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Introduction 

What is the world coming to?

You read the headlines. Two appeared recently on the front page of the same newspaper (for those of you who still read newspapers):

Public Wary of Deficit, Economic Intervention 
 Historic Overhaul of Finance Rules 

The public is wary of the deficit and economic intervention? I’m part of the public, so I guess I had better be wary, too. And a big change in the rules? Better keep up with that one, too. I earn, save, borrow, spend, and invest money, so I’d better find out about any changes in the rules.

Truth is, headlines like this have become part of daily life. Sure, a few years ago, headlines about GDP growth or trade deficits or interest rates were mostly background noise, to be ignored unless you were an economist. Things were going pretty well. We had money to spend, everything was growing just a little each year, our retirement accounts were growing steadily, our jobs were reasonably safe….

And then it happened.

It is the economic crisis. That big swoon of 2008–2009 after years of good times. Good times? Not for everyone, but for a lot of us. Our homes earned more than we did. We could borrow money cheaply and almost without any questions asked. We used our homes as ATMs. We could buy anything we wanted, and who cares about the debt, or deficits, or inflation? That was covered too, because home prices and other investment prices were going up. But it all went “poof” starting in 2007. The speeding locomotive of real estate prices, supported by lax lending, suddenly went into reverse.

And much to our surprise, everything turned out to be connected to everything else. The rest is history. And it’s a history that will play out for years to come.

Some of you may have taken that boring senior-level econ class in high school. You may have a rudimentary understanding of economics from that or some other class or from an uncle or grandparent who got a kick out of telling you about the Great Depression. You may have learned something along the way about supply and demand. You understood the difference between macroeconomics and microeconomics. You know that a good economy means a strong GDP and low unemployment. You have an idea that when those things are going well, you’re more likely to have some spending money in your wallet and that your 401(k) plans will grow at least a bit. You know enough to fear inflation and that someday there will be another recession, who knows when or why. But that’s about it.

Now those relatively basic economic concepts have been set upon their ear. The news flashes are about “deleveraging,” “deflation,” “credit default swaps,” “asset backed securities,” “hedge funds” and “globalization.” We have TARP and TALF and Bear Stearns and Lehman Brothers. We have Timothy Geithner and Ben Bernanke and Bernard Madoff and a bunch of angry senators in the Senate Banking Committee. We have Barack Obama making almost daily pronouncements about the best way to fix the economy. We’re becoming swept up in a horrifically complex, interconnected, and fast-paced world of change.

Worse, the powers that be at the Federal Reserve, SEC, and elsewhere for many years seemed to have control over things— if the economy went a little cool, they could stimulate it back to life; when it ran a little hot, they could cool it. They spoke of the “Goldilocks economy”—not too hot, not too cold. The medicine worked. And everyone expected it to work. However, in the past ten years and especially in the recent crisis the patient has become less responsive to the usual medicine. So what’s the good doctor to do? Increase the dosage, naturally. That meant lower interest rates and greater financial stimulus for longer periods of time. Unfortunately, the “side effects”—the unintended consequences—include a real estate bubble, and many are worried today about catching a deadly inflationary virus as we move forward.

Bottom line: it seems like the more you know, the more you don’t know, and since this stuff messes with your future, you’d better learn what’s going on. So that’s why 101 Things Everyone Should Know about Economics comes to the table at just the right time.

This book is not a crash course on economics, although some may decide to use it that way. Most definitely it isn’t a textbook. Instead, it is intended to provide a handy reference to the very real concepts and terms in use in today’s economy. It connects things you read about and hear about to things you need to know about and do. Or not do. It’s more than a study guide for your economic life. It is intended to help you understand how economic concepts affect you. It is intended to help you make sense of what is good for you and bad for you, both now and in the future. It is intended to help you ask the right questions and ultimately take the right actions.

By no means is this book, like so many other books and articles you read, designed to help you get rich or earn more money or even save money. And, very importantly, this guide is not meant to help you understand just today’s economy and its opportunities and pitfalls. This book is meant to help you be more knowledgeable, more aware, and more prepared going forward. Prepared to recognize the next crisis. Prepared to deal with it. Prepared to come out better than you did the last time. Prepared to come out better than you otherwise would have.

And that preparation is important. Today’s schools turn out graduates at all levels prepared to handle a career, perhaps multiple careers. But they still don’t—much to our detriment—offer preparation for economic life. Even the “home economics” courses of the 1950s are gone—there is virtually nothing to help you live prudently or efficiently or economically, save for the vast assortment of books and magazines that tell you where to put your money this year. I believe a more basic understanding is necessary before you can trust yourself to make the right decisions. Today’s education and media leave a huge gap in that area. 101 Things Everyone Should Know about Economics is the fastest, friendliest and most effective way to fill the gap.

THE ECONOMY IN SEVEN STEPS 

Whether it’s a book or a business presentation, I believe any complex topic can be broken down into between three and seven important pieces. That principle applies here. The first chapter acts a refresher to common economic terms and then the remaining seven discuss the 101 economic concepts. I describe the concept, fast facts, what you should know and why you should care about it. Common sense, start to finish.

• Chapter 2: Economy and Economic Cycles. A look at the economy as a whole as well as its current condition. This chapter offers a little bit of history with special focus on the ups and downs, the booms and busts, why they happen, and how they affect you.

• Chapter 3: Money, Prices, and Interest Rates. What money is, what it does, and what happens to it, including inflation, deflation and stagflation, and the cost of money—interest rates and the dynamics around them.

• Chapter 4: Banks and Central Banking. Once we understand money, it’s time to learn about banks—the different kinds of banks and how the banking system works, with special emphasis on the Federal Reserve and its relationship to the banks and the economy at large.

• Chapter 5: Governments and Government Programs. With the basic system outlined, who are the big government players in the economy and what do they do? What are the most important laws and policies, why are they there, and how do they affect us?

• Chapter 6: Economic Schools and Tools. From government and government policy, we take another step toward the “big picture.” What are the major schools of thought for managing or guiding the economy? How do they work? How do they explain what has happened, what should happen, or what’s going to happen with our economy?

• Chapter 7: Finance and Financial Markets. The first six chapters covered the “macro” world. But what about all those things that happened on Wall Street that got us into trouble? Yes, there are hundreds of books about the stock market and Wall Street. But do they explain how Wall Street concepts connect to the larger economy? Do they explain “collateralized debt obligations” in plain English?. And what do you need to know about the financial markets and “retail” financial people like broker-dealers and financial advisers? And what about all those terms you see daily about real estate? Is a stock market short sale the same as a real estate short sale?. This chapter explains the most important financial markets and instruments of today.

• Chapter 8: Trade and International Economics. What is globalization, and how will it affect you? What makes the dollar gain against the euro, or vice versa? And what about those trade deficits? How does (and should) foreign trade work in a “new” economy? And how will that affect your job, the cost of living, and your life?

In the nineteenth century, the historian Thomas Carlyle was the first to refer to economics as “the dismal science.” (To be fair, Carlyle wasn’t exactly a bundle of laughs himself.) Since then, economics has labored under the burden of descriptions like “boring,” “complicated,” and “dry.”

It doesn’t have to be that way, and I hope this book will convince you otherwise. Economics is about the most basic human activities: what we produce, how we produce it, and how we consume it. It’s concerned, in other words, with human behavior— in fact, in recent years the field of behavioral economics has risen to prominence because of bestselling books like Freakonomics, The Black Swan, and Predictably Irrational.

In this book, we’re interested in what different economic terms and concepts mean and how they affect us. So, to rather freely adapt a phrase made popular in the movies: read on and prosper.



CHAPTER 1

 The Basics 

If you have taken an introductory economics course in high school or college or have read a basic economics textbook, you can probably skip this chapter and go right to the next. But if you want to refresh your grasp of basic economic terms, read on. You can also use this resource as you go through the book.

A GLOSSARY OF BASIC ECONOMIC TERMS 

Asset. A property; something that is owned. For businesses, it can take the form of tangible physical items such as factories, products, and equipment or tangible financial items such as cash or receivables, that is, money owed to the firm. Assets can also be intangibles such as patents, trademarks, and copyrights. Such assets often fall into the category of intellectual property, a concept that’s the subject of a growing body of law. In the age of the Internet and with complex financial transactions, determining the value of an intangible asset has grown very complicated and is likely going to become more so in the future.

Broker. Someone who sells or buys things on behalf of other people for a fee, or commission. For example, a mortgage broker arranges and sells mortgages. An insurance broker arranges the sale of insurance policies to clients, and so on. The term brokerage firm usually refers to a company that deals in stocks. In addition, brokers often make recommendations to their clients about what to buy and sell, but in most cases the buy or sell decision rests with the client.

Capital. In economic terms, capital is one of three factors involved in the production of goods or services (the others are land and labor). Capital can include goods or physical assets like factories or equipment, or financial assets like cash or other monetary resources used to run a business or public agency.

Competitive Advantage. It’s the nature of capitalism that businesses compete against one another. Each entity tries to find some special way of beating its rivals, something that makes it stand out among the competition. That something is competitive advantage (also sometimes called the comparative advantage). Such an advantage can be based on product (quality or technical leadership, for example), price, distribution, or service, among other things. Competitive advantage is one of the most valuable tools a company has to ensure its growth, and companies try to protect their competitive advantages from all rivals.

Consumer. Anyone who purchases and uses goods and services that companies produce. Consumers have become a major driving force in the United States economy, and companies compete fiercely for their business. To this end, they spend a lot of time analyzing consumers, trying to figure out their buying patterns, behaviors, and so on.

Credit. Money that’s loaned, or potentially loaned to an individual, business, or public entity. For an individual, credit can be in the form of a mortgage, a car loan, a line of credit through a credit card, or any one of numerous other forms. For a business, credit also comes in the form of a loan or a line of potential credit, or for a larger business, in selling securities, namely, bonds or other debt instruments. When you have credit, that’s money that has been loaned to you by someone else. If you’re a creditor, you’ve loaned money to someone, and they’ll have to pay it back to you, usually with interest.

Debt. Something you owe to someone else. Personal debt has become a huge issue in the United States in recent years, and many people, as a result of their exploding debt, have suffered bankruptcies and foreclosures. However, some debt can be good—for example, if it’s used to buy something that will provide greater value over time (like a personal residence), or something that you need but will cost more in the future. When you purchase something you don’t need or can’t afford or is “used up” before the debt is paid off, that’s considered “bad” debt.

Economic Forecast. An estimate of where the economy, a business, or some component of it is going. Different government agencies, as well as private and quasi-public agencies, make economic forecasts, some of which can affect the performance of the markets. Businesses use forecasts to plan their goals and budgets.

Elasticity. In economics, the tendency for demand to rise or fall for an item when the price rises or falls. In a more technical sense, it’s the ratio between the percentage change in two variables (for example, supply and price). For instance, if the price of a product rises slightly and immediately the demand for it falls dramatically, the product is said to have high elasticity. The price of a product such as gasoline, on the other hand, can rise quite a lot before demand drops substantially, so it’s said to have low elasticity.

Entrepreneur. Someone who starts a business and takes responsibility for its success or failure. The term has also come to mean someone who shows enterprise, initiative, and daring as an employee or in the business community at large. Small businesses, started and operated by entrepreneurs, represent 99 percent of all U.S. businesses, and for many they represent American capitalism in its purest form.

Free Enterprise. An economic system in which markets and companies are privately owned and are free to compete against one another with minimal government restrictions. This is the system that exists in the United States. It’s sometimes referred to as laissez-faire capitalism or free-market capitalism.

Interest. The fee paid in order to use money borrowed from someone else. Essentially, this is the cost of obtaining credit.

Interest is calculated as a percentage of the amount borrowed. This percentage is called the interest rate. You’ll hear about simple interest, which is interest paid or received over a single period, such as a year, and compound interest, which is interest received over a number of periods and reinvested so that additional interest is received on interest already received earlier. See #21 Interest Rates.

Investor. Someone who puts money into a business to produce a return, that is, to make money on their money. Sometimes investors do this by loaning money to the entrepreneurs who are starting or running the business, or by buying an interest (sometimes, stock) in their business. The money they receive, either as payments or from a sale of the investment down the road, is called the return on investment, and is calculated as a percentage based on the returns divided by the amount of the investment.

Macroeconomics. As implied by the prefix “macro,” the study of economics in the big picture, that is, regional, national, or international economic activity, trends, and issues. Macroeconomists try to figure out what drives entire economic systems and what impact these systems, or components of the systems, have on each other.

Microeconomics. The opposite of macroeconomics, microeconomics studies economic movement for individuals, businesses, or other entities within the economy, including the dynamics of pricing, supply and demand for individual goods and services. Microeconomists also study the behavior of companies and regions to understand how these units are allocating their resources and responding to pressures from above and below.

Monopoly. A single company or individual controlling an entire product or service. Monopolies can charge excessive prices and reap excess profits because of their controlling position in a market. In the nineteenth centuries, monopolies were fairly common in America (Standard Oil, for example). Throughout the late nineteenth and twentieth century, many of them were broken up by legislation, starting with the Sherman Anti-Trust Act of 1890. Today, government agencies review mergers in an attempt to prevent the formation of monopolies. In recent years, several companies, notably Microsoft, have faced monopoly criticisms and actions.

Mortgage. A loan made based on security, especially real property, pledged to ensure its repayment. When you take out a mortgage, you borrow money and give the lender a lien on a property as collateral to secure the repayment of the debt. When you’ve paid off the mortgage, the lien will be cancelled. If you don’t repay the debt, the lender can foreclose on the property, that is, take legal possession of it.

Outsourcing. The increasingly common practice of contracting people outside an organization to perform work that used to be done by workers within a company. Outsourcing has grown massively to include everything from call centers and customer service to information technology services. Many American companies are outsourcing, or offshoring, overseas to countries such as India and China, where labor costs are less.

Productivity. A measure of efficiency. It’s often expressed as the ratio of units to labor hours (a company produces 2,000 pairs of shoes per hour, for example). Productivity is one element that’s factored into studies of economic growth. In general, industries try to increase productivity through technological innovation and other methods.

Profit Margin. A measure of a company’s profit performance that may occur at several levels. For example, gross margin is a company’s revenue less the direct costs of producing a good or service but before expenses. Operating margin is revenue less costs and expenses; net margin, or net profit, is revenue less costs, expenses, and taxes. These figures are commonly represented as percentages, and are key indicators of a company’s health.

Publicly Held Company. A company that’s registered with the Securities and Exchange Commission and whose stock is traded on the open market where it can be bought and sold by the public. In a privately held company, on the other hand, stock is held by a relatively small number of shareholders who don’t trade it openly. Often these are family or friends of the owner. Eventually, the company may “go public,” holding an initial public offering and selling shares on the open market.

Return on Investment. A measure of how much money an investor gets back relative to the amount invested. It’s sometimes called the rate of return or return rate. Many people make decisions about investments based on a calculation of ROI.

Venture Capital. Money, or capital, invested directly into new businesses by outside investors. Venture capital investors tend to look for high-potential start-up companies that can grow quickly and provide a strong return on investment. Venture capitalists may be investors themselves or may invest on behalf of other investors. Family and friends who lend money for start-ups are sometimes referred to as angel investors. In some cases, venture capitalists anticipate that the company will grow to a certain size and then be sold for a profit, producing a rich return. Alternately, the company may take itself public, selling shares in an initial public offering (IPO) as has happened with Google and many other technology firms. See #73, Private Equity.



CHAPTER 2

 Economy and Economic Cycles 

We start with the economy. Not a big surprise in a book titled 101 Things Everyone Should Know about Economics. By way of definition, the economy is a system to allocate scarce resources to provide the things we need. The economy consists of the production, distribution, consumption, and exchange of goods and services. It is about what we do as a society to support ourselves, and about how we exchange what we do to take advantage of our skills, land, labor, and capital.

Of course, that definition is a bit oversimplified. The economy is really a fabulously complicated mechanism that hums along at high speed—lightning speed with today’s technology—to facilitate production and consumption. The economy itself is fairly abstract, but touches us as individuals with things like income, consumption, savings, investments, or more concretely, with money, food, cars, fuels, and savings for college.

One could only wish ours was a “steady state” economy, that it would always provide exactly what we need when we needed it. Unfortunately, it isn’t so simple. The economy is directly influenced by a huge, disconnected aggregation of individual decisions. There is no “central” planning for the economy (yes, it’s been tried but doesn’t work for a variety of reasons), although governments, central banks, and other economic authorities can influence its direction. Because the economy functions on millions of small decisions, the economy is subject to error—overproduction and overconsumption for example. Take these errors, add in a few unforeseen events, and the result is that economies go through cycles of strength and weakness.

The first fifteen entries describe the economy, economic cycles, economic results, and some of the measures economists use to measure economic activity.

1. INCOME 

Income is the money we receive in order to buy what we need when we need it. Economists look at income in several different ways—including where it comes from, how much is earned, and how much of what is earned can really be spent. Income includes the following money flows: wages to labor, profit to businesses and enterprise, interest to capital, and rent to land.

What You Should Know 

Income is what people earn through either direct labor or as owners of investments. The amount of income we earn as individuals and families connects to the economy’s prosperity and strength. It dictates how much we can ultimately spend and the value we bring to the economy as a whole. The amount of income earned collectively as a country determines the economic health of a nation and of groups within it.

Economists look at national income (covered further under #4 Gross Domestic Product), per capita income (income generated per person), and household income (how much income is generated by the average household). In all but the worst times, incomes should rise as people accomplish more by becoming more skilled and productive at their jobs and in their businesses. Economists also speak of real income increases—that is, increases adjusted for inflation, as opposed to nominal increases, which represent the raw numbers but not necessarily true income growth.

Economists also consider disposable income, or the amount of income actually available for individuals and families to spend after taxes. Disposable income is a truer indicator of how much purchasing power we really have, and how much of that purchasing power will ultimately be available to drive the economy and create more income.

Income figures are published in the financial press and can be seen in greater detail on the U.S. Census Bureau’s website: www .census.gov/hhes/www/income/incomestats.html. The Census Bureau measures income annually through the American Community Survey. The annual press release will contain statements like: “Real median household income in the United States climbed 1.3 percent between 2006 and 2007, reaching $50,233.”

Why You Should Care 

Most of you probably care more about your personal income than that of the nation or others around you! Your own income ultimately determines your purchasing power and is a key factor in your overall quality of life. If your income isn’t increasing—or worse, if it is decreasing—you know that’s not a good thing, and you might have to adjust your way of life.

Watching published income figures helps you keep tabs on the ups and downs of the economy. By itself that may or may not interest you depending on your profession or general level of interest in national success. However, if you track national, household, and per capita income changes and compare them with your own, you can see whether you’re gaining or losing ground.

Income changes can also be useful as a measuring stick for other economic factors, like growth in asset prices. During the recent real estate boom, for example, home prices far outpaced gains in income. Smart economists knew this couldn’t last forever. Either incomes had to rise (to keep pace) or home prices had to stabilize or fall (to allow incomes to catch up). So watching gains in income can be a good test to make sure other economic changes make sense.

See also: #2 Consumption, #4 Gross Domestic Product (GDP), #14 Distribution of Income and Wealth 

2. CONSUMPTION 

Consumption is what we consume. And like income, the measurement of consumption at a national level helps us understand whether the economy is getting weaker or stronger. As an individual, you have more control over consumption than income, so it’s important to monitor your consumption to be certain you can make ends meet.

What You Should Know 

Economists track personal consumption expenditures (PCE). As the term implies, PCE represents funds spent on goods and services for individual consumption. “Goods” breaks down into durable goods—goods expected to have a useful life greater than three years, like cars and lawnmowers—and nondurable goods like food, paper products, cleaning supplies, and so forth. Personal consumption expenditures exist in addition to private business investment, providing goods and services for export, and government consumption of goods and services.

The Bureau of Economic Analysis (www.bea.gov) monitors and publishes PCE reports; the Bureau of Labor Statistics (www .bls.gov) gives longer histories and projections for PCE. For example, BLS projects PCE to return to a 2.9 percent average rate of growth from 2006 to 2016 after enjoying a ten-year period of higher growth at 3.7 percent. Since consumption accounts for some 70 percent of the total economy, the difference is a big change and a sign of lower prosperity ahead. The fact that consumption growth has exceeded income growth until very recently has resulted in the massive buildup of consumer debt.

Before the 2008–2009 downturn, PCE growth had been quite steady; when the downturn began, many individuals lost jobs or panicked (for good reason) and tightened their belts. Monthly PCE readings, as a result, have become much more volatile. That volatility doesn’t help economists forecast the future, nor does it help the guy or gal running the corner store.

Why You Should Care 

At a national level, low interest rates, easy credit, and low-cost imported goods have combined to cause a consumption bubble of massive proportions; the 2008–2009 downturn is in part an unwinding of that bubble. Savings rates (covered in the next entry) have gone from negative to moderately positive as consumers have become more conservative. This caution has brought consumption back to more sustainable levels, that is, somewhat less than income and more in line with income growth.

That’s a good thing on a national basis. The key for you as an individual is to make sure your own PCE is in line with your income and income growth. And if you’re an investor, monthly PCE reports can give you an insight to where the economy is headed.

3. SAVING AND INVESTMENT 

The personal saving rate is defined, very simply, as the percent of personal income that is not consumed. In specific economic terms, it is personal disposable income less personal consumption expenditures. In real world terms, it’s money you don’t spend today but instead put aside to spend tomorrow.

Investment, on the other hand, is an allocation of goods or capital not to be used just for current but also future production. Over time, when an economy is in balance, saving should equal investment; that is, the money, or wealth, put aside should be invested, or used, for future consumption.

Granted, that sounds a bit complicated and theoretical. As a practical matter, it’s more interesting to look at saving as it has really occurred over time. It’s also more interesting to think about how saving and investment should occur in your own household.

What You Should Know 

First, it’s important to distinguish “saving” from “savings.” Saving is the setting aside of surplus funds, that is, what you don’t spend. Savings refers to the actual accounts, like your savings accounts, in which you do it. The level of “saving,” not “savings,” is what’s really important for you and for the economy as a whole.

Now that we’ve cleared up the semantics, know that consumer saving has been on the skids for quite some time. Until recently we were a nation of savers: in the 1960s saving was 6 to 10 percent of income and rose to a level as high as 14 percent briefly in the recessionary period of 1975 (yes, saving rises during economic hardship, see #36 Paradox of Thrift).

In the late 1970s, saving rates started to decline. Why? Because of high inflation rates—people came to expect the diminished purchasing power of their savings. Saving rates fell back to the 8 to 10 percent range, still healthy by today’s standards. The 1982 recession increased it to 12 percent; that peak foreshadowed a long slow decline into the 6 to 8 percent range by the late 1980s, down to 2 percent in the late 1990s, and hitting negative territory by 2005. It has hovered near zero since then; however the 2009 recession has raised it, at least temporarily, to about 5 percent, as people once again fear for their jobs and incomes. That return to saving, of course, ironically hampered the recovery.

Why You Should Care 

Americans fell into a trap of increased consumption, the prioritization of “now” over the future. We felt the “wealth effect” (see #15) of higher house prices, cheaper goods mainly from China, stable incomes, and strong marketing messages. Saving took a back seat, despite dire warnings about the future of Social Security and retirement. The combination of weak income growth, unemployment, and asset price declines brought a sudden end to the party. The message of course: prudent Americans should choose the path of sustained wealth, placing savings as first priority and buying only what we can afford. You should invest those savings for returns in the future, as should society as a whole.

4. GROSS DOMESTIC PRODUCT (GDP) 

Gross Domestic Product is simply the sum total of all goods and services produced in an economy. As it measures the market value of all final goods and services produced by a nation, it is a fundamental indicator of an economy’s performance. It is highly correlated with personal incomes and standard of living. It can be looked at as a true measure of the value added by an economy.

What You Should Know 

The calculation of GDP boils down to a sum of four items: Personal consumption plus total personal and business investment plus public or government consumption plus net exports (exports minus imports). It is thus a measure of what is consumed today (consumption) plus what is put aside for tomorrow (investment) plus our net sales to others around the world. That combined figure in turn roughly represents the income we as a nation produce from all of those activities.

Economists track both the size and the change in GDP. The U.S. GDP in 2009 was just over $13 trillion, with an average ten-year growth rate of 3.2 percent (1997–2007). The real headlines, however, were made when the GDP dropped 6.3 percent in the fourth quarter of 2008, one of the sharpest declines on record and a true measure of the severity of the recession. It should be noted that other economies fared worse—Germany’s GDP went down 14.4 percent, Japan’s 15.2 percent, and Mexico’s declined by 21.5 percent in the same period. However, their base GDPs are much smaller, so the value lost in the decline is less.

The breakdown of U.S. GDP components (from 2008) is also interesting:

	Personal consumption
	69.9%

	Personal and business investment	16.4%
	Public, or government consumption	19.1%
	Exports	11.1%
	Imports	-16.9%

The figures show a tremendous U.S. reliance on consumption; contrast these figures with China:

	Personal consumption	36.4%
	Personal and business investment	40.9%
	Public, or government consumption	13.7%
	Exports	39.7%
	Imports	-31.9%

China, in contrast to the U.S., is foregoing current consumption to build for the future.

The GDP is also an important measure of standard of living. Economists measure GDP per capita, that is, per person in a nation. Here, the U.S. at $46,859 (World Bank figure from 2008) is on solid footing, although not at the top of the pack (fourteen nations, including Norway, Denmark and Qatar are ahead on this measure). It should also be noted that economic wealth isn’t the only component of standard of living; the less measurable safety, health, leisure time, and climate go beyond GDP per capita as components of true living standards.

Why You Should Care 

The GDP is the broadest measure of the country’s overall economic health, and it defines the economic “pie” you ultimately enjoy a slice of. If it is healthy and growing, times are good; if it is stagnant or declining, it will most likely affect your standard of living, sooner or later.

5. UNEMPLOYMENT AND UNEMPLOYMENT RATES 

Most of you have a pretty good idea of what unemployment is—it’s when you don’t have a job. Economists take the same view, but add the conditions that unemployed people are not only without a job but are also available to work and are actively seeking employment. The unemployment rate is the percentage of the work force that is currently out of a job and is unable to find one, but is actively looking.

What You Should Know 

Economists closely watch the unemployment rate as a signal of overall economic health. High unemployment is a sign that an economy is weak currently and will remain so. Why? Obviously, if people are losing jobs, demand is most likely falling. And when people lose jobs, people can afford less, home foreclosures rise, and the future becomes more grim in general.

Economists also recognize that there is no such thing as a true 100 percent, full-employment economy. Some unemployment is structural, that is, created by changing job requirements; there simply aren’t as many jobs for autoworkers or office clerks these days. Some is frictional, caused by the natural changes businesses make and that people make to their lives, moving from one place to another. Some is seasonal, the result of decline in certain jobs that are tied to particular times of the year (for example, sales clerks in retail stores during the Christmas holidays). As a result, economists suggest that an unemployment rate of about 4 percent represents “full employment.”

Figure 2.1 U.S. Unemployment Rates, 1890–2008 
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Source: Wikipedia 
Data Source: Bureau of Labor Statistics; Christina Romer, “Spurious Volatility in Historical Unemployment Date,” The Journal of Political Economy 94 (1): 1–37; Robert M. Coen, “Labor Force and Unemployment in the 1920’s and 1930’s: A Reexamination Based on Postwar Experience,” The Review of Economics and Statistics 55 (1): 46–55.

As you can see from Figure 2.1, unemployment rates reached an all time low during World War II and a substantial all time high in 1933. The numbers for that year were astounding: 25 percent overall for the work force; 37 percent for nonfarm workers (see #6 Recessions and #7 Depressions). Aside from those periods, the unemployment rate in good times decreases to about 4 percent and surges toward 10 percent in recessions, including 1982 and the most recent in 2009. Typically when unemployment rates exceed 7 percent or so, governments go into action to stimulate the economy (see #58 Keynesian School, and #59 Chicago or Monetarist School).

Why You Should Care 

Obviously, when unemployment is on the rise, it suggests a reduction in business activity, which means you should be more fearful for your job as well. There are many ways to play defense on the job. For example, you can be the one in your office noted for punctuality, dependability, and consistency. You can become the expert on essential matters, as well as improving your skills such as writing and speaking There’s more advice on this in my What to Do When the Economy Sucks (Avon, MA: Adams Media, 2009).

Aside from keeping an eye on the unemployment rate in order to protect your job, it’s a smart way to monitor the pulse of the economy, which will affect your investments, your company if you’re a small-business owner, and your tax revenues if you’re in the public sector.

6. RECESSIONS 

The U.S. National Bureau of Economic Research defines a recession as a period with “a significant decline in economic activity spread across the country, lasting more than a few months, normally visible in real GDP growth, real personal income, employment (nonfarm payrolls), industrial production, and wholesale-retail sales.” During that time business profits typically decline as well. As a result, public sector tax revenue also falls.

What You Should Know 

Still not sure what signifies a recession? Many call it a recession simply when a country’s GDP declines two calendar quarters in a row, or when the unemployment rate rises 1.5 percent in less than twelve months.

Technical definitions aside, perhaps Harry Truman had the best definition of a recession, and how it differs from a depression: “It’s a recession when your neighbor loses his job; it’s a depression when you lose yours.”

Recessions can be notoriously hard to forecast. For instance, how many really predicted the 2008–2009 downturn, and especially its severity? When things are going well, we tend to become complacent, even optimistic, about the idea that anything can go wrong. We’ve grown accustomed to federal government intervention to prevent recessions, by lowering interest rates and taking other measures to stimulate the economy (see #8 Business Cycle). Even the markets can’t tell us much; as noted economist Paul Samuelson: “The stock market has forecasted nine of the last five recessions.”

The National Bureau of Economic Research, the U.S. government organization generally responsible for identifying recessions, has noted ten recessions since World War II. As you can see from the table, recessions are generally short in duration—lasting less than a year—and typically happen about twice a decade:

Table 2.1 U.S. Recessions 1945–2009 

	Occurrence	Duration
	November 1948-October 1949	11 months
	July 1953-May 1954	10 months
	August 1957-April 1958	8 months
	August 1957-April 1958	8 months
	December 1969-November 1970	11 months
	November 1973-March 1975	16 months
	January 1980-July 1980	6 months
	July 1981-November 1982	16 months
	July 1990-March 1991	8 months
	March 2001-November 2001	8 months
	December 2007-TBD	TBD

Source: U.S. Bureau of Economic Research 

Why You Should Care 

Recessions mean less for everybody, and unless you have a pile of money or are in a business largely immune to downturns, you should prepare to make adjustments when recession clouds start to gather. Warning signs include changes in the employment rate, an excess of debt, or “irrational exuberance” in some or all markets (like dot.com stocks in 2000 and real estate in 2006). You should learn to recognize when times are good, and use those times to save some money.

You should also watch to make sure your standard of living is matched to the worst, not to the best, of times. In good times, avoid allowing your lifestyle to consume all of your income, and worse, to put you into debt. If you do, you’ll have the flexibility to get through the bad times.

7. DEPRESSIONS 

In economics, a depression is a sharp, protracted, and sustained downturn in economic activity, usually crossing borders as a worldwide event. It is more severe, and usually longer, than a recession, which is seen as a more-or-less normal feature of the business cycle (see next entry).

Depressions are usually associated with large collapses in business, bankruptcies, sharply reduced trade, very large increases in unemployment, failures in the banking and credit system, and a general crisis mentality and panic among the population, big corporations, and policy makers. Depressions can cause severe economic dislocations including deflation (see #19) and the wholesale demise of certain industries.

Of course, the Great Depression is the granddaddy of all depressions, lasting, by most accounts, from the 1929 stock market crash, which triggered subsequent banking failures and spread to the larger economy, all the way to World War II.

What You Should Know 

To give an idea of the severity of depressions, the unemployment rate during the Great Depression went from 3 percent in 1929 to 25 percent in 1933 (37 percent for nonfarm workers). In some cities with a large factory base, it rose as high as 80 percent.

The good news is that depressions don’t happen often. As of 2009, there have only been three “depression” events: the Great Depression in the 1930s and two relatively less severe panics in 1837 and 1873.

A long and large economic expansion-turned-speculative bubble, fueled by borrowing and debt, preceded all three depressions. Those who borrow too much fail first, as they cannot service their debt, and that causes a rise in bankruptcies and asset prices to fall, leading to a vicious circle of debt unwinding known as deleveraging (see #9).

The challenge of the government is to intervene effectively to help out the economy. The Great Depression led to a significant banking panic. As banks failed, the government adopted a “laissez-faire” mentality, letting weaker elements be flushed from the system. This approach is good in theory, but it accelerated the panic. A misguided attempt to protect American business through trade tariffs failed miserably and made the problem worse.

Government may intervene, but history shows it has yet to do so effectively. By the time the U.S. government stepped in, it was too late; markets and businesses starved first for credit and then for customers, had shut down. The government started stimulus programs to put people to work, moved away from the gold standard and devalued the dollar to make U.S. goods more competitive internationally, and passed legislation to protect the public from such calamities in the future. It was a very long and rocky ten years.

Why You Should Care 

At the time of writing, the 2008–2009 downturn has some of the earmarks of a depression in the making, with severe stress on the banking and credit system and sharp rises in unemployment.

But the many safeguards, like deposit insurance, Social Security, and unemployment insurance (see these entries in Chapter 5) make a downturn of 1930s proportions seem unlikely. That said, you, as a person in charge of your finances, must always recognize the possibility—not probability but possibility—that such an event could occur, and keep your finances protected against such a downturn.

8. BUSINESS CYCLE 

The term “business cycle” is used to describe a more-or-less normal flow of American and world business activity over time from strength to weakness and back to strength. “Boom” conditions describe strong business growth throughout the economy, while a “bust” occurs when the economy gets tired or some intervening event occurs that sends the tide the other way. Booms and busts have occurred throughout economic history, and naturally, one follows the other, but their pattern isn’t identical or predictable. 

What You Should Know 

Business cycles are natural and unavoidable, and arise out of the normal course of business. Government policy can smooth them or help them along, but it can’t create or prevent them. Cycles arise from two primary factors: the imperfection of information and the evolution of technology and tastes.

Imperfection of information refers to the fact that business leaders don’t have perfect information when they make decisions; they make too much, sell too little, and spend too much because they don’t have perfect crystal balls. The evolution of tastes and technology, a constant through history but occurring ever faster, creates new markets and eliminates old ones.

These two elements, the imperfection of information and the evolution of technology and taste, cause businesses to overshoot, overcorrect, and otherwise make flawed decisions. In a boom, that can lead to overproduction and on the assumption of excess debt and risk—which then leads to a bust. The business contraction that follows eventually reduces supply, cleans up excess debt, and starts business over with a clean slate toward another boom. Through increased spending and lowered interest rates, government policy helps the process along. Business cycles bring new things and clean old, obsolete businesses off the economic floor.

As William Poole, former Federal Reserve Bank of St. Louis Chairman, eloquently put it: “The world we live in is the uncertain and cyclical because the U.S. economy is dynamic, inventive, experimental and entrepreneurial. Some ideas are carried to excess, we discover after the fact. Look at the littered landscape of dead railroads, dead auto companies, and dead airlines to illustrate the point.”

Why You Should Care 

Booms and busts are a natural part of your financial life. If you have a steady job, you might not have to worry too much, but it’s always good to be aware of what’s going on and how it might affect your behavior and your finances. People tend to become “giddy” during booms, taking on more risk without realizing they’re doing so (as in buying overpriced homes, no money down, during the real estate boom). To keep from getting in over your head financially, you should always tune your finances to the bust; then the boom will feel that much better.

9. DELEVERAGING 

Deleveraging refers to the tendency for individuals and corporations to get rid of debt in a forced, untimely manner during a bust-cycle, or recession. It is the opposite of adding leverage, that is, using borrowed funds to buy assets, where perhaps one dollar of your own is matched to nine borrowed dollars to buy something worth ten dollars. The 9:1 leverage ratio is nice, so long as the asset continues to be worth ten dollars or more, but the first dollar lost is your dollar if asset prices go down. To deleverage, you would pay off your nine-dollar debt as quickly as possible to reduce your risk of loss.

What You Should Know 

Desperate to repair the damage inflicted on their balance sheets by debt, financial institutions will sell assets during a deleveraging cycle. When they sell assets—guess what? Prices go down. That actually makes it worse, starting a vicious circle as forced sales push asset prices down further. This then spreads to more companies, more individuals, more balance sheets. Soon, the government is left with the only balance sheet strong enough to keep buying.

The deleveraging that hit in late 2008 was severe. Banks laden with mortgage-backed securities were forced to sell them to make good on deposits by their customers; that selling process further cut the value of those securities, which were nearly impossible to value in the first place. As stock prices fell, hedge funds (see #72) were caught flatfooted by investors requiring redemptions since the funds were borrowing money to juice their returns. Therefore, the hedge funds were forced to sell assets to meet those redemptions and pay down debt. That made stock prices fall faster than they otherwise would have.

Why You Should Care 

The point is to never get into a situation where you have to unload debt in a panic. The assets you borrowed to buy will be worth less, and it will be that much harder to raise the money you need to pay off the debt. Best place to be: no debt at all. If you have debt, it should be only in assets you would be unlikely to sell in most situations (for example, your house).

10. MISERY INDEX 

With all the economic data you see, hear, and read about, sometimes it helps to put it together and in context with a single indicator or two. It’s similar to taking all the weather data—temperature, humidity, precipitation probability, wind speed—and coming up with “it’s going to be a nice day.” Or, in this case, a bad day.

Some years ago, the economist, Arthur Okun, did this for us by creating a misery index. By adding together the inflation rate and the unemployment rate, you arrive at the misery index.

What You Should Know 

There isn’t a lot to know about the misery index, aside from the two figures it combines, the inflation rate (see #18) and unemployment rate (see #5). Taking the index apart for a moment, you can see that high inflation with low unemployment, or high unemployment with low inflation is bad, but not as bad as things could be. The combination of high inflation and high unemployment occur in the unusual and painful combination of stagflation (see #20). This is the signal the misery index sends when it is at its highest.

It’s also interesting to track the misery index through history, specifically through the times and policies of the various presidents. As you can see in Table 2.2 on the next page, the misery index varies to a great degree during presidential terms, hitting an all time high of 21.98 percent at one point during the Carter years as inflation hit double-digit levels at the end of his administration. This “misery” helps explain his loss to Ronald Reagan in 1980.

Table 2.2 
 Misery Index by President 
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Source: miseryindex. us 

The misery index has been relatively stable since the mid-1980s, owing largely to government focus on moderating inflation rates and an absence of large oil price shocks. The Federal Reserve has generally leaned toward controlling inflation at the expense of short-term rises in unemployment, as inflation once imbedded in the economy is more difficult to eliminate (see #18 Inflation).

Why You Should Care 

In most situations, economic policy is a tradeoff between inflation (a result of economic strength) and unemployment (a result of economic weakness). Policymakers make course corrections between the two in trying to smooth out the business cycle (see #8). A high misery index indicates a loss of control, that is, some part of the policy arsenal isn’t working for one reason or another. That’s a sign of trouble ahead.

11. CONSUMER CONFIDENCE 

Economists can look at actual numbers all they want, but most of those numbers simply reflect what’s already happened. Since such a large part of the economy is driven by consumer spending (see #4 Gross Domestic Product) and since economists like to see where things are going, many pay close attention to so-called consumer confidence measures. These findings follow and record how optimistic consumers are about the overall economy as well as their personal finances.

What You Should Know 

Consumer confidence is a measure of perception, not actual economic activity. As a result, it can only be measured by survey, that is, by asking a carefully collected sample of people how they are feeling about their financial health and the economy overall.

There are two dominant measures of consumer confidence today: the Consumer Confidence Index (CCI) published by the nonprofit Conference Board and the University of Michigan Consumer Sentiment Index (MCSI). Both are revised and published monthly.

The CCI is based on a monthly survey of 5,000 U.S. households. The survey, tabulated for each of the nine census regions and for the country as a whole, consists of just five questions designed to tease out consumer insights about the following:

1. Current business conditions 

2. Business conditions for the next six months 

3. Current employment conditions 

4. Employment conditions for the next six months 

5. Expectations of total family income for the next six months 

The results are compared to similar results from 1985, considered a standard to measure against because the economy at that time was in the exact middle of a business cycle. The base is set at 100 and all other results are presented as an index versus the 1985 base. So a reading of less than 100 indicates consumer pessimism and a reading above 100 shows consumer optimism.

To put everything into perspective, at the depth of the recent recession in March 2009, CCI reported consumer confidence at 26.9; economists and the media rejoiced when it jumped to 39.2 the following month. While a much better figure, 39.2 was still very pessimistic compared to the 100 base and a reading of 144.7 in January 2000.

The MSCI is similar to the CCI and asks five similar but not identical questions. The time horizon is different; respondents are asked to project economic conditions and their own finances for the next twelve months rather than six. As perhaps a truer proxy of expected behavior, they are asked about their attitude toward buying specific major household items, like automobiles.

Why You Should Care 

A high CCI and MCSI suggest good things ahead for the economy; a low reading reflects consumer pessimism and suggests a downturn. They are leading indicators of your own economic success. You may also want to measure your own “consumer confidence” against the readings—if you’re feeling worse about things while others are feeling better that’s a sign that you need to consider some changes.

12. PRODUCTIVITY 

Productivity is the amount of economic output, or value, derived from a unit of labor, land, or capital (the three generic forms of economic input).

What You Should Know 

Productivity is a measure of economic efficiency and especially the effectiveness of new technologies as applied to the economy. New technologies have allowed people to produce more and more, faster and faster, as anyone in today’s data-and communication-intensive world knows. But productivity increases based on technology aren’t new; the advent of railroads, electricity, and communications technologies have been revolutionizing commerce for years.

What’s most interesting is the increasing pace of technological innovation; it is still sobering to think that widespread personal computer availability and use is only twenty years old; universal browser-driven Internet use is ten to twelve years old. It’s hard to imagine a business world without these things.

Economists study productivity in part because it’s an important factor in keeping a lid on inflation. As an economy grows, it typically adds inflationary pressure because the heightened demand for economic inputs drives prices higher. But when productivity increases—meaning more output can be generated with relatively less input—inflationary pressure is reduced. That fundamental was closely watched during the Federal Reserve’s Greenspan years, as the Fed could stimulate the economy with low interest rates without necessarily triggering inflation. Increased productivity, due mainly to advancements in technology, was one of the reasons.

Incidentally, that gain in productivity didn’t happen right away. For many years, economists recognized a productivity paradox, where the advent of technology tools did not necessarily spur productivity. This was the case in the late 1980s and early 1990s. In fact, some thought this new technology, especially computers, hurt productivity since more resources were expended implementing the technology than producing output. Computer technology also increased the size of firms and bureaucracy making both less manageable. The reality was that business hadn’t learned to use the machines effectively at that point. However that’s no longer the case as U.S. productivity has been improving for years (though the rate of improvement has slowed lately).

Why You Should Care 

Everyone should strive for greater productivity. As the economy becomes more productive, the onus is on you to become more productive personally, too—otherwise you’re losing ground! When new technologies become available, it doesn’t mean you have to use them, but you should at least recognize and familiarize yourself with them. Imagine where you would be if you refused to use PCs, email, and cell phones!

At the same time, if U.S. economic productivity went into a decline, that would be a bad sign for both economic growth and inflation. Economists will continue to encourage you to be productive, but your biggest priority will be to safeguard what you have. (For more tips on this, see my book What to Do When the Economy Sucks.) 

13. ECONOMIC INDICATORS 

As described in #11 Consumer Confidence, the biggest challenge for economists is predicting the future. Economists by nature love to measure things and are always looking for ways to gauge future economic trends. They have developed a set of leading economic indicators, measures of the economy designed to help us figure out “where the puck is going,” as hockey great Wayne Gretzky would put it. Economists also track a set of lagging economic indicators to measure where the economy has been, diagnose change, learn from it, and make better predictions for the future.

What You Should Know 

Like the CCI, the Conference Board has put together a monthly index that combines ten different leading indicators, not surprisingly referred to as the Conference Board Leading Economic Index (LEI). Without going into detail (although some are covered in this book), here are the ten leading indicators:

• Stock prices 

• Index of consumer expectations 

• Manufacturers’ new orders for consumer goods 

• Manufacturers’ new orders for nondefense capital goods 

• Average weekly manufacturing hours 

• Interest rate spreads 

• Index of supplier deliveries 

• Initial claims for unemployment insurance 

• Money supply 

• Building permits 

There are seven lagging indicators in the Conference Board Lagging Economic Index (LAG):

• Ratio of consumer installment credit to personal income 

• Commercial and industrial loans outstanding 

• Average duration of unemployment 

• Change in labor cost per unit of output 

• Change in prices (Consumer Price Index) for services 

• Ratio of manufacturing to trade inventories 

• Average prime rate charged by banks 

So any economic measure must be either leading or lagging, right? No, nothing is ever quite so simple. Some indicators are considered to be right in the middle, or coincident indicators. The Conference Board tracks four of these in their Coincident Indicators Index (CEI):

• Personal income less transfer payments (like Social Security) 

• Manufacturing and trade sales 

• Nonagricultural employees on payrolls 

• Industrial production 

Why You Should Care 

You may want to keep track of these indexes and the general movement of indicators, especially leading economic indicators. It is possible to track some of the leading indicators yourself, like the stock market and Consumer Confidence indices, before seeing them compiled into this “big picture.” Investors, in particular, find the LEI/CEI/LAG indexes to come late in the reporting cycle, too late to buy or sell on the news. But to get the big picture, and to understand the news as it comes at you, these measures can be helpful.

14. DISTRIBUTION OF INCOME AND WEALTH 

If everything were perfect in today’s economy, it would perform in line with a slogan, ironically, rooted in Socialist ideals: “From each according to his abilities; to each according to his needs.” That is to say, in this perfect world, income and wealth distribution are natural and track economic contributions exactly. You work and you’re paid the exact value of what you produce, and so is everyone else. You reap what you sow. You spend what you earn, or preferably a little less, as you save for the future. Your investments grow exactly in line with the economy. The economy grows, you grow, and everyone prospers.

Unfortunately, it doesn’t work that way. While the United States and many western economies are capitalistic and free and the so-called “invisible hand” doles out benefits largely commensurate with contributions, the largest income and greatest wealth don’t always accrue to those who produce the most.

What You Should Know 

Economists concern themselves with the inequality of income and wealth distribution. In terms of household income, the U. S. median in 2003 was $43,318, meaning that 50 percent of all households earned more, 50 percent earned less. The 20th percentile level was $17, 984, while the 80th percentile and 95th percentile were $86,867 and $154,120 respectively. That’s a large gap, and that gap has been growing in recent years. Between 1979 and 2005, the gain in income for the top 5 percent of Americans was five times the size of the gains at the median level, which in turn were 1.5 times the size of gains at the 20th percentile. Since the income base at the high levels is larger, the disproportionate size in percentage gains is more significant. While some of this is explained by the growth in double-income households, one basic fact cannot be denied: the wealthy are getting wealthier, while the poor are getting poorer.

However, there is a difference between income and wealth. Income doesn’t necessarily mean “wealthy.”

In financial terms, wealth is the items of value a person owns, whereas income is the economic value a person receives as a result of work or investing, but does not necessarily retain. It’s helpful to remember that income is a cause; wealth is an effect.

So some economists also focus on the distribution of wealth. As a matter of brevity, rather than sharing wealth statistics, I direct you to the fascinating study done by the U.S. Federal Reserve every three years known as the Survey of Consumer Finances. This survey not only points out the characteristics of wealth distribution and asset ownership, it also provides a fabulous benchmark for you to see where you stack up against other citizens. You can view the survey at www.federalreserve.gov/pubs/oss /oss2/scfindex.html.

Finally, it is sobering to examine worldwide data on this subject. According to statistics published by the United Nations World Institute for Development Economics Research (WIDER):

• North America represents 5.2 percent of the world’s population and 34.4 percent of the world’s net worth.

• Europe represents 9.6 percent of the population and 29.2 percent of the net worth.

• Asia represents 52.2 percent of the population and 25.6 percent of the net worth.

• Africa represents 10.7 percent of the population and 0.54 percent of the net worth.

Why You Should Care 

The distribution of wealth and income at a national level are interesting topics, especially for policy makers and social scientists. Efforts to redistribute wealth, for good or bad, become tax policy.

For individuals, it’s important to know where you stand and to make sure your income—cause—is creating some wealth for you—effect. It’s also important to make sure what you’re calling “wealth” is truly wealth—not a fiction in a pretty wrapper known as the “wealth effect” (see next entry). Finally, it’s good to appreciate the advantages you have compared to others in the U.S. and the world. As stressful and depressing as things seem at a given point in time, understanding income and wealth distribution on the U.S. and worldwide stages will make you realize how much better off you really are.

15. THE WEALTH EFFECT 

Have a lot of dough in the bank? Stocks been doing well? House has gone up $100,000 in value in the last two years? You might feel like spending money even if your income hasn’t gone up a bit. Why? Because of the wealth effect.

What You Should Know 

Wealth effects can happen when people actually are richer (when their incomes rise) or when people feel richer—as they did in a big way twice this last decade—because of the increase in the value of stocks, real estate, or other assets. The latter effect is dangerous because asset prices don’t always match asset values, and things can change quickly.

The wealth effect created in the 2005–2007 real estate boom became doubly dangerous as people not only felt wealthier but used that wealth—their home values—to borrow money to buy things they couldn’t otherwise afford. They used their homes as ATM machines.

When prices came back to earth, not only were these unfortunate citizens less wealthy, they also had a lot of new debts to pay. The subsequent deleveraging (see #9) caused a steep drop in economic activity and a vicious circle of unemployment, falling asset values, and still more unserviceable debt we all became familiar with.

Two scenarios should get people to spend more: (1) They are actually richer, be it through a raise, bonus, or some other form of increased income; (2) They perceive themselves to be richer, for example with an increase in their portfolio or assessed home value.

Interestingly, the wealth effect can turn on a dime. A January 2008 Gallup Poll reported that 56 percent of Americans thought their standard of living was getting better, while only 26 percent thought it was getting worse. By February 2009, those figures had reversed: 33 percent of Americans thought their standard of living was getting better while 44 percent thought it was getting worse.

Why You Should Care 

For starters, never equate the accumulation of “stuff” with being rich, and never count your asset chickens—particularly noncash assets—before they’re hatched. You should never expand your lifestyle based on such asset values, but rather income and real worth after current and future obligations (like a college education or retirement) are met. Once people attain a standard of living they cannot afford, it is devilishly difficult to go back. The tendency is to expand further, borrow more, and become even more vulnerable.

Don’t let the wealth effect make you overconfident, complacent, or even arrogant. When you feel you can afford anything without really running the numbers, that’s either a sign that you’re really rich or that you’re a victim of the wealth effect. When that happens tap the brakes and retreat to the basic lifestyle truly congruent with your real income and wealth. Someday, you’ll be glad you did.
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