynfeared, this crisis was generally absorbed
relatively quickly, and as a result a sudden andpiete breakdown in economic activity was not
witnessef’. Alternately, even though all industries wereeaféd in some way by the terrorist
attacks, some specific industries were particuladyersely affected. These industries included
financial services, which was down $77 billion b§02, insurance companies, which processed
claims amounting to nearly $75 billion by 2002, ahe travel industry, which saw a decline of $15
billion coupled with a poor chance to fully recovgrancially®* In addition, the aftermath led to
increased expenditures on national security anpanticular the Department of Defense (DOD).
And in the years following the attack, the Unitetht8s and its allies entered into a war in
Afghanistan and subsequently Iraqg.

In an attempt to build confidence in the marketelaod increase consumer spending, the
Bush administration decided to implement an expman@ly monetary policy of tax cuts. The tax
cuts Bush implemented increased the federal dedimit forced the government to use the Social
Security surplus to cover expenditures. This heehbdone in the past but was avoided in recent
years due to long-term concerns regarding the sojvef the Social Security systeéfh.Following
the tax cuts there was little growth in the GDPiniyi2001 and 2002 (see Figure 2), highlighted by
the fact that the U.S was in a recession in figarter of 2001Another significant indicator was
the unemployment rate, which climbed from a lovB@&% in 2000 to 5.8% in 2002 (see Figure 3).

To counter the recession, and as a reaction taeattlof deflation during this time, the
Federal Reserve lowered short term interest rates &n 6.5 % in May 2000 to 1% in 2003 (see

Figure 11), The interest rates imposed were attg f@ar low and helped bring the U.S out of the

recession. The economic recovery following the @0tV bust and September" terrorist attacks
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was fueled in large part by access to “cheap” mandie form of very low interest rates. While
these low rates served their primary purpose ofsting a deep recession and preventing deflation,
they also enabled a real estate bubble to buildarunited States.

Home values during this time were accelerating, lamashieowners were cashing in on their
new found equity at very low interest rates. Frésnuary 2000 to June 2006, the Composite S&P
Case/Shiller home price index increased 226% (sgaré-12). The Fed recognized the building
bubble in real estate and took action to slow trerket. On May 20 2005 Federal Reserve
Chairman Alan Greenspan was quoted as saying, Qufticalling the overall national issue a
bubble, it's pretty clear that it's an unsustai@abhderlying pattei” Chairman Greenspan
specifically pointed out that second home speautatias causing “froth” in some local markéts
From 2004 to 2007, the Fed consistently raisedsrétem 1% to 5.25%. Despite these rate
increases, the mortgage rates stayed at histasig, land the real estate bubble continued to build.
Figure 11 shows the Fed funds rate and the av@@gear mortgage rate plotted against each other
for the past 37 years. This figure shows that gawé rates generally have followed the trend of the
Fed rate. However, this was not the case from 20@007.

Home value increases raised the volume of homehpaes and mortgage refinancing. In
order to lure borrowers from their competitors,ders often sold loans with very low introductory
rates that would eventually reset to higher rat&ame lenders, such as Countrywide Financial,
offered negative amortization loans where the lwerts principle balance increased every month
until the introductory time frame was o%r Furthermore, lenders became much more lax with
their lending standards, increasingly giving loamsub-prime borrowers with a poor credit rating.

As long as home prices continued to appreciateeattly levels, lending institutions did not

perceive much risk with these practices; a homeownald almost always avoid foreclosure or
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defaulting on a loan by refinancing or selling irtcstrong market. However, at the first sign of
falling home prices in 2006 as shown in Figure fb2eclosures began to escalate and the bubble
began to bredk.

Had the losses been limited to the lending institg that made the bad loans, the increase
in foreclosures may not have been as devastatitogvever, a number of large financial institutions
attempted to profit from the high volume of loansgackaging them into complicated investments
such as mortgage backed securities, structuredstmemt vehicles, and collateralized debt
obligations. As the foreclosures mounted, the /alluthese investments became ambiguous at best
and worthless at worst. Banks began taking huggekwhich in turn created a credit crunch. This
credit crunch led to reduced economic growth bezafishe lack of financing availatifeas shown
by the reduced GDP growth rates in the most regeatters see Figure 2.

To complicate the current economic landscape, degas and food prices are beginning to
move inflation readings such as the CPI higher.weieer, inflation readings (see Figure 7) that
disregard volatile oil and food prices are showiess extreme increa$&s Increases in inflation
during this time of slow or receding GDP growthvesy troubling for the Fed. Though the GDP
figures currently have not shown negative growhtl, recent increase in unemployment from 5% to
5.5% is troublin§’. Based on Okun’s Law, an increase in unemployro€6t5% should coincide
with a loss of GDP of 1.5%. If Okun’s law holdsdrthe country will experience a significant drop
in GDP in the coming quarter that may lead to reices The term for this situation, where GDP
growth is stagnant and inflation is high, is callstégflation’.

Typically, the Fed would respond to a slowing ecugowith expansionary monetary

policies to spur the economy. However, with inflatlingering as a possibility, the Fed’s hands are

tied if it does not want to increase pressure dcegl’. In response to this economic situation, the
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Fed began lowering interest rates in September .2007January 22, 2008 the Fed enacted an
emergency three quarter point cut in responsedatfiapse of Bear Stearns, and currently the rate
is at 2%, but the Fed is reluctant to reduce the fiarther. To explain their actions The Federal
Reserve Bank of New York offered the following coemts on April 20, 2008:
Recent information indicates that economic activégnains weak. Household and business
spending has been subdued and labor markets hdtemexb further. Financial markets
remain under considerable stress, and tight cremhditions and the deepening housing
contraction are likely to weigh on economic growtrer the next few quarters. Although
readings on core inflation have improved somewhlagrgy and other commodity prices
have increased, and some indicators of inflatiopeetations have risen in recent months.
The Committee expects inflation to moderate in ecgnguarters, reflecting a projected
leveling-out of energy and other commodity pricesl @an easing of pressures on resource
utilization. Still, uncertainty about the inflatiautlook remains high. It will be necessary to

continue to monitor inflation developments caraf(f

On the fiscal side, the government implemented heraiax stimulus package to deal with
the issue of sinking consumer confidence. Baseth@ome levels citizens were given tax refunds
of up to $600 from the government. These paymeetg intended to increase GDP in the form of
increased consumer spending. Although the long &dfects cannot yet be known, current data is
showing that the tax refunds are stimulating grointthe econom¥. However, it is challenging to
determine their effectiveness at this time. Anothseal policy that is working its way through

Congress involves allowing troubled lenders to gfantheir riskiest loans to the Federal Housing

Administration (FHA). Opponents of this policy stat this is letting the risk takers off the hook
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with tax payer’s monéy. It should be noted that any short term benefithese policies should be
compared to the long term effects of the deficérapng used to fund the policies.

At the moment, the government is attempting to steith fiscal policy concerning
extension of unemployment benefits to deal wittréasing unemployment rafés To deal with
the adverse supply shock created by the increasel icosts, President Bush is trying to push
Congress to end a ban on offshore drilling. Phesident is arguing that by increasing the supply
of oil into the market the price of oil will be leted. Opponents of the President contend that
ample offshore drilling lands are already availaldléhe oil companies and that the supply of oil

that would come from opening additional area wawticome on line for ten years or mBre

Section 4: Comparison of 1990s Economic Trends tife US and Japan

Government regulations and monetary policies, ak léhereof, have impacted many
economies significantly throughout history. Thigrige in most capitalist societies, but the degoee
which the government intervenes is partly dependemin the structure of capitalism. For
comparison we will examine another capitalist stycidapan, and review its economic conditions
compared to the conditions experienced by the dni¢ates throughout the 1990’s. Japan’s
Continental Asian capitalism, when compared to Amglo American capitalism of the United
States, approaches capital allocation, businessrsighe, management goals, government
intervention, and the role of labor differently. éde differences are important to note when
comparing each country’s economy through the 1990'te understanding of these differences
provides insight into the options they each hadlabke, and the subsequent choices that were

made. Ultimately each country’s core values affidd¢heir economic decisions in different ways.
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Capital allocation in Japan is concentrated inaxiosale of securities to outsiders, while in
the US capital is dispersed in financial market®Iving open institutions’°The high expectations
the United States placed in the performance ohfired markets, as well as Japan’s trouble with bad
loans to banks, created problems for both economBigsiness oversight in Japan consists of boards
representing creditors, major stakeholders and someg workers while business oversight in the
US is conducted by the lay perséfithe US has seen failures in the oversight of bssinéth the
financial markets and corruption in accounting deads and practices, most recognizably with
Enron and the recent sub-prime mortgage crisis. Mamagement goals of each society are
opposing: while Japan’s primary focus is on sog@dls with profits secondary, the US is focused
primarily on profits, then social goals. Throughdbe 1990’s Japan kept constant focus on
improving the social conditions, despite its poooreomic outlook, and the population is benefiting
now in their improved economy. If the US admiratibn had invested some of the funds that was
allocated towards capital investment into socialgpams instead during the 1990s, the education
and standards of living in the US could have imprbwespite the economic challeng€dhe
Japanese government is a very active participantheneconomy of Japan, encouraging state
development and creating a larger public safetytimat that of the less intrusive US governniént.
During the 1990’s regulations in Japan prohibitealrgh in industries, while in contrast the US was
deregulating quickly to remove restrictions of garbdministrations sometimes without thinking
through the effect® The last difference in approach to note is the mf labor: in Japan the
relationship between labor and management is veoperative, leading to long term employment,
while in the US an adversarial relationship oft&ises between labor and management, which leads

to more job mobility** Currently Japan is reducing its emphasis on fhértie job approach as they
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shift the mindset of the new work force as the eomy recovers, because they believe that their
original approach toward labor contributed to tlegionomic stagnation.
Expansion and the “Lost” Decade

Structural differences contributed to the poladfyeconomic conditions each country faced
from 1990-2000. The 1990’s represented the longgsansion on record for the United States, and
the same time period was simultaneously referreastthe “Lost” decade for Japan. The US was
coming off of the real estate bubble burst of tB8s, had moved past a recession in 1991, and
had begun a period of economic growth. Deregulatiathe banking industry, lower interest rates,
a technology boom and a concentration on loweltegféderal deficit helped generate and sustain
this period. In addition, the US experienced sorh¢he lowest unemployment rates during the
1990's. Meanwhile, Japan was coming off tremendsuscess in the 1980's based on
manufacturing success and exporting of steel, anibdes, computers, and other high tech
products. Once on track to outpace the US econdiney,1990's brought an abrupt and lingering
stagnation for Japan that lasted into the earlysyethe millennium. The annual growth rate of
Japan averaged less than 1% during the §0'8leanwhile, the US grew 3-4% each year during
that same time perio&® Figure 1 shows both countries’ growth during tbés9

Monetary policy in the 1990’s in Japan was one@ftaction, which led to the decline in
corporate investment and damaged balance sh&efhe excessive investment of the 1980’s
created a collapse in land prices and bad debtbdioks.?® Through the rest of the decade Japan
was stuck in a cycle of banks burdened with badsdedralling loans from corporations, whose
business would suffer, resulting in further badtddbr the banks. This is comparable to the current

conditions the US is facing in the banking and esahte sector, due to the over-investments made

at the beginning of this decade. Regulations ain@sses restricted growth in the private sector
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and kept innovation to a minimum. Larger corponagiocontinued to invest in research and
development despite the dismal economic conditions.

The slow growth of the 1990’s left the Japaneseufaiin apprehensive about the future
and resulted in a decrease in consumption (leftwhifd of the AD curve). The unemployment rate
remained high by Japanese standards throughoutdbade, higher than 3% after 1995. The
resolutions put in place by the current Koizumi Adistration, and outlined by the Ministry of
Foreign Affairs of Japan, include fiscal reformsdatihe expansion of safety nets to ease the
apprehension. Japan continues to address the adgtoblem with the banks the government had
bailed out during the 1990’s. The government ug@thb loans, loads that carry no interest and no
collateral, to bail the banks out. It was rare tfog Japanese government to show a willingness to
use public funds to stabilize the industry. Jagdens to deregulate further and add some
administrative reforms that will help increase catmmon, and technological innovation that will
make their economic activities more efficiéft.

In contrast, the functioning of corporations isaege reason why the US economy has been
able to rebound in recent yedfs.The US allowed for the innovation in the privaector in the
high tech and telecom industries to lead the ecgntimough its growth years while the Clinton
administration held off on implementing any mongtaolicies that would hinder the growthThe
administration also chose to continue to inveghengrowth of these industries rather than invest i
social policies that may have had more signifidang term benefits in the education seéfofhe
US was also deregulating in the bank / financialustries throughout the 1990’s. As noted by
Nobel prize-winning economist Joseph Stiglitz, pinefits to be made were enormous, and with the

abiding faith in the market seemingly confirmed that economy’s stupendous performance,

banking interests saw an unprecedented opéfirihe problems that the US currently faces in the
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financial sector were developed in the 1990’s. sTgroblem is similar to what happened in Japan,
where the banking investments made during the baiotime 1980’s took their toll a decade later in
the 1990’s.

The shape of each economy from a broad lens appedrs on opposing extremes, with
each experiencing periods of tremendous growthredtang with periods of stagnation at different
times during this period. Stiglitz’s metaphor, “eocmies are like large ships: they cannot be turned
around quickly. Moreover they change so slowly tbatise and effect are not always clear”, is
appropriate to note in this comparison. As eacthe$e economies continues to go through cyclical
conditions, the cause and effect of the previousrsydecome clearer. Clearly there are more
similarities to the events of the 1990’s experiehtethe US and Japanese economies than what

initially appeared.

Section 5: Analysis of the US Automobile Industryrom 1992-2008

Since 1992, the American automobile industry hadersrategic mistakes that have caused
significant loss of market share to foreign contpesi such as Japan. Throughout the nineties and
into this decade the American automobile industary fresponded with a concerted expenditure of
time, energy and money” to calls for regulated éases in fuel econorfly all the while bolstering
their large non fuel-efficient products. Howevelyring this same timeframe, Japanese car
manufacturers have continued to offer increasingigre efficient automobile options for its
customers. A recent surge in gas prices in comibmawith an economic slowdown has
accelerated the movement of consumers to morediiieient vehicles. Consumers are either

forgoing the purchase of new vehicles or choosifigient vehicles to lower their fuel costs. Both

of these trends have put added pressure on tredglstruggling American car companies.
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When Bill Clinton took office in 1993, many envinmentalists hoped he would press the
automobile industry to improve fuel efficiency. Wever, during his tenure he, “mildly prodded the
auto companies on pollution and safety” and forrttest part “protected them from efforts to raise
fuel economy standardé. Clinton did enact the PNGV (Partnership for awN&eneration of
Vehicles), which was a joint government and indusesearch program where the government
provided matching dollars for fuel efficiency tectwogies. The automobile industry was skeptical
of these programs and not much came from them. e Chnton administration also made
significant efforts to influence trade both on @wn continent, utilizing NAFTA, and with Japan.
From its inception, NAFTA has been blamed for tkedris of manufacturing jobs from the United
States. While it is true that there are fewer matbile manufacturing jobs now than there were in
the 1990’s, many believe that this is due moresthnology advancement and demand effects as
opposed to any negative repercussions stemmingtiermplementation of NAFTA. Some claim
that NAFTA has had “positive, though limited, medal powers” for the auto industry by helping
with pension and healthcare cdits In addition to North American trade, the Clinton
administration also pressed Japan on trade retaspacifically related to Japanese car companies
using more American parts. At various stages laagéfs were threatened on Japan. In the end,
Japan backed down and allowed more American partsetused in Japanese cars. Japan also
agreed to produce more cars in the United Stakéswever, some contend that Japan saw these
events as inevitable and beneficial to their bussite

A booming economy and low gas prices (see Figur@u@ng the 90’s gave the American
auto industry little incentive to change their lmgr strategy (see Figure 10). Customers were

increasingly purchasing large vehicles such as SUgke Figure 10). During this period the

industry was also assisted by low steel prices ditbabout by “steel dumping” as a result of the
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Asian financial crisis.By the mid 1990’s the automobile companies weraiegr‘record profits”
even in the face of declining market sifareHowever, as the decade turned and Presideng&eor
W. Bush was sworn into office, gas prices begawglitmb and the American auto industry was
showing signs of weakness. Since 2002 the avetagk of gasoline has increased 160% (see
Figure 8).

Low interest rates during the early and mid 2000&ped drive record vehicle sales.
However, a larger portion of these sales were goindgapanese and other foreign automakers,
putting pressure on the American auto companiesnti@uing challenges related to increasing
healthcare, pension and raw material costs weiginedmerican auto companies during this time.
Even during a time of economic expansion from 20022006, the US auto companies were
faltering. Their stock prices were falling to tg@ar lows (see Figure 9) and they were selling off
assets to remain liqguid. One company, Ford, has lberced to layoff or buyout thousands of
employees to “reduce (their) production capacityneet demand®

The sub prime mortgage crisis and oil related ab/aupply shock during 2007 and 2008
have continued to batter the American auto comgan@monsumption has slowed and car customers
are now purchasing small fuel efficient vehiclesrenthan ever. Data collected from the Wall
Street Journal confirms this trend showing thatdhé class of car that has seen an increase in
sales from 2007 to 2008 is the small car (Tablendl @&able 2). Additionally, the federal
government recently instituted the first increaseCIAFE (Corporate Average Fuel Economy) in
over 22 years, further putting pressure on the Agaarauto industfdf. The weak dollar has
proven to be one of the only positive factors hedpihe American auto industry. The weak dollar

has spurred exports, actually enabling Ford tormgéurn its first quarterly profit in a long time
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However, Ford’s success was short lived due tal#teriorating economic environment of the last

few months.

Conclusion

The United States is currently in the midst of soreey challenging economic times. The current
credit crisis brought on by deregulated lendingcpcas, deregulated investment firms, and
speculation in real estate seems to be the drifargg of the downturn. Additionally, the adverse
supply shock created by high oil prices is causiagreased GDP growth and increase in the price
level of the economy. A benefit of the currenndibions is that they could lead to increased
regulation in the banking industry which may ensdina these same mistakes do not occur again.
Also, the shock in oil prices could be the catatgsfinally rid the US of dependence on oil. The
effects of the adverse supply shock in the oil rear&ould have been mitigated if previous
administrations had pushed for increases in autden@ieel economy. They did not, and as a result
the American automobile industry is left with pratki that do not meet the demands of their
customers. As shown in this paper, the UnitedeSthas faced similar problems in the past to those
currently being experienced. While no two periofi@@nomic downturn are the same the current
policy makers can learn from the mistakes and |ss= made by previous policy makers.
Ultimately the United States has demonstrated iieresy and an ability to learn from and improve
over past policies. Periods of economic growth mreven to be the norm, with periods of
economic downturns generally few and far betweknthese turbulent times it will be imperative
that the new generation of policy makers understanmtiappreciate the complexities of the state of

the economy, and have the insight and tools netdpbperly navigate the challenges.
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Figure 1: GDP of the United States from 1992 to 2008.
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GDP Growth 1992 - 2008
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Figure 2: GDP Growth Rate from 1992 to 2008.
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Figure 3: Unemployment Rate of the United States from 1992 to 2008.
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Figure 4: Three major stock market indices from 1992 to 2008.
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Figure 5: Federal Deficit (Surplus) from 1992 to 2006.
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Figure 6: Federal Spending from 1992 to 2008.
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Figure 7: Inflation Rate in the United States, 1992 to 2008.
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Figure 8: Gas prices adjusted for inflation since 1992. Notice the beginning of the rise starting in 2002.

Figure 9: Stock prices for Ford, GM, Honda and Toyota since 1992. Notice the divergence of the Japanese
and US auto companies around 2002.
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Figure 10: Light vehicle market share by size class from 1975 through 2006.
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Figure 11: Fed funds rate plotted against the average 30 year mortgage rate for the past 37 years.
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Figure 12: S&P Case-Shiller composite home price index since 1992.
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