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In his testimony before the Congressional Committee on About Mis
Financial Services the Chairman of the Federal Reserve About Rof
Board, Alan Greenspan, said that he could see good Fun * Fre
chances for a sustainable expansion of the U.S. economy.
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Narrowing credit risk spreads and a considerable Conferen
rally in equity prices have reduced financing costs Mises Cla
and increased household wealth, which should Fellowshi|
provide substantial support for spending by
businesses and households. With short-term real ONLINE |
interest rates close to zero, monetary policy remains highly accommodative. And | Human A
it appears that the impetus from fiscal policy will stay expansionary, on net, Mises Boc
through this year. [1] Essays
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In short, Greenspan has informed us that his low interest rate policy since January Foundatic

2001 is finally starting to produce good results. But is it factually correct that the Writings
financial condition of consumers and businesses has improved to such an extent that More E-te
economic expansion is likely to be sustainable?
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According to Greenspan, it seems that we must be grateful to the Fed for its loose JOURNAL
interest rate policy. Without this policy we would probably be suffering a terrible Quarterly
economic slump by now. In short, according to Greenspan the low interest rate policy égjﬁgi;‘lc
of the U.S. central bank has strengthened consumers' and businesses’ financial
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conditions. Our analysis, however, disagrees with this. Rather than showing Libertaria
strengthening in financial conditions the data demonstrates that the exact opposite Studies
took place. Mises Re\
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Thus the household liabilities-to-assets ratio climbed to a new record high in Q3 of Austrian
0.185 from 0.183 in the previous quarter. Furthermore, the outstanding consumer Economic
credit-to-personal income ratio stood at a record of 0.214 in December. This record Newslette
high ratio indicates that the pace of consumption by far exceeds the pace of wealth Left & Rig
generation. This is likely to force consumers to curtail their borrowing and in turn Review of
curtail their expenditure in the months ahead. Austrian
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Also, the business liabilities-to-assets ratio remains at a lofty level. The ratio stood at
0.513 in Q3 against a similar figure in Q2.
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Shrinking consumer savings also underline the fact that the pace of consumption
continues to exceed the pace of wealth generation. Latest personal income data
indicates that personal savings remain in free fall. The personal savings rate fell to
1.3% in December from 1.5% in November.
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The prolonged low interest rate policy of the Fed has significantly arrested the pace of
liquidations of past excesses. This in turn continues to maintain pressure on the pool of
funding. In short, the existence of non-productive activities constitutes a drain on the
pool. Thus the production of durable consumer goods to nondurable consumer goods
ratio rose to 1.19 in December from 1.18 in the previous month. This must be
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contrasted with an historical average of around 0.7.

A renewed build-up of excesses is also seen in the production of business equipment in
relation to nondurable consumer goods production. This ratio stood at 1.1 in
December—the same figure as in November. The historical average of this ratio stood
at 0.6. It follows then that contrary to what Alan Greenspan has said the facts of reality
indicate that the liquidation of past excesses has barely begun. This, coupled with the
shaky state of the pool of funding, casts doubt on the feasibility of a sustained

economic expansion.
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Furthermore, increasing pressure on the pool of investable resources is coming from
ever growing government outlays. Between December 2000 and December 2003
government expenditure increased by 33%. Moreover, government spending stood
above its long-term trend by $122 billion in December 2003. In December 2000

spending was $37 billion below the trend.

In the meantime, the Federal debt stood above $7 trillion in December last year. Note
that since 2001 the pace of the Federal debt has been accelerating.
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Now, according to Greenspan mortgage refinancing played an important role in last
year's buoyant economic growth. (How in the world can credit, which is not backed-up
by real savings, generate economic growth?) Mortgage refinancing on account of the
Fed’s low interest rate policy, according to Greenspan, permitted consumers to boost
their expenditures and thus the pace of GDP. (Note that this increase in consumption
has led to the depletion of the pool of investable resources).

However, there are currently strong indications that this source of "funding" is fading
rather rapidly. After climbing to a record high of $723 billion in Q3 mortgage
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refinancing plunged to $276 billion in Q4. Note that this fall took place despite low
mortgage interest rates.
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Given the fact that the mortgage debt-to-income ratio remains at a record level it
wouldn't surprise us if mortgage refinancing continues to weaken further. Home
mortgages as a percentage of disposable income rose to a new record high of 80.1% in
Q3 from 79.2% in Q2. Also, households' home equity as a percentage of real estate fell
to 54.3% in Q3 from 54.8% in the previous quarter and 55.7% in Q1. In other words,
even in terms of Greenspan's own analysis economic activity is likely to weaken and
not strengthen in terms of GDP.
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If the economy were to weaken in the months ahead in terms of GDP, it is most likely
that the Fed will continue to maintain its current easy interest rate stance.

In addition to the employment factor, another important economic indicator in the
Fed's monetary policy deliberation is industrial capacity use. In December capacity use
stood at 75.8%. In short, there is still 24.2% of spare capacity in the industrial sector.
This in turn raises the likelihood that as long as the capacity use remains low the U.S.
central bank policy makers are likely to maintain their loose interest rate stance for
some months to come.
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Furthermore, a visible softening in the growth momentum of the personal consumption
price deflator (a favorable price inflation indicator of Greenspan) is another factor that
will deter the Fed from tightening its stance. In December the yearly rate of growth of
the price deflator stood at 1.3% (see chart). (Note that the Fed holds that price
deflation is still a possibility.) We suspect that the Fed will continue to further
undermine the process of wealth generation and thereby delay any prospects for a
sustainable economic recovery.
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Frank Shostak is an adjunct scholar of the Mises Institute and a frequent contributor to
Mises.org. He maintains weekly data on the AMS for subscribers through Man
Financial, Australia. Send him MAIL and see his outstanding Mises.org Daily Articles
Archive.

[1] Testimony of Chairman Alan Greenspan before the Committee on Financial
Services, US House of Representatives February 11, 2004.

Mises Economics Blog: Austrian Economics and Libertarian Political
Theory

e JPII a Misesian? The Pope and Capitalism (TechCentral) by Tomasz Teluk: The pontiff may or may not
have seen Mel Gibson's new movie, but more and more philosophers suggest that he has read Human
Action by Ludwig von Mises, and that this magnum...

® Running on Empty In his testimony before the Congressional Committee on Financial Services the
Chairman of the Federal Reserve Board, Alan Greenspan, said that he could see good chances for a
sustainable expansion of the U.S. economy. According to Greenspan: The household sector's...

® Sechrest Controversy in the NYT Our own Larry Sechrest is now famous....
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® Rockwell in Poland I happy to report to that Llewellyn H. Rockwell, Jr.'s article "Bandits and loopholes"
has been printed in Polish conservative-libertarian weekly magazine "Najwyzszy Czas!". It has about 40-
50 thousand readers (official numbers are not available). It is about 10% of...

® Greenspan's Easy Money Madness Another fine piece by columnist Peater Eavis draws attention to the
consequences of the Chairman's interest rate cuts: The extra debt may keep the economy afloat for a
while, as it has since the crash of the Nasdaq economy and...

® Secession As a Human Right Abstract from a working paper by Nicolaus Tideman (Virginia Tech): If
people are to have rights to themselves, then they must have the right to affiliate in sovereign entities
composed of people who mutually agree to affiliate with one another....

® More Anarchy For those who've been following my online debate on anarchism with Robert Bidinotto, my
latest contribution is here....

® More on Gold ETFS Though details are still scant. Expenses expected to be 0.3-0.4%. One unfortunate
point: "Finally, strange though it may sound, gold -- even gold bars in a vault -- are classified as
"collectables," (artwork also falls under this category) and are...

o Kerry and Bush: Who's the Liberal? Several of us have cited Harvard economist Jeffrey Frankel's
research that based on the record, and definitely not on the rhetoric, Democrats are relatively more
fiscally conservative that Republicans. More proof of that theory is presented by Jeremy Kahn in...

® A Little Market, a Lot of State Amid much acrimony, Britain's Prime Minister, Tony Blair, secured an
affirmative verdict last month in the House of Commons on his plans to reform the provision of
undergraduate university education in England (Scotland and Wales are exempt). The higher education...

® Granger laws Granger laws were a series of laws which regulated long- and short-haul discrimination
and other "abuses" against farmers. The California State Grange has a bit of propaganda on them here....

® Economists and Time The decision of Wesley Clark to forego Iowa for New Hampshire is the hook for
David Leonhardt to discuss the economics of intertemporal choice ("A Penny Saved Might Just Cost You
an Election"--NYT). As with all such popular treatments of...

® Support RSAs, LSAs, ERSAs, oppose IDAs I just read an article from Fox News on Bush's new proposed
tax-advantaged savings accounts (see http://www.foxnews.com/story/0,2933,110695,00.html). It covers
Retirement Savings Accounts (RSAs), Lifetime Savings Accounts (LSAs), and Individual Development
Accounts (LDAs). It does not mention Health Savings Accounts, which...

o Left-Wing Hegemony on Campus Why Are Universities Dominated By the Left? by Edward Feser The
hegemony of the Left over the universities is so overwhelming that not even Leftists deny it. Whether the
institution is public or private, a community college or an Ivy...

® Economist Caught in Political Storm Economist Caught in US Jobs Storm (BBC): A top White House
economic adviser has issued what amounts to a public apology after appearing to praise the movement of
US jobs overseas. Gregory Mankiw, the president's chief economic adviser, said outsourcing...

To subscribe or unsubscribe to Mises.org's Daily Article, enter your name and email
address and click on the appropriate button.

Enter email:
Enter name:
() Subscribe () Unsubscribe | Submit ” ReSGt'

The New Blog . . . Speaking of Liberty, Now Available . . . Support the Mi:

~ To
Print Friendly Page
SEND THIS PAGE TO AN ASSOCIATE Ludwig von Mis_es Institute MISES.ORG M}
518 West Magnolia Avenue

TO: Auburn, Alabama 36832-4528 Home Study Gu

. About Working

(Enter the email address) 334.321.2100 - Phone Email Lists Mises

FROM: 334.321.2119 - Fax Blog Rothbarc
: Periodicals Catalog
_ Articles Shoppin¢

(Enter your email address) contact@mises.org Resources Donate
Audio Coming |
Contact Us Fun What's N

© 2004 Mises.org Database Programming, Site Design and Hosting by Inter Web Data Concepts, LLC.

http://www.mises.org/fullstory.asp?control=1454 17.02.2004



