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Introduction

If the global economic downturn that began in 2008 has taught

us anything, it is that world economies are intricately interrelat-

ed. Prior to 2008, economists debated the idea of decoupling, or

the notion that some emerging economies, especially those in

China, India, and Brazil, might be strong enough to develop

independently of other nations. However, in the wake of the

sharp global downturns of 2008 and 2009, “globally, the idea of

decoupling is dead,” said British economist Martin Wolf. 

Economic Literacy takes steps to demystify complex global

economic issues. It offers the background to events both cur-

rent and historical, helping to clarify today’s news headlines

as well as chapters in history textbooks. It looks at topics such

as tariffs, balance of trade, deregulation, inflation, microeco-

nomics and macroeconomics, and income distribution to

explain the ways economies around the world are constructed

and interrelated. It investigates international organizations

such as the European Union, OPEC, OECD, and the World

Bank to explain their roles politically and economically. 

Articles in this volume also explore the theoretical underpin-

nings of world economic systems, looking at socialist, com-

munist, and capitalist approaches to economic organization

and also at the tools of monetary policy that governments

deploy to steer their national economies.

Around the world, concerns about environmental, social, and

governance issues have become paramount. Developing

economies confront the social and environmental costs of rapid

economic growth. Corporations and governments in more devel-

oped countries try to integrate environmental sustainability into

their business practices and political policies. In the twenty-first

century, the costs of mismanagement and corruption continue to

expose the importance of sound corporate governance and 

business ethics, and the value of an economically literate public. 

Economic data change daily. In order to assure the long-term

usefulness of this reference work, the citations for further read-

ing and research with each of the 52 articles are reliable, Web-

based resources that publish current information on an ongoing

basis. The colorful and easy-to-interpret charts and graphs that

illustrate most topics are designed to guide students in under-

standing and interpreting the statistical displays furnished

online by governments, financial institutions, international

organizations, and other interest groups.

—Stephanie Schwartz Driver

Introduction 5
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Arbitration
Arbitration is a method by which two par-

ties involved in a dispute agree to have a

neutral third party, the arbitrator, hear

both sides of the argument, consider the

facts, reach a decision and, when appro-

priate, make a monetary award. As part of

the arbitration process, both parties cus-

tomarily agree to abide by the decision of

the arbitrator. While arbitration carries the

weight of a legal proceeding, arbitrators

are not necessarily lawyers or judges.

Arbitrators may be persons with special-

ized knowledge in a field pertinent to the

particular arbitration hearing.

Arbitration is often used as a way to

avoid a long, costly court battle. Rather

than have their case heard in a public court

of law, the parties agree to have their differ-

ences privately arbitrated. Arbitration is

usually quicker and less expensive than the

trial process. 

Sometimes arbitration may be the only

available course. For example, credit card

companies may ask their customers to sign

an agreement that requires the customer to

submit disputes to arbitration when differ-

ences are not routinely resolved. In some

cases, employers ask prospective employ-

ees to sign arbitration agreements as a con-

dition of their employment. Arbitration

clauses may be included in any contract

between two parties; the parties involved

can be two individuals, an individual and a

company, two companies, a labor union

and management, or even two nations.

Although decisions reached through

arbitration proceedings are usually binding

on both parties, nonbinding arbitration does

exist. In nonbinding arbitration, each party

retains individual rights to have the case

heard in a court of law. 

History of Arbitration

Resolving international differences through

arbitration dates to the first Hague Conference

in 1899. The 26 nations participating agreed

to consider questions of disarmament,

methods of warfare, and the establishment

of a permanent vehicle for the resolution of

international disputes. Along with the other

participating nations, the United States

agreed to the creation of a Permanent Court

of International Arbitration. However, arbi-

tration was not made mandatory. In 1907, at

the urging of President Theodore Roosevelt,

a second Hague Conference was called. The

apparatus for voluntary arbitration was

enlarged at that time.

In 1925 the United States Congress

passed the Federal Arbitration Act. As

In an 1886 cartoon by Joseph

Keppler, two men set the hands

(labor) of the clock (business).

Arbitration, as the pendulum,

swings in between them.
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originally envisioned, the act addressed

arbitration of commercial contract dis-

putes. Over time, however, federal arbitra-

tion procedures have been used to resolve

civil rights violations, securities fraud, anti-

trust claims, and employment disputes.

The commercial aspect of the act remains

important, however, and enforcement of

arbitration agreements and awards, both in

interstate commerce and in international

contracts, is addressed in the federal act.

The Arbitration Society of America, 

the Arbitration Foundation, and the

Arbitration Conference joined forces in

1926 to form the American Arbitration

Association (AAA). That year, the Actors’

Equity Association was one of the first

organizations to include an arbitration

clause in its contracts between actors and

managers. Today, the AAA offers a wide

range of services for alternative dispute 

resolution (ADR). A nonprofit organiza-

tion, the AAA annually provides assistance

to more than 100,000 persons seeking

remedies outside the courtroom. AAA han-

dles disputes in business, labor relations,

employment, automobile accidents, and in

other areas.

Mediation is another approach to con-

flict resolution. In mediation, a neutral

third party hears both sides of the argument

and may offer suggestions on better ways to

communicate about the conflict, or ways to

see the other’s point of view, but does not

offer a specific, binding resolution. Thus, a

mediator helps the parties arrive at their

own solution while an arbitrator provides

the solution.

Why Arbitrate?

Arbitration or mediation offers many

advantages in dispute resolution. For many

Individuals can use an

arbitrator to mediate disputes.
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people, avoiding the cost and complexity of

a lawsuit is advantage enough; but there are

others. In addition to the cost of a lawsuit,

cases brought before the judicial system can

take months or even years to be heard.

Once a decision is reached, if a party to the

lawsuit chooses to appeal the ruling, still

more time may be added to the process.

Unlike a trial by jury, where the parties

involved do not choose the members of

the jury charged with weighing the evi-

dence, arbitration allows the parties to

choose their arbitrators from a pool of

neutral individuals who have expertise in

the field. Because courts must abide by

complex rules of evidence and procedure,

an arbitration hearing can seem quite

informal. During arbitration, the parties

involved in the dispute have the opportu-

nity to present their story in a relaxed and

private setting.

Because the hearings and awards in arbi-

tration are kept private, less opportunity arises

for the acrimony that sometimes accompanies

the publicity surrounding a high-profile court

case. This is especially important if the parties

involved must continue to work together after

the dispute is settled.

Both arbitration and mediation as

methods of dispute resolution are gaining

more adherents. Arbitration clauses are

increasingly being written into contracts of

every kind across virtually all industries.

The methods of ADR have even made it to

the classroom; the value of constructive

conflict resolution is being recognized by a

growing number of educators in both ele-

mentary and high schools. Workshops are

being offered, journal articles written, and

teachers are using ADR techniques to

address conflicts among students.

In some schools, students are being

trained in ADR methods to enable them to

act as mediators when a conflict erupts

among their peers. Before a dispute

reaches that step, the students involved in

the conflict are encouraged to negotiate

their differences in an attempt to reach an

understanding. If negotiation fails to pro-

duce results, student mediators become

involved. Finally, if the situation cannot be

resolved through mediation, a teacher is

brought in to arbitrate the dispute.

Further Research

American Arbitration Association

www.adr.org

The home page of one of the largest arbitration

organizations in the United States provides

links to information on all aspects of arbitra-

tion and mediation. Its subsidiary, the

International Centre for Dispute Resolution,

has links with arbitration organizations in 

43 countries to help U.S. institutions handle

disputes abroad.

Association for Conflict Resolution

www.acrnet.org

The ACR is a professional organizing representing

mediators, arbitrators, and other professionals

in the field.

—Connie Tuttle

A demonstration by United

Farm Workers (UFW) in

support of legislation that would

give the union greater control

during arbitration of contract

negotiatons. A poster depicting

Cesar Chavez is in the

background.



Balance of
Payments
Individuals produce, trade, and borrow 

to satisfy their economic needs. These

exchanges can become complicated; there-

fore, many people keep careful records of

their transactions. These records tell them

how much they have earned, the amount of

their debts, what they own, and so on.

Reviewing these documents will reveal their

financial strengths and will show potential

problems. National economies can be under-

stood and evaluated in the same way, in a

process economists call the balance of pay-

ments. This is the record of all transactions

that take place between the residents of one

nation (including individuals, businesses,

and governmental units) and the residents of

all other nations. (A related concept, the bal-

ance of trade, focuses more narrowly on

goods exchanged between nations.)

The balance of payments has three com-

ponents: goods, services, and money. All are

exchanged with other countries in equal

trades. Therefore, if all of one nation’s

exchanges are totaled, the inflows and out-

flows must be equal. If one nation buys

more goods and services from another

nation than it sells to that country, the differ-

ence is made up by the second nation gain-

ing assets from the first. For example, if

Americans buy computers from Taiwan and

make no other exchanges with Taiwan, the

Taiwanese retain the dollars that they real-

ized from the sale. They may keep this

money in a bank or buy something with it.

The result: The United States gains comput-

ers and Taiwan gains dollars or property in

the United States. 

The table shows the different parts of

the United States’ balance of payments in

2007. The top half of the table is called the

Current Account; it records trades in goods

and services. It shows that the United

States sold $1,148 billion worth of mer-

chandise and $497 billion of services to

people in other countries. However, after

totaling U.S. imports and other transac-

tions, the table reveals that the United

States has a $713 billion trade deficit; the

United States buys far more from other

countries than it sells to them. 

The bottom half of the table records the

Capital Account. It shows the flow of money

for the purchase or sale of financial and real

assets that occurred in 2007; financial assets

include stocks and bonds, while real assets

include factories, office buildings, and so on.

Many foreigners invest in the United States,

buying financial and real assets, and

Americans also frequently invest abroad. The

Capital Account shows how the United States

paid for its trade deficit. Capital inflows—for-

eign borrowing and purchases—exceeded

U.S. Balance of Payments
2007

(in billions of dollars)

Note: Numbers are rounded to the nearest billion.           Source: U.S. Bureau of Economic Analysis

The United States of America

 Current Account

841,1 stropxe esidnahcrem .S.U  

869,1– stropmi esidnahcrem .S.U  

918– edart fo ecnalaB   

794 secivres fo stropxe .S.U  

873 secivres fo stropmi .S.U  

911 secivres fo ecnalaB   

   Balance of goods and services –700

28 emocni tnemtsevni teN  

311– srefsnart teN  

   Balance of current account –713

 Capital Account

  Capital inflows into the United States 2,058

  Capital outflows from the United States –1,290

   Balance of capital account account 

348,1– ten ,snoitcasnart   

  Current and capital account balance –731

0 ecnalab latoT 

The 2007 balance of payments

for the United States. Foreign

investment makes up for the

deficit in U.S. exports.

Balance of Payments 9



capital outflows by $1,843 billion, more than

making up for the Current Account deficit. 

This demonstrates one reason why the

balance of payments calculations can result

in controversy: Overspending on imports

by a country results in foreigners owning

assets in that country. This became a great

concern in the United States from the late

1980s when other countries’ nationals

bought such properties as Rockefeller

Center in New York City and Pebble Beach

golf course in California. Many people were

also concerned that jobs were leaving the

United States as fewer people bought goods

produced in the United States.

Another reason why balance of payments

calculations can be controversial is related to

the concept of national wealth. Eighteenth-

century economists, called mercantilists,

argued that a nation’s wealth should be meas-

ured by how much gold and silver it had.

Having more specie made a nation more

powerful, they reasoned, therefore govern-

ments should actively interfere with trade

and the economy to create a trade surplus.

The result was that European kings frequent-

ly attempted to manage their economies by

granting monopolies, imposing heavy taxes

on trade, and other policies. 

Adam Smith was the most famous oppo-

nent of this view. He convincingly argued that

the mercantilists were wrong because increas-

ing the supply of specie resulted in inflation, or

an increase in prices. Instead, Smith asserted

that a nation’s wealth was best measured by

what it could produce and proposed a policy

called laissez-faire, or hands off. Smith’s policy

called for minimizing government involve-

ment in the economy and allowing individuals

the right to trade freely.

Economists generally agree that a nation’s

balance of payments is a matter of perspective.

A trade deficit suggests that a nation’s indus-

tries are not competitive and may suffer job

losses as a result. On the other hand, con-

sumers gain because they are able to buy for-

eign goods that are more appealing because of

price or quality. Whether deficits are helpful or

harmful depends on how long they last and

the events causing them.

Further Research

Bureau of Economic Analysis

www.bea.gov/international

The International Investment Division of the BEA

compiles data on U.S. direct investment abroad

and foreign direct investment in the United

States for the U.S. government. 

—David Long
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The famed Pebble Beach golf

course in California was bought

by Minoru Isutani in 1990; two

years later he sold it to a

Japanese golf resort company,

the Lone Cypress Co., for

approximately $500 million. A

consortium of U.S. investors,

including Arnold Palmer and

Clint Eastwood, bought the

course in 1999.



Balance of Trade

The balance of trade is the difference between

the amount of goods that a country sells to

other countries and the amount it imports

from other countries. If a country sells more

than it buys, it has a trade surplus. If it buys

more goods from abroad than it sells, it has a

trade deficit. A nation’s balance of trade

depends on several factors, including the

spending habits of its citizens and how com-

petitive its leading industries are. 

The consequences of a persistent trade

deficit can be serious. One concern is that

such a deficit indicates an economy that is

not very competitive. If a country cannot

produce appealing goods at reasonable

prices or fails to produce new and innova-

tive goods, it will tend to export less and

import more. The result: Employment will

fall as domestic industries fail, thereby

reducing incomes. Another concern is that

nations seem to lose wealth when they run

consistent trade deficits. Trade deficits

result in foreigners gaining assets—money

or property—in the deficit nation. This sale

of a nation’s assets can cause discontent and

resentment among voters, because foreign-

ers seem to be buying the country. 

Balance of Trade 11

U.S. Balance of Trade

1955 to 2008

(in million dollars)

Source: U.S. Census Bureau

  Exports Imports Balance
    on goods

 1955 14,424 -11,527 2,897

 1956 17,556 -12,803 4,753

 1957 19,562 -13,291 6,271

 1958 16,414 -12,952 3,462

 1959 16,458 -15,310 1,148

 1960 19,650 -14,758 4,892

 1961 20,108 -14,537 5,571

 1962 20,781 -16,260 4,521

 1963 22,272 -17,048 5,224

 1964 25,501 -18,700 6,801

 1965 26,461 -21,510 4,951

 1966 29,310 -25,493 3,817

 1967 30,666 -26,866 3,800

 1968 33,626 -32,991 635

 1969 36,414 -35,807 607

 1970 42,469 -39,866 2,603

 1971 43,319 -45,579 -2,260

 1972 49,381 -55,797 -6,416

 1973 71,410 -70,499 911

 1974 98,306 -103,811 -5,505

 1975 107,088 -98,185 8,903

 1976 114,745 -124,228 -9,483

 1977 120,816 -151,907 -31,091

 1978 142,075 -176,002 -33,927

 1979 184,439 -212,007 -27,568

 1980 224,250 -249,750 -25,500

 1981 237,044 -265,067 -28,023

  Exports Imports Balance
    on goods

 1982 211,157 -247,642 -36,485

 1983 201,799 -268,901 -67,102

 1984 219,926 -332,418 -112,492

 1985 215,915 -338,088 -122,173

 1986 223,344 -368,425 -145,081

 1987 250,208 -409,765 -159,557

 1988 320,230 -447,189 -126,959

 1989 359,916 -477,665 -117,749

 1990 387,401 -498,435 -111,034

 1991 414,083 -491,020 -76,937

 1992 439,631 -536,528 -96,897

 1993 456,943 -589,394 -132,451

 1994 502,859 -668,690 -165,831

 1995 575,204 -749,374 -174,170

 1996 612,113 -803,113 -191,000

 1997 678,366 -876,485 -198,119

 1998 670,416 -917,112 -246,696

 1999 684,553 -1,029,987 -345,434

 2000 772,210 -1,224,417 -452,207

 2001 718,712 -1,148,231 -429,519

 2002 682,422 -1,167,377 -423,725

 2003 713,415 -1,264,307 -550,892

 2004 807,516 -1,477,094 -669,578

 2005 894,631 -1,681,780 -787,149

 2006 1,023,109 -1,861,380 -838,270

 2007 1,148,481 -1,967,853 -819,373

 2008 1,291,337 -2,112,490 -821,153



Economists and politicians therefore

try to create trade surpluses to increase the

wealth and power of their nation. In the

second half of the twentieth century, the

world steadily moved toward more open

trade. Treaties like the North American

Free Trade Agreement (NAFTA) and organ-

izations like the European Union are predi-

cated on the gains expected from free trade.

These include access to goods and services

that otherwise would not be available,

lower prices for consumers, and the chance

to create jobs by exporting goods and serv-

ices to other countries. 

However, free trade is not universally

recognized as a positive force because cap-

italism is based on competition. Businesses

that can satisfy consumers on price, quali-

ty, and innovation will profit and prosper.

Those that cannot will be forced into

bankruptcy and their workers into unem-

ployment. Foreign trade increases the

amount of competition and therefore pres-

ents a threat to both business profits and

workers’ jobs. Accordingly, both workers

and employers have an incentive to appeal

for government action against foreign

trade. Consumers, a far larger but less

united group, have less incentive to act

and are thus less involved. 

Almost all nations have trade barriers

in place to protect domestic industries

against foreign competitors, frequently cit-

ing a balance of trade deficit as the reason

for government action. Common strategies

include tariffs (taxes on imported goods

that raise their prices) and quotas (set lim-

its on the amount of goods foreign com-

petitors may import). 

These strategies benefit domestic

employers and, to a lesser extent, their

workers. Their costs can be quite large,

however. In various studies of different

industries, economists have found that

protecting jobs through tariffs costs more

than retraining the workers in other fields.

This gap between intentions and results

leads many economists to conclude that
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China
 3,855.7 3,861.7 -6
 4,806.4 15,237.3 -10,430.9
 11,753.6 45,543.2 -33,789.6
 16,185.3 100,018.4 -83, 833.1

Japan
 22,630.8 68,782.9 -46,152.1
 48,579.6 89,684.1 -41,104.5
 64,342.6 123,479.1 -59,136.5
 64,924.4 146,479.4 -81,555

South Korea
 5,956.2 10,013.1 -4,056.9
 14,404.1 18,485.3 -4,081.2
 25,379.9 24,183.9 1,196
 27,830 40,307.7 -12,477.7

Taiwan
 4,699.8 16,396.3 -11,696.5
 11,490.8 22,665.9 -11,175.1
 19,289.6 28,971.8 -9,682.2
 24,405.9 40,502.8 -16,096.9

Russia
 NA NA NA
 NA NA NA
 2,823.3 4,030 -1,206.7
 2,092.4 7,658.7 -5,566.3

Australia
 5,440.6 2,836.2 2,604.4
 8,537.7 4,446.6 4,091.1
 10,789.1 3,322.9 7,466.2
 12,482.3 6,438.1 6,044.2

India
 1,641.8 2,294.8 -653
 2,486 3,196.8 -710.8
 3,295.8 5,726.2 -2,430.4
 3,667.2 10,686.6 -7,019.4

Argentina
 721.4 1,069.4 -348
 1,178.6 1,511.3 -332.7
 4,189.2 1,760.9 2,428.3
 4,695.6 3,099.5 1,596.1

South Africa
 1,205 2,070.8 -865.8
 1,731.5 1,697.5 34
 2,750.6 2,208 542.6
 3,089.5 4,210.1 -1,120.6

Brazil Saudi Arabia
 4,474.2 1,907.1 2,567.1
 4,049.4 10,020.7 -5,971.3
 6,154.9 8,376.7 -2,221.8
 6,234.1 14,364.7 -8,130.6

 3,139.6 7,526.2 -4,386.6
 5,047.7 7,898.1 -2,850.4
 11,439.4 8,832.9 2,606.5
 15,320.9 13,852.5 1,468.4

Egypt
 2,322.8 79.2 2,243.6
 2,248.9 397.9 1,851
 2,985.1 606.4 2,378.7
 3,333.9 887.7 2,446.2

Germany
 9,050 20,239.2 -11,189.2
 18,759.9 28,161.9 -9,402
 22,394.3 36,844 -14,449.7
 29,448.4 58,512.8 -29,064.4

Israel
 2,579.7 2,122.5 457.2
 3,203 3,313.3 -110.3
 5,621.1 5,708.7 -87.6
 7,745.9 12,964.4 -5,218.5

European Community
 48,994.2 67,822.4 -18,828.2
 98,128.9 91,876.8 6,252.1
 123,671.2 131,870.9 -8,199.7
 165,064.5 220,018.6 -54,954.1

Canada
 47,251 69,006.4 -21,755.4
 83,673.8 91,380.1 -7,706.3
 127,226.1 144,369.8 -17,143.7
 178,940.9 230,838.3 -51,897.4

Chile
 682.2 745.3 -63.1
 1,663.8 1,312.7 351.1
 3,614.9 1,930.8 1,684.1
 3,460.3 3,269 191.3

Mexico
 13,634.7 19,131.8 -5,497.1
 28,279 30,156.7 -1,877.7
 46,292.1 62,100.6 -15,808.5
 111,349 135,926.4 -24,577.4

France
 6,095.7 9,481.9 -3,386.2
 13,664.5 13,153.3 511.2
 14,245.2 17,209.4 -2,964.2
 20,361.5 29,800.1 -9,438.6

Italy
 4,625.2 9,673.7 -5,048.5
 7,991.9 12,751.4 -4,759.5
 8,861.6 16,348.3 -7,486.7
 11,060.3 25,042.7 -13,982.4

United Kingdom
 11,272.8 14,937.3 -3,664.5
 23,490.5 20,188.4 3,302.1
 28,856.5 26,929.5 1,927
 41,570.4 43,345.1 -1,774.7

 16,174 27,140.9 -10,966.9
 23,512.2 33,186.6 -9,674.4
 49,992.2 42,470.4 7,521.8
 59,282.7 73,347.7 -14,065

Latin America (Excluding Mexico)

U.S. Trade Balances by Selected Country 
1985 to 2000 

(in million U.S. dollars)

Note: Some totals may not add up, due to rounding.
Source: U.S. Census Bureau, Foreign Trade Division, Data Dissemination Branch, Washington, D.C.

Argentina
 721.4 1,069.4 -348
 1,178.6 1,511.3 -332.7
 4,189.2 1,760.9 2,428.3
 4,695.6 3,099.5 1,596.1

1985
1990
1995
2000

Country

imports exports balance



the costs of protectionism far outweigh

the benefits.

A second drawback of trade barriers is

that they often result in international fric-

tion. Nations commonly accuse each other,

often with reason, of cheating and threaten

retaliation. Nations commonly subsidize,

or give loans or other funds, to producers

of certain goods. This allows those compa-

nies to offer cheaper prices and reap greater

profits, often driving their foreign competi-

tion into bankruptcy. Cheating makes

sense to politicians because they have more

incentive to please their potential cam-

paign donors and voters than the citizens

of other countries. 

A series of international trade agree-

ments called the General Agreement on

Tariffs and Trade (GATT) strives to address

these issues. The 1994 GATT agreement

called for international reductions in 

tariffs, quotas, and other trade barriers

between 1995 and 2005. The World Trade

Organization (WTO) was created in 1995

to quickly and fairly resolve trade disputes.

Formerly, nations had very little recourse

to solve trade issues and often resorted to

retaliating against tariffs or quotas with

similar measures, leading to trade wars and

economic losses. Ideally, the WTO acts as a

neutral third party to mediate disputes. 

Further Research

U.S. Trade Deficit Review Commission

govinfo.library.unt.edu/tdrc/reports/finalrept-

contents.html

“The U.S. Trade Deficit: Causes, Consequences and

Recommendations for Action.” is a report that

examines U.S. trade policy and its ramifica-

tions. 

World Trade Organization

www.wto.org

The home page of the World Trade Organization

offers resources for students, including trade

statistics, country reports, news, and other

essential information.

—David Long
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Steelworkers in Chile protest

U.S. tariffs on steel imports,

which were imposed to protect

the U.S. steel industry from

foreign competition. 
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Business Cycles
Business cycles involve patterns of expansion

and contraction in employment, production,

and price levels that occur in an economy over

time. Consider the biggest dip in U.S. eco-

nomic history, the Great Depression. Between

1929 and 1932, stock prices as measured by

the Dow Jones Industrial Average fell about 89

percent and did not recover their value for

many years. Unemployment soared from 7.7

million in 1937 to 10.4 million in 1938, an

increase in the unemployment rate from 14 to

19 percent in one year, and this was eight years

after the stock market crash. Bank failures

climbed from 167 in 1920 to more than 4,000

in 1933. Indeed, the country lost about one-

half of all commercial banks to bankruptcy

during the Depression. Industrial production

also declined sharply. Factories produced at

about one-half of their capacity, and invest-

ment in new equipment collapsed from $16

billion to less than $1 billion. 

Business cycles affect the economies of

all nations. Since World War II, the United

States has experienced nine business cycle

contractions and expansions. Fluctuations in

business activity are repetitive, and cycles in

the United States affect other economies as

well—from Japan, Great Britain, Germany,

and Brazil to Canada, Indonesia, South

Korea, and Italy. 

Debates on Business Cycles

Business cycles have many names and com-

peting explanations for their occurrence:

observed patterns include Kitchin’s 40-month

cycle, Juglar’s 8-year cycle, or Kondratieff’s 50-

year waves. Some experts explain cycles by

looking at the fluctuations of inventories; oth-

ers identify changes in the level of investment

in capital technology as the cause. In general,

economists rely on two broad schools of

thought when trying to understand fluctua-

tions in the business cycle: the classical school

and the Keynesian school.

Classical thinkers assume the economy

obeys the laws of supply and demand.

Markets work to bring themselves into bal-

ance. Price fluctuations reflect real changes in

the economy and, if allowed to operate freely,

provide enough information to savers and

investors so that saving and investment 

decisions promote stability. According to 

this school of thought, business cycles are

In March 1939, during the Great

Depression, people wait in line to

receive food from a relief

program in San Antonio, Texas.



self-correcting unless misguided government

economic policies make matters worse. 

The classical formulation holds that

economies tend toward long-run stability in

employment, prices, and output, because

what is manufactured generates sufficient

income to be taken off the market. Supply

creates its own demand. Gluts and shortages

are temporary and actually perform useful

signaling functions in a decentralized, self-

regulating system that continuously adjusts

itself. Ineffective tax hikes and disruptive tin-

kering with monetary policy exacerbate the

fluctuations in business cycles. The Depression,

The duration of the peaks and

valleys of business cycles.

 Business cycle dates Duration in months

 Trough Peak Recession Expansion Cycle

    Trough from Trough to Trough from Peak from
   previous peak previous previous
   peak  trough peak

 December 1854 

 December 1858 

 June 1861 

 December 1867 

 December 1870  

 March 1879 

 May 1885 

 April 1888 

 May 1891 

 June 1894  

 June 1897 

 December 1900 

 August 1904 

 June 1908 

 January 1912  

 December 1914 

 March 1919 

 July 1921 

 July 1924 

 November 1927  

 March 1933 

 June 1938 

 October 1945 

 October 1949 

 May 1954  

 April 1958 

 February 1961 

 November 1970 

 March 1975 

 July 1980  

 November 1982 

 March 1991

 June 1857

 October 1860

 April 1865

 June 1869

 October 1873

 March 1882

 March 1887

 July 1890

 January 1893

 December 1895

 June 1899

 September 1902

 May 1907

 January 1910

 January 1913

 August 1918

 January 1920

 May 1923

 October 1926

 August 1929

 May 1937

 February 1945

 November 1948

 July 1953

 August 1957

 April 1960

 December 1969

 November 1973

 January 1980

 July 1981

 July 1990

 March 2001

 – 

 18 

 8 

 32 

 18 

 65 

 38 

 13 

 10 

 17 

 18 

 18 

 23 

 13 

 24 

 23 

 7 

 18 

 14 

 13 

 43 

 13 

 8 

 11 

 10 

 8 

 10 

 11 

 16 

 6 

 16 

 8

 30 

 22 

 46 

 18 

 34 

 36 

 22 

 27 

 20 

 18 

 24 

 21 

 33 

 19 

 12 

 44 

 10 

 22 

 27 

 21 

 50 

 80 

 37 

 45 

 39 

 24 

 106 

 36 

 58 

 12 

 92 

 120

 – 

 48 

 30 

 78 

 36 

 99 

 74 

 35 

 37 

 37 

 36 

 42 

 44 

 46 

 43 

 35 

 51 

 28 

 36 

 40 

 64 

 63 

 88 

 48 

 55 

 47 

 34 

 117 

 52 

 64 

 28 

 100

 – 

 40 

 54 

 50 

 52 

 101 

 60 

 40 

 30 

 35 

 42 

 39 

 56 

 32 

 36 

 67 

 17 

 40 

 41 

 34 

 93 

 93 

 45 

 56 

 49 

 32 

 116 

 47 

 74 

 18 

 108 

 128

U.S. Business Cycles
1854 to 2001

Note: Figures printed in red are wartime expansions (Civil War, World War I and II, Korean War, and Vietnam War), the postwar 
contractions, and the full cycles that include the wartime expansions.
Sources: National Bureau of Economic Research and the U.S. Department of Commerce, Survey of Current Business, Washington, 
D.C., Government Printing Office, 2002.
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according to the classical school, was made

much worse by the bad timing of tax

increases, cuts in the money supply, and

enormous increases in tariffs.

By contrast, British economist John

Maynard Keynes claimed that capitalism was

chronically ill. The illness predisposed the

economy toward instability in prices, output,

and employment. The sickness of capitalism

was attributable in part to the disconnected

nature of the plans of savers and investors.

Mismatches in savings and investment deci-

sions could become a source of long-term

disruption for the real economy of goods and

services and for production, distribution, and

consumption. Acknowledging some of the

self-correcting market tendencies described

by the classical school, followers of Keynes

believed that some sort of governmental

demand-management policies were required

to keep capitalism healthy. According to this

line of thinking, an optimal combination of

monetary and fiscal policy would promote

stability in the labor and financial markets

during periodic imbalances. To make good

savings and investment decisions, individuals

and businesses needed help and assistance

from the public sector.

Stocks and Cycles

An important question emerges in the course

of this argument between the classical and

Keynesian schools. What is the relationship

between stock market fluctuations and the

real economy of jobholders who make con-

sumption decisions and savers who make

investment decisions? Studies indicate stock

prices do affect consumption and investment

Experts often look to the stock

market when analyzing business

cycles. This chart shows the

activity of the Dow Jones

Industrial Average during the

Great Depression and World

War II.
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July 2, 1932
Franklin Delano 

Roosevelt 
nominated as 

Democratic Party 
presidential 
candidate

June 6, 1944
D day, the first day 

of the Allied 
invasion of 

Western Europe

October 18, 1929
Beginning of the 

stock market crash

December 7, 1941
Japan attacks Pearl 

Harbor

August 15, 1945
Japan

surrenders

Dow Jones Industrial Average
1929 to 1945



decisions, but only slightly. A 10 percent sus-

tained increase in stock market values in one

year is associated with a 4 percent increase in

consumption spending during the next three

years. The connection between investment

spending and stock values is even weaker.

Apparently, however, stock market bub-

bles matter much more. When the prices of

shares outstrip the underlying value of the

issuer, as happened in the 1990s and in

2007, it can cause serious problems in the

real economy. Stock market bubbles are the

product of unbridled optimism (reflected in

the popular misconception that recessions

are a thing of the past in the new economy),

frenzied speculation (the dot-com craze or

the explosive growth in financial engineering

and derivative investment vehicles from

2005 to 2007), or just plain “irrational exu-

berance,” as Federal Reserve chairman Alan

Greenspan asserted. Falling stock prices can

wreak havoc as workers are laid off, con-

sumption plans postponed, and investment

projects cancelled. The intoxicating euphoria

of the run-up is replaced by the hangover of

gloom and doom.

Can stock market prices predict changes

in the business cycle? The answer is uncertain.

Insofar as stock price indexes like the New

York Stock Exchange Index or the Standard

and Poor’s 500 Index accurately measure the

mood of the investment community, they may

be said to show some kind of connection

between stock market and business cycle fluc-

tuations. However, the precise connection is

unclear. Most of the American recessions since

1945 were preceded by general decreases in

stock price measures. Yet stock market prices

alone do not always predict recessions. Stock

market indexes sometimes fall sharply without

being followed by a business cycle downturn,

as was the case in 1987 when a 508-point

drop in the Dow Jones Industrial Average was

not followed immediately by a downturn in

the economy. Although the exact connection is

unclear, the general level of stock prices is

deemed important enough to be included in

the government’s top 10 leading economic

indicators that, taken together, may predict

future directions of business activity. 

The economists’ quarrel over the causes

of business cycles has become increasingly

important. Substantial differences result when

the government does little or nothing, on the

one hand, or adjusts taxes and spending levels

to mitigate the effects of a recession, on the

other. These policy choices matter a great

deal. Business cycles in the United States,

Japan, Venezuela, and the European Union

are increasingly interconnected as globaliza-

tion brings markets closer together. The

United States committed itself to achieving

full employment and stable prices in the Full

Employment Act of 1946 and in its subse-

quent amendments; dealing with the business

cycle is the law of the land. So, in addition to

being the subject of debate between econo-

mists, the roller coaster ride of the business

cycle is important to people concerned with

their jobs or with how far their paychecks will

take them during the ride.

Further Research

Irrational Exuberance

www.irrationalexuberance.com

Robert Shiller, professor of economics at Yale

University, has studied speculative bubbles in

the stock market and in real estate. This Web

site explains some of his theories and offers

links to information about his research. 

National Bureau of Economic Research

www.nber.org/cycles.html

The Business Cycle Dating Committee of the NBER

tracks business expansions and contractions

(recessions). 

—Stephen Haessler

Volatility in the stock market is

one indication of economic

dislocation.
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