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1.]ntroduction

U.S.economicrecovery hasbeen much moresluggish and

protractedduringthecurrentbusinesscyclethanpreviouscycles.

Theeconomicslowdownthatstartedinmid-1989initiallyseemed

mildbyconventionalmeasures:betweenmid-1989and mid-1991

unemploymentrosebyonlyhalfapercentagepoint,andthelevel

ofindustrialproductionfellbyonly1percent,thesmallestdecline

in any ofthepostwarslowdowns.However,a robusteconomic

recoverythathadbeenwidelyanticipatedtotakeplaceinthesecond

halfof1991failed to materialize; instead, economic activities

remainedsluggishandunemploymentcontinuedtorise.Fornearly

threeyearssincemid-1989,theeconomygrew atanaverageannual

rateoflessthan1percent(Chart1).Althoughthereareincreasing

slgnS that the recovery is gathering momentum,the pace of

recovery hasbeen much slowerthan itwasduring any ofthe

postwarrecoveries.1)Whyhastherecoverybeensoslow?

1)Theview,thateconomicrecoverywouldbeslowisalsosuJPPOrtedbythe
forecastoftheBayesianvectorautoregression(BVAR)modelusedat
theFederalReserveBankofMinneapolis.From theforecastofthe
BVAR model,Runkle(1991)predictedthatthegrowthinthefirst
yearofthisrecovery would beonlyhalfoftheactualaverage
first-yeargrowth(6percerlt)inpostwarrecoveries.
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CHART 1 UNJTEDSTATES:REALGROSSDOMESTIC

PRODUCT
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Theslow paceatwhichtheU.S.economylSrecoveringfrom

recession is believed to be linked to a rapid rise in levels of

household and businessindebtednessduring the 1980sand their

subsequentattemptstorestructuretheirbalancesheetsintheface

ofan economicslowdown.TheFederalReserveChairman Alan

Greenspanhas statedthat

"[T]herearesomeextraordinaryforcesatworkintheeconomy
thataddanexceptionalmeasureofuncertaintytothecurrent
picture.Irefer,in particular,tothesizableadjustmentsto
businessandhouseholdbalancesheetsnow underway.These
adjustments,whicharewithoutparallelinthepostwarperiod,
areaconsequenceoftheenormousaccumulationduringthe1980S
ofcertainkindsofrealassetsandevenfastergrowthofdebtand
leverage."2)
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Indeed, debtJfinanced asset accumulation was widespread

among both businessesand householdsduring the1980S.Ⅰn the

businesssector,therewasoverbuildingofcommercialrealestate,

which waspropelled by generousdepreciation provisions,and a

dramatic increase in leverage among corporations, which was

associatedwithawaveofmergersandbuyouts.Ⅰnthehousehold

sector, there were increased purchases of motor vehicles and

homebuylng,largelyfinancedbydebtaccumulation.Althoughthe

increasedleverageofcorporationsandhouseholdswasin parta

natural outcome of tax changes, financial deregulation, and

technologlCalinnovations,italsoreflectedawidespreadoptlmism

thattheU.S.economywouldcontinuetoexpandatahighrateand

assetprlCeS WOuld rise rapidly enough to make debt-financed

purchasesofassetsprofitable

ln retrospect,however,such optimism seemsto havebeen

excessiveaswitnessedbythesubsequentattemptsbyhouseholds

andbusinessestoreducetheirleverage.Followingthemonetary

tighteningofthelate1980S,theeconomicoptimism startedtofade

andbothhouseholdsandbusinessesbegantorecognizeapossible

mismatch between the stream ofdebt-service burden and cash

flows.Higherinterestrates,whichwereenglneeredbytheFederal

Reserveinthelate1980Stopreventtheeconomyfrom overheating,

raised thedebt-serviceburden and reduced theassetvaluesof

households and corporate businesses. Faced with mounting

debt-serviceburdenanduncertaintyaboutthefuturegrowthofthe

2)StatementbyAlanGreenspan,Chairman,BoardofGovernorsofthe
FederalReserveSystem,beforetheJointEconomicCommittee,U.S
Congress,March3,1992.
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economy,theyhavetakenmeasurestoreducethedrainsontheir

cashflowsandtheirexposuretofurtherunfavorableshocksthrough

restructuringofbalancesheets.Thebalancesheetadjustmentsof

households and businesseshave made the processofeconomic

recovery much more sluggish and protracted than usual. The

currentrecession,therefore,roseoutoftheprocessinwhichthe

prlVate Sectorbalance sheets are being realigned with a more

realisticoutlookforfutureincomeandassetvalues

Thus, the restructuring ofbalance sheets is linked to a

perceivedshiftinthelong-term economicprospectsfortheU.S

economy.Thisisconsistentwith anotherunusualcharacteristic

ofthecurrentbusinesscycle:namely,thatalargeshareofthe

shortfallintheGDP isaccountedforbyconsumption slowdown

morethaninvestmentslowdown.Duringanormalcourseofthe

businesscycle,itisinvestmentslowdown,ratherthanconsumption

slowdown,thataccountsforalargeshareofshortfallintheGDP

Duringthecurrenteconomicslowdown,however,some54percent

oftheshortfallinrealGDP isattributedtoslowerconsumption

growth whilethecorresponding figureforthe a-verage postwar

slowdown wasonly26percent(Chart2).Why did consumption

slowdownplaysomuchmoreofaslgnificantroleinthecurrent

slowdownthanitdidduringpreviousones? Themostplausible

explanationisthatconsumershavebecomemorepessimisticthis

timeaboutfutureincomegrowth.Thepermanentincomehypothe-

sissuggeststhatifconsumersperceiveapermanentdeclineintheir

incomegrowth,theywillscalebacktheirconsumptionplansmore

sharplythanduringthetroughofatyplCalbusinesscycleasthey

realizethattheirorlglnalconsumption planswillno longerbe
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CHART2 UNけEDSTATES:COMPOSH10NOF

ECONOMICSLOWDOWNS
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1'Thecurrentslowdownismeasuredfromthesecondquarterof1989
throughthefourthquarterof1991.

Source:Runkle(1991).

sustainable.

h summary,thecurrenteconomicslowdowniscloselylinkedto

theincreasedprivateSectorindebtednessofthe1980sandtheshift

inthegrowthprospectsfortheU.S.economylnthe1990S.These

relationshipswillbediscussedfurtherinthefollowingsections:

Section2reviewstheeconomicandfinancial developmentsinthe

1980S. Section 3 discusses the effects of the anti-inflationary

monetarypolicy ofthelate1980Son thedebt-serviceburden of

householdsandbu白inesses.Setion4examinessubsequentbalance

sheet restructuring by households and businesses. Section 5

discussestheirimplicationsformedium-term growthandtherisk

ofeconomiccrisis.Section6discussesthepolicylmplicationsofall
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2.EcomomicandFinancialLegaciesofthe1980S

Thegreate白teconomiclegacyofthe1980Sistheincreasedpublic

andprlVateSectorindebtednessandtheireffectsontheprospectsfor

theU.S.economyinthe1990S.

(1)Federalgovernment

Duringthe1980S,thefederalfiscaldeficitconsistentlyabsorbed

nearly3/40fthenation'snetprlVateSaving.Thenationalsaving

ratefell,reflectingInitiallyaslgnificantworseninglnthefederal

fiscalbalanceandsince1983adeclineintheprlVateSavingratethat

morethan offsetan improvementin thefederalfiscalposition.

Grossfederaldebtmorethan tripled during the1980sto $2.9

trillionattheendofthedecade. Netnationalsavingdeclinedfrom

theaverage8percentofGNPin1950-79totheaverage3percentin

the1980S.

Thisdeteriorationinthenationalsavingperformancehasledto

seriousunderinvestmentinandundermaintenanceofthenation's

productivecapacities-factories,machines,research,infrastructure,

andhumancapital-despitearecordborrowingfrom abroad.Net

prlVateinvestmentfellfrom theaverage8percentofGNPin1950-79

totheaverage5percentinthe1980sdespitethelargeinflow of

forelgn investmentequivalentto 2percentofGNP.Thisrecent

decline in netprlVate investmentled to prospects ofsluggish

long-term productivitygrowthfortheU.S.economy.
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(2)Corporatebusinesses

A fundamental shift in the corporate financial structure

occurred in the 1980S, during which an extraordinary wave

of debt-financed transactions swept over much of corporate

America.3) Themainresultofthecorporateborrowingwaveorthe

1980swasincreasedbalancesheetleverage.Withthemarketvalue

ofequitiesmuchlessthannetworthatreplacementcostintheearly

1980S(44percentinend-1982),Corporatebusinessesborrowedtoan

unprecedenteddegreetobuyupexistingassetsinsteadofinvesting

innewearningassets.Boththedebt/GDPratioanddebt/networth

ratio rose significantly during the1980S (Chart 3).Moreover,

Corporatebusinessessubstituted debtforequity in a very large

scale:between1984and1990,netequitylSSueSbyU.S.nonfinancial

corporationsdeclinedbymorethan$600billion.

The debt-service burden of U.S. nonfinancial corporate

businessesroseinlinewiththeincreasingdebtoutstanding.The

interestpaymentsasashareofcorporateearningsbeforetaxesrose

from lessthan40percenttonearly60percentduringthe1980S;

and theinterestpaymentsasa shareofcash flowsrosefrom

20percentto40percentduringthesameperiod.4) Thisupward

trendwasparticularlyremarkableforahigherpercentileofthe

distribution:infact,fortheninetiethpercentileofthedistribution

orhighlyindebtedcorporations,theinterest/cashflow ratiomore

thantripled.5) Astheeffectiveinterestrategenerallydeclinedand

3)SeeBenjamin(1982,1985,1990,1992),Auerbach(1988),Bernanke
andCampbell(1988),Crabbe,PickeringandProwse(1990),Pollin
(1992).

4)SeeBenjamin(1990,1992).
5)SeeBernankeandCampbell(1988)andWarshawsky(1991).
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CHART 3 UNITED STATES: DEBT OF NONFINANCIAL

,CORPORATEBUSJNESSSECTOR
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corporatecashflowsincreasedduringtheeconomicexpansionof

1982-89,theincreasinginterest/Cashflowsratiocanbeattributed

mainlytotherapidincreaseindebtoutstanding.

- Furthermore, what was remarkable about the increased

corporateindebtednesswasnotJusttherecordvolumeorcorporate

debtand debt-serviceburden, butthepurposeforwhich many

corporationsborrowed.Indebt-financedmergersandacquisitions,

theyborrowedtoacquiretheexistingassetsinsteadofnew earning

assets.Corporatebusinessesborrowedlargelytobuyupexisting

assetswiththeexpectationofcapitalgains.Aslongastheinitial

optimism forfutureeconomicgrowth isrealized,ahigh degree

ofindebtedness and debt-service burden willnotpresent any
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problem ; however,ifoptimism isshakened by an unexpected

negativeshocktotheeconomy,itcanforcesomemajorrestructur-

ingofcorporatebalancesheets.Therefore,conditionswereinplace

for a potentialcorporate debtcrisis and subsequenteconomic

contraction.6)

(3)Househo一ds

Theindebtednessofhouseholdsalsoincreased substantially

duringthe1980S.Thesum ofhomemortgagesandconsumercredit

outstandingrosefrom $1.3trillioninend-1980to $3.1trillionin

end-1989;thistranslatesintoanaveragegrowthof10percentper

year-afiguremuchhigh erthanthatofhouseholdinco_megrowth.

Inpercentofdisposablepersonalincome,itrosefrom 65percentto

90 percentduring the decade(Chatt4). Both supply-side'and

demand-sidefactorscontributedtothislargeincreaseinhousehold

debtoutstanding. Itwasdriveninpartbyaggresiveloanmarketing

byfinancialintermediaries,andalsobyincreaseddemandforcred-

itbyhouseholds.

Whilethisincreaseinhouseholdindebtednessoccurredbroadly

across the cross section ofhouseholds, there have been some

markeddifferencesinthedistributionandcharacteristicsofdebt

acrossdifferentincomeandassetprofiles.7) Abouthalfof~thetotal

increaseinhouseholddebtwasattributedtothetop20percentofthe

incomedistribution.Duringthe1980S,theupper20percentofhigh

6)Reflectingthesedevelopments,themedianbondratingofnonfinacial
corporationsbyStandardandf'oor'SCorporationdeclinedfromgrade
Aintheearly1980stoBBatthecloseofthedecade.SeeCrabbe,Pick-
eringandProwse(1990)andWarshawsky(1991).

7)SeeFriedman(1992)andKennickellandShack-Marqupz(1992).
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CHART4 UNITEDSTATES:DEBTOFHOUSEHOLDSECTOR
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incomehouseholdsexperiencedbothsharplyrisingrealincomeand

greateraccesstocreditmarkets.Highincomehouseholdsborrowed

to invest in financial assets and real estate, matching their

increasedindebtednesswithlargerassetacquisitions.Ontheother

hand,thelower40percentofhouseholdssaw theirrealincome

stagnateorfallwhilehousing costsrose.They increased their

mortgageandconsumerborrowingjusttomaintainstableliving

standards.

Theseheavilyindebted householdsfaced growing repayment

difficultiesthroughthe1980S,despiteslowergrowthindebt-service

burdenowingtofinancialinnovations.Financialinnovations,such

asconsumerloanswithalongerrepaymentperiodandsubstitution
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0fhomeequity loansfor consumerloans, helped annualdebt-

servicepaymentstogrow muchslowerthanthelevelofdebtitself.

Thus,theaveragedebt-serviceburdenofhouseholdsdidnotriseas

high asthe averagelevelorhousehold debt. Nevertheless, the

dispersion in the proportion ofdebt-service obligations among

high-debtandlow-debthouseholdswaswidened.8) Itisnotsomuch

asthedebt-serviceburden oftheaveragehouseholdsasthatof

highlyindebtedhouseholdsthatismorecrucialtothestabilityof

thefinancialsystem.Infact,deliquenciesonmortgageloansand

therateofpersonalbankruptcieswereatpeaklevelsin1982-90;in

particular,therateofpersonalbankruptcieswastwiceashighin

1982-90(19perl,000)asinthe1970S (9perl,000).9)

(4)Financialintermediaries

Sincethemid-1980S,nearlyeverylenderinthecreditmarkets

has suffered some deterioration in its willingness and ability

toextend credit. This is linked in partto the aforementioned

overleveraglngbybusinessesandhouseholdsduringthe1980S.If

financialmarketswereperfect,afirm'sabilitytoborrow against

futureearningswoulddependonlyonwhetherthepresentvalueof

netearningsispositive.In therealfinancialsystem faced with

uncertaintyandasymmetricinformation,thereisnoassurancethat

everyfirm with positive(expected)netpresentvaluecan always

8)SeeCannerandLuckett(1991).

9)Itshouldbenoted,however,thatthissurgeinpersonalbankruptcies
maylnpartreflectashiftinthewayhouseholdschoosetorespondto
debtproblems,ratherthananincreaseindebtproblemsperse,

becauseoflegalchangesthatmadebankruptcyamoreattractive
optiontotroubleddebtors.SeeCannerandLuckett(1991).
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borrow.Inthecontextofanimperfectmarketforcredit,thestruc-

tureofliabilitieswillplayamoreslgnificantroleinbanklending

decisions.Inparticular,_OverleveraglngWillaffectnotonlycredit

demand butalso creditsupply becauseitincreasestherisk of

default,towhichlendersrespondbycuttingbackon lendingto

overleveragedborrowers

Moreover,in afinancialsystem inwhich manylendersare

themselveshighlyleveragedintermediriesthatmustmeetminimum

capitaland reserve requirements, an increased prlVate Sector

indebtednesscouldimpairtheirabilitytoaccommodatebusiness

expansion through provision ofcreditin the recovery phaseof

the business cycle. Thedeterioration in the balance sheets of

households and businesses adversely affected the quality of

commercialbanks'balance sheets. During the 1980S,netloan

lossesofcommercialbankssteadilyincreasedfrom 1/3percentof

totalloansin1980toover1percentatthecloseofthedecade;and

theirnetincomeaspercentofassetsdeclinedfrom 3/4percentto1/2

percentduring thesameperiod 10) Thedeterioration in theloan

qualityofcommercialbankscouldtightentheirlendingconditions

and limittheir ability to extend creditto the prlVate Sector.

Therefore,conditionswereinplaceforapotentialcreditcrunch.ll)

10)SeeBrunner,DucaandMcLaughlin(1991).

ll)BernankeandLown(1991)defineda"creditcrunch"asasignificant
leftwardshiftinthesupplycurveforbankloans,holdingconstant
boththesaferealinterestandthequalityofpotentialborrowers.
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3.Anti｣nflationaryMonetaryPolicyfrom 1988to1989

WhilebothpublicandprlVateSectorsWereaccumulatingdebt

during the 1980S, the U.S. economy expanded briskly after

recoveringfrom the1980-82recession,Thedramaticstockmarket

crashofOctober1987notwithstanding,domesticdemandremained

stronglnearly1988andasharpupswinglnnetexportsOfgoodsand

servicesthathadbegunin1987continuedinto1988.Althoughthe

personalsavingrateroseby 1percentagepointafterthecrash,

consumerspendingfordurablegoodsremainedbrisk.A surgein

spending for もusiness equlpment-led by sizable investmentin

high technology items such as computers and comunication

equipment-COntinuedthrough early1988.Theunemploymentrate

contilluedtofall-byalmost1percentagepointinayeartoearly

1988-reflectingbothariseinemploymentandaslowingofworking

agepopulationgrowth.Thecapacityutilizationinmanufacturing

asmeasuredbytheFederalReserveBoardalsocontinuedtorise.

TheincreaseddomesticandforelgndemandsonU.S.producersat

a timewhen the utilization ofdomesticlabor and capitalwas

alreadyhighheightenedconcernaboutaworseninginflation.12)

Atthispoint,theFederalReserveshifteditspolicytowards

monetary restraint on the ground that "accommodating the

improvementin ourexternalposition whilelimiting therisk of

heightenedinflationrequiredrestraintonthegrowthofdomestic

12)Shapiro(1989),however,hasarguedthattheproductsupplycurveis
highlyelastic,andthatthelevelofcapacityutilizationhaslittleorno
effectonoutputorprlCingdecisions.



244 商 学 討 究 第44巻 第 4号

demand." 13) Before the tightening began in the sprlng, the

monetaryaggregates(particularlyM 3)hadbeenrunningnearthe

topoftheir1988growthranges;but,thegrowthoftheaggregates

slowed after the sprlng. The monetary restraint was further

tightenedinthefall,andthemonetaryaggregatesclosedtheyear

inthemid-pointoftheir1988targetranges. Thefederalfundsrate

rosefrom 7percentto10percentin ayeartoearly1989; and

short-term marketinterestratescorrespondinglymovedupfrom 6

percentto9percentduringthesameperiod(Chart5).

This 1988-89anti-inflationary monetary policy reduced the

borrowers' ability to meet debt-service obligations. It raised

nominal interest rates, increasing the volume of debt-service

payments,and atthesametimeitslowedthepaceofeconomic

growth,reducingearningsandcashflows. Debt-serviceburdenhad

alreadyreachedahistoricallyhighlevelbytheearly1980S;but,in

1988-89afterstabilizing somewhatin the middle1980S, interest

paymentsasashareofavailableearningsandasashareofcash

flow begantoriseagain.Moreover,theprospectsofslowergrowth

in revenueand cash flowsheightened theconcern ofhouseholds

and corporate businesses about adverse implications of their

highly leveraged balance sheets. Thus, although the restictive

monetarypolicy in 1988-89wasprlmarilyintendedasapreemptive

anti-inflationarymeasure,itatthesametimeprovided astrong

incentivetobothhouseholdsandbusinessestobeglnthenecessary

balance sheetrestructuring by reducing outstanding debt and

debt-serviceburden.

13)The1988AnnualReportoftheBoardGovernorsoftheFederalReserve
System (p.3).
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CHART 5 UNけEDSTATES:ECONOMICINDICATORS
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4..PrivateSectorBalanceSheetsRestructuringln1990-92

Thefinancialstrainthatwascausedbymonetarytightening

or1988-89, togetherwith theprospectsofsluggish incomeand

productivity growth after a decade of underinvestment, have

compelledhouseholdsandbusinessestorestructuretheirbalance

sheetsin1990-92.

Businessescutinvestmentoutlaysandemploymentinresponse

to theシde-sire to reduce debt_service burden and the weakened

demandforbusinessoutput.Businessoutlaysforfixedinvestment

rosebyonly1percentinrealtermsin1990andthenfellby7percent

in1991.OutlaysforindustrialequlpmentSCOntinuedtodeclineas

excesscapacity limited expansion in the manufacturing sector,

and business purchase ofmotor vehicles dropped offsharply.

Nonresidentialconstructionplummetedby15percentinrealterms

in1991.investmentoutlaysweredepressedbyadesireonthepartof

manybusinessestoreducedebtandbyacontinuedoversupplyof

officeandothercommercialspace.Asmanybusinessesstartedto

layoffmanyworkers,theunemploymentrateroseby2percentage

pointsduringthetwo-yearperiodof1990-91(Chart5).Businesses

alsostarted substituting equityfordebtin1991,in parttaking

advantageofthebuoyantstockmarket,whichwassupportedbythe

FederalReserve'slowinterestratepolicy(Table1).

Householdsstartedcutting outstandingconsumerloansand

reducedspendingwithmoderaterecoverylnhouseholdsaving.As

incomegrowthweakenedin1990,householdsstruggledtomeetthe

monthly obligations on their accumulated debt and curtailed

consumer spending in particualr by deferring the purchase of
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Tablel UnitedStates:Selected Flow ofFundsStatistics

(Inbillionsofdollar畠)

1987 1988 1989 1990 1991

Total

I.NetFundsRaisedbyNonfinancialSectors

651.4 645.0 618.4

U.S.Government

Stateandlocalgovernments

Households

Mortgages
Consumercredit
Bankloans
Other

Nonfinancialbusiness

Corporateequities
Corporatebonds

Commercialpaper

Mortgages
Bankloans
Otherloans

Forelgn

Creditmarket

143.9 155.1 146.4

83.0 48.9 63.2

2
4
5
7
0

2
5
3
2
6

0
6
3

1

3
人ソ一

2
5
2
6
1
6
2
1

8
5
8
1
9
2
2
4
.

1
7
7

5
1
4

1

l

8
5
4
1
1

5
7
0
1
9

1
5
5

l

聖
Yn叩

9
5
5
9
0
6
3
3

ー
9
3
1
9
1
1
7

1
2
0
1
4
4
4

1
1
1

3
5
1
6
1

7
2
3
1
0

8
3
▲八七

l

V山叫
等

7
1
3
4
2
3
7
9

3
4
3
1
3
00
1
7

9
2
7
2
4
3
4
2

1

5

6
8
2
3
8

3
0
3
8
7
4
1
4

2

7
9
4
2
5

4
3
7
9
5
3
1
0

4

5
2
1

1
1

3
6
4

3
3

2
2

Ⅱ.NetFundsSuppliedbyNonfjnancjaJSectors

644.2 764.3 683.8 596.2

U.S.Government

Sponsoredcreditagenciesandpools1)

FederalReserveSystem

Privatefinancialintermediaries2)

Commercialbanks3)

Allother

Privatedomesticnonfinancial

Foreign

Equitiesmarket

-7.9 -9.4 -2.6
-2.4 -7.8 -25.7
24.7 10.5 -7.3

320.2 435.5 452.5
132.6 159.1 173.4
187.6 276.4 279.2

247.9 240.5 194.2
61.8 95.0 72.7

1

2

5

1
1
1
8
4

6
5
6
4
4
4
4
7

7

3

8

4

7
9
2
1
00

0
7
4
00
3
4
5
9

1.

3

3

7

2

5
4
1

1

2
1
00
1
1
3
1
4

3

5

2

1
1

l

3

33.6 9.8
-0.6 12.3
8.1 31.1

315.9 213.0
138.8 101.1
177.1 111.9

185.9 21.7
53.2 45.8

-81.4 -123.6 -109,2 -49.9

Source:BoardofGovernorsoftheFederalReserveSystem.

1)Netoffederalagencyborrowingincreditmarketsandpoolsecurityissues.
2)Netoffinancialinstitutions'ownborrowingincreditmarkets.

3)Includescharteredcommercialbanksandtheirdomesticaffiliates,EdgeActcorporations,
andagenciesofforeignbanks.
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consumerdurables.A renewedpessimism onthepartorhouse-

holdsmayhavealsocontributedtothereluctanceofconsumerto

stepupspendingandborrowing.Consumerconfidenceremained

low andtheConferenceBoard'sconfidenceindexstoodbelow that

seeninthe1981-82recession. Consumercreditslowedsubstantially

in1990and actually fellby $12billion in1991(Table1).With

householdfinancesadverselyaffectedbyjoblossesanddeclining

realincome,realconsumerspending roseonly1/4percentper

annum in1990andalsoin1991.Inparticular,consumerspending

on `̀big ticket" durable goodsreュlsharply, underscoring the

important role of household balance sheet restructuring in

restrainingthegrowthofaggregatedemand.

Theprominentroleorbalancesheetrestructuringlnrestraining

economicexpansionisalsoevidentinanunusualcharacteristicor

thecurrentrecession:thatis,declinesinbothinterestratesand

credit(money)growth,whichsuggeststhatitisthecreditdemand

curve,morethanthecreditsupplycurve,thatshifteddownwards.

Ⅰnotherwords,itwasnotjusta "creditcrunch" butalsothe

balance sheetrestructuring thatwas propagating the current

economicslowdown.Theaggregatedebtofdomesticnonfinancial

sectors-1!ⅩCluding federalgovernmentdebtwhich continued to

grow briskly-expanded only 23/4percentin 1991,theslowest

expansionindecadesandbelowthepaceofnominalGDPgrowth.

AnotherpleCeOfevidencethatsuggeststheprominentroleof

thebalancesheetrestructuringlSthefactthatcommercialpaper

issuance,notjustbank lending,also slowed sincetheonsetof

theeconomicslowdown(Table2).Ifithadbeena"creditcrunch''

thatplayedamajorroleinthecurrentrecession,largecorporate
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Table2 UnitedStates: Se一ected Flow ofFundsStatistics

(Ⅰnbillionsofdollars,Seasonallyadjustedatannualrates)

1990 1991

Ⅰ Ⅰ Ⅲ Ⅳ Ⅰ Ⅱ Ⅲ Ⅳ

Total

U.S.Government

I.NetFundsRaisedbyNonfinancialSectors

779.2 681.5 547.5 439.5 511.5 526.9 551.1 542.8

234.2 239.6 242.3 271.5 199,2 269.1 365.5 279.0

Stateandlocalgovemments
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12.5 60.2 28.4 20.6 89.0 -23.0 58.0 74.7

Ⅱ.NetFundsSuppliedbyNonflnanCiafSectors

780.0 625.1 567.0 412.5 395.3 347.0 313.7 278.8

U.S.Government

Sponsoredcreditagenciesandpools1)
FederalReserveSystem

Privatefinancialintermediaries2)

Commercialbanks3)

Allother

Privatedomesticnonfinancial

Forelgn

Equitiesmarket

38.3 36.1 63.6 -3.7 28.1 28.8 4.6 -22.5
14.3 -9.2 36.2 -43.7 14.4 5.8 12.1 16.9
-0.3 30.8 26.2 -24.2 60.2 1.8 57.4 5.0

382.0 182.4 301.3 397.9 153.8 116.9 253.0 228.3
181.9 167.3 133.6 72,4 144.1 41.2 79.6 139.5
200.1 15.1 167.7 325.5 109.7 75.7 173.4 88.9

344.3 325.4 64.6 9.4 8.2 134.5 -56.8 0.8
1.4 59.6 75.1 76.8 30.6 59.1 43.3 50.3

-58.9 -15.9 -70.4 -54.5 10.0 53.2

Source:BoardofGovemorsortheFederalReserveSystem.
1)Netoffederalagencyborrowingincreditmarketsandpoolsecurityissues.
2)Netoffinancialinstitutions'ownborrowingincreditmarkets.

3)Includescharteredcommercialbanksandtheirdomesticaffiliates,EdgeActcorporations,

andagenciesofforelgnbanks･
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businesseswouldhavesubstitutedcommercialpaperissuancefor

bankloansastheydidinpreviousrecessionswhereslowdownsin

bank lending wereaccompanied by spurtsin commercialpaper

issuance14)But,in1990-91,commercial paperoutstandingactually

declined,indicating thedominanceofchangesincreditdemand

overchangesinthesupplyofbankcredit.

Thus,thewide-spreadeffortsbydebt-burdenedhouseholdsand

businessesto strengthen their balance sheets, which had been

strained by thegeneralslowdown in economicactivity and by

declines in property values trlggered by the 1988-89 monetary

restraint,exertedfurtherdampeningeffectsoncreditdemandand

on aggregatespending.Thisdevelopmenthasmadethecurrent

economicslowdownunlqueamongthepostwarrecessions.

5.Medium-TermEconomicGrowthandtheRiskofEconomicCrisis

Theprospectsforthemedium-term economicgrowthdependon

theanswertothefollowingquestions:

(1)How long willthe balance sheet adjustments take to

complete?:Householdsandbusinessesmadeconsiderableprogress

instrengtheningtheirbalancesheetsin1991.Lessrelianceondebt

andlowerinterestrateshelpedeasedebt-serviceburdenformany

householdsand corporations.Although privatesector'Seffortto

strengthenitsbalancesheetshasrestrainedaggregatedemandand

incomegrowth,overtimethistrendshouldhelpplacehouseholds

andbusinessesonamoresoundfinancialfooting,pavingtheway

14)SeeBernankeandLown(1991).
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forastrongersustainablemedium-term economicgrowth.

(2)Whatistheriskofa"creditcrunch"?:Financialintermedi-

arieshavealwaysplayedanimportantroleintherecoveryphaseof

businesscyclesbyprovidingtheprlVateSectorWithsufficientcredit

tosupporttheprocessofeconomicrecovery.But,theinabilityof

financialintermediariesto extend creditin thepresenceofthe

prlVateSeCtOr'Shighleveragecouldhalttheprocessofeconomic

upswing.Thus,ifthebalancesheetpositionsofhouseholdsand

businessesarenotsufficientlyImprovedbeforetheystartspending

again,a"creditcrunch"Candelaythetimingofeconomicrecovery

from thecurrentrecession.

(3) Whatistheriskoffinancialcrisis?:Thewaveofrestruc-

turingandreorganizationsofcorporationsduringthe1980sinvolved

thesubstitution ofdebtforequitycapitalization ratherthan the

creationofnew earningassets.Asaresult,thecorporatesector's

debt-serviceburdenhasrisensharplylnrelationtoitsearningsand

cashflows,therebyraisingquestionsabouttheabilityofheavily

indebted corporationstomeettheirobligationsin theeventofa

generalslowdownineconomicactivity.Forassessingthelikelihood

offinancialcrisis,theabilityoffinancialintermediariestoabsorb

portfoliolossesisalsocrucial.Financialcrisesinthepasthave

involvednotjustdebtdefaultsbynonfinancialborrowersbutalso

disruptionsofthefinancialsystem,interruptingthenormalprocess

oHinancialintermediation.15)Althoughcorporationsmadeprogress

in adjusting balancesheetsin1991,theprolonged recession can

forcemany corporationsinto bankruptcies, which may in turn

15)See Kindleberger (1978), Minsky (1964,1977), Bernanke (1982),
Schwert(1989).
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triggermajordisturbancesofthefinancialsystem.

(4)Whatistheriskorthe"hard-landing"ofthedollar?:The

"hard-landing"ofthedollarwillbetriggered ifprivateforelgn

investorsstopproviding some $5-10billion ofnetcapitalinflow

needed by theUnited Stateseach month to financeitscurrent

accountdeficitandifforelgnCentralbanksdeclinetorillthegap-

thedollarcouldfallby10-20percentorevenmorebecauseofthe

"overshooting"thatistobeexpectedinsuchasituation.Ⅰfthe

dollarcollapses,expectedprlCeinflationwillriseandtheFederal

Reservemaywellbecompelledtostoptheprocess,Causingboth

nominalandrealinterestratestorise.16)Thiswillnotonlyhaltany

economicrecoverybutalsocauseseriousfinancialdisturbancesby

raisingtheprlVateSeCtOr'sdebt-serviceburdenifthebalancesheets

adjustmentsarenotcompletedbythattime.Thus,the"hard-land-

ing"ofthedollarcoulddevelopintothe"hard-1anding''ofthereal

economy.

6.PoHcylmplications

Totheextentthatthecurrentrecessionischaracterizedbythe

prlVateSectorbalancesheetrestructuringratherthanbyasimple

aggregate demand deficiency, an attemptto "jump start" the

economythroughexpansionarymonetaryandfiscalpolicieswould

delaythenecessary balancesheetadjustmentsand thereby risk

forcedadjustmentslateron-intheform offinancialandeconomic

crlSeS. Thus, it would be a better policy strategy from a

16)SeeMarris(1987).
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medium-term perspectivetohelptheprivatesectorcompletethe

on-golng adjustmentsovertimeand guidetheeconomy onto a

sustainablebalancedgrowthpathwhileimprovingthefederalfiscal

balance,therebyreducingtheriskoffinancialandeconomiccrises

thatmighteruptwithoutthebalancesheetrestructuring.

Nevertheless,economicdevelopmentsneed to be monitored

closelytoguard againstthepossibilitythattheeconomy might

falter and fallinto deeper recession. The Federal Reserve's

low interestratepolicyisaimedatachievingtwogoals:first,

to preventaggregate demand from falling too sharply while

householdsandbusinessesadjusttheirbalancesheetsand,second,

to preventthe currentfinancialstress from developlng into a

financialcrisisbyreducingthedebt-serviceburden.Thus,interest

ratesmustbelow enoughtopreventdeeperrecessionandfinancial

crisュs,butnotsolowthattheprlVateSectorlosesincentivetoreduce

leverage and strengthen their balance sheets. Moreover, irthe

"hard-landing" ofthe dollar happens before the balance sheet

adjustmentsarethrough,theFederalReservewillfaceaserious

policydilemma-toconfrontthetaskofachievingbothinternaland

externalbalanceswithonlyonepolicyInstrument.

Iffinancialcrisisoccurs,theFederalReservemustactasa

lenderoflastresorttopreventthefinancialcrisisfrom developing

intoarealeconomiccrisis.However,theFederalReserve'sscopeto

actasalenderoflastresortmaybelimitedbythealreadylow

interestratesandtheriskofacurrencycrisis.Whilesufficiently

activistlenderoflastresortpoliciescancontainaliquiditycrisisby

loweringinterestratesandprovidingliquidity,thereisariskthat

theywillsetoffacurrencycrisiswhenexchangeratesareflexible
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and expectationsareforward-looking.Thus,providing liquidity

intimeofcrisismayprovedifficult.In､suchanevent,however,

targetedassistancecanpresumablyrestoreconfidenceinfinancial

institutionswithlessofareductionininterestratesl山anwouldbe

necessarywithgeneralmonetarypolicies

･Thepossibilitiesofmanyoftheseproblemswillbesubstantially

reduced iflprOductivity growth recoversin the1990S.Thus, to

improve the productivity performance, the government should

implementthepoliciesthatwouldencouragemoresavingandmore

investment:Themostreliablewaytoraisenationalsaving and

encourage private sectorinvestmentis to eliminate the federal

budgetdeficit; a substantialimprovementin thefederalfiscal

positionshouldremainthesinglemostimportantlong-term policy

goal. 17)Intheshortterm,however,thispolicygoalhastoface

somerestrictions dueto the currentrecessionary phase ofthe

btlSiness cycle and the fiscalpolicy's role as an automatic

stabilizer.Therefo~re,inadditiontothegoalofreducingthefederal

budget,asubstantialshirtinthecompositionofthefederalbudget

hlay be necessary from nonproductive expenditures (such as

militaryspendingandentitlements)towardsexpendituresthateither

adddirectlytoinvestmentactivityorencouragethepnVateSectortO

doso(suchaspublicinfrastructure,researchanddevelopment,and

education).Thepolicyagendashouldalsoincludechangesinthe

taxcodestoprovideincentivesforsavingandinvestmentsuchas

theinvestmenttaxcreditwhichthe1986TaxReform Actabolished.

1_7)SeeSummersandCarrol(1987).
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