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THE BIGGEST PUZZLE: UNDERSTANDING BUSINESS CYCLES 

 
This is a final draft with citations of a presentation made by Jessica Einhorn, resident Senior 
Adviser at Rock Creek, on October 16, 2017. 
 
I. Introduction 
 
The global economy is stronger than many would have expected. For the first time in a decade, 
all 45 countries tracked by the Organisation for Economic Co-operation and Development 
(OECD) are expected to grow in 2017.1 Currency markets move in response to expectations of 
tightening by central bankers responding to growth, while the central banks adjust their 
guidance to alleviate concerns. Confidence is high.  In the U.S., we are now in the ninth year of 
slow but steady increases in GDP, which begs the questions when will the downturn begin, and 
how steep will it be? 
 
The pattern of growth and decline of the economy is called the business cycle and it is the 
central puzzle in economics, challenging micro and macro economists alike.  
 
My goal in this paper is to review the history of both theory and data on the business cycle. I 
find it to be a rich and fascinating story. There is no unified theory and no single model has yet 
been created to forecast turndowns. The work of John Maynard Keynes marked a turning point 
in what variables to focus on, with fiscal models following in his footsteps and monetary models 
arguing against his policy stance.  
 
I was lucky to come across a highly readable and encompassing book by Professor Todd Knoop 
at Cornell College in Iowa.2 He wrote the book for his undergraduate students who were not 
mathematically inclined. Knoop’s book will win no prizes but it is a gift to educators and layman 
readers. For this discussion, I rely heavily on notes from his book. My bibliography of reading 
also includes several outstanding papers published by the National Bureau of Economic 
Research (NBER). In particular, Victor Zarnowitz is highly regarded for his books and many 
papers on the topic. But I admired the way in which Knoop’s volume managed to encompass the 
full menu of ideas, both historical and current.  
 
Knoop’s overarching premise is that “nothing improves understanding of how markets and 
macroeconomics works more than economic downturns.”3 Recessions and depressions are as 

                                           
1 Zumbrun, Josh. “Global Economies Grow in Sync”, The Wall Street Journal, August 23, 2017, https://www.wsj.com/articles/global-
economies-grow-in-sync-1503507503  
2 Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 
2015. 
3 Ibid. 3. 

https://www.wsj.com/articles/global-economies-grow-in-sync-1503507503
https://www.wsj.com/articles/global-economies-grow-in-sync-1503507503
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close as economists can get to scientific experiments. The Great Depression was the trigger for 
economics moving from micro to macro, with Keynes at the fulcrum. Knoop has three organizing 
questions: 
 

1. Why are there periods of negative growth? 
2. What brings about a depression rather than a recession and can we count on avoiding 

depressions in the future? 
3. Can government policies help moderate or prevent downturns or are they, in fact, the 

cause and not the solution to recessions?  
 
There is no consensus on causes of recessions. Take one example: the recession of 1990-1991, in 
the wake of the Gulf War. Was it caused by a decline in DEMAND when consumer confidence 
was hit by the shock of war, or was it caused by the decrease in money supply by the Fed to 
ward off inflation from increased oil prices? Or was it caused by a decrease in oil SUPPLY when 
the key commodity was only available at high prices, or perhaps the delayed effects of the tax 
increases and government regulations adopted in the late 1980’s? 
 
Recessions have real world effects, hurting the poor and vulnerable the most. Suicide and 
homicide rise, poverty increases, divorce rates increase, birth rates decline, labor skills decline 
leading to declines in productivity, and the clustering of manufacturing can lead to whole 
communities being destroyed.4 If we could prevent them, the world would be a very different 
place.  
 
II. How do we mark the business cycle? 
 
You might be surprised to learn that the definition and marking of business cycles is a task that 
is formally handled by the “Business Cycle Dating Committee” of the NBER. A recession occurs 
when a “significant decline in economic activity spreads across the economy and can last from a 
few months to more than a year.”5 The peak is when GDP reaches its highest level before 
decline and the trough is the lowest level before it begins to rise. Waiting for data means you 
can only declare the recession months after it has begun. A depression is informally considered 
a drop of more than 10%, which has not been experienced since the 1930’s.  
 
The leading and lagging indicators of downturns are derived from experience and are often 
reported in the financial press. One important technical note is that “to calculate the cyclical 
component of macroeconomic data, the movements consistent with trend behavior must be 

                                           
4 Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 
2015. 5. 
5 Ibid. 12. 
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subtracted out of the data we collect.”6 This is called detrending7 the data. Business cycles are 
not cyclical and detrending is how you determine the leading and lagging indicators. The 
standard approach is to use thirty quarters (7.5 years) because this has measured out as the 
average length from trough to trough of a business cycle.8 
 
Knoop comes up with seven basic business cycle facts: 

1. Business cycles vary a lot in size and duration. 1980-81 was short but steep, lasting only 
six months, follow by an expansion of 12 months. The longest recession was 1933-37, 
lasting 43 months. While the longest expansion ended in 1981 after ten years (121 
months). That is the one we are tagging now.9 

2. Business cycles are not symmetrical. In the U.S., expansions are twice as long as 
recessions but the downturn is steeper than the slower growth in the upturn. This is 
more or less the general rule across countries.  

3. Business cycles have moderated over time; recessions are shorter and expansions 
longer. 

4. The data is dominated by the declines of the Great Depression and the bounce back of 
World War II.  

5. The components of GDP (consumption, investment, government spending, and net 
exports) are more volatile than GDP overall. Investment, durable consumption and 
exports are more volatile. Non-durable consumption, government purchases, and 
services are more stable.10 Investments account for more than 75% of the change in 
GDP in recessions and investment is the leading indicator of business cycle turning 
points.11 

6. There are big changes in the labor market during recessions. Unemployment is 
countercyclical. It goes up with declines in economic activity. But real wages are not 
consistently correlated because inflation is not well correlated with the cycles.  

7. Finally, business cycles are more severe in less-developed economies than in wealthier 
countries.  

 
With the present run-up in prices in the stock market, it is important to note that stock prices 
are much more volatile than GDP. So stock prices can give false signals. All the financial press 

                                           
6 Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 
2015. 16. 
7 Detrending is dicey and relies on one of two assumptions. Either you assume the trend is constant but not necessarily linear. Or 
you assume the trend follows a moving average. But the trend period is crucial to the moving average—five years is a lot more 
volatile than ten. That means that the cyclical movements in GDP will be LESS variable for 5 years than for ten years because we are 
subtracting more in the detrending. (Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from 
Boom to Bust. Santa Barbara: Praeger, 2015. 16-17.) 
8 Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 
2015. 17-18. 
9 Ibid. 18. 
10 Ibid. 21. 
11 Ibid. 22. 
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about the current market highs cannot be relied on as a signal of GDP direction. They reflect 
consumer confidence, another highly volatile factor.  
 
III. Early economic theories on the business cycle 
 
Early theories on the business cycle, before the Great Depression, focused on micro factors and 
did not aggregate into a macro failure. For example, economists saw cycles in agricultural 
production, with names like the “sunspot” theory and the “cobweb” theory (farmers plant what 
grew well the year before). Thomas Malthus belongs within this group.  
 
There were also monetary theories of cycles under the gold standard, as it worked its way 
through the trade balance, causing demand to be constrained. And there were household 
consumption theories, under which households save more of their income as income rises.  
 
The Classical model, based on concepts of  Adam Smith, David Ricardo, Jean-Baptiste Say and 
John Stuart Mill, rested on three assumptions: 1) There was perfect competition in all markets; 
2) decisions were made on the basis of real prices (no money illusion);  and 3) the economy is 
based on one set of preferences encompassing everyone. Elegant, but wrong on all three 
counts.  
 
In these models, demand only determines prices, which are constant in real terms. Supply 
factors are more important, affecting labor, capital, and technology. The Classical principle, 
known as Say’s Law, is that supply creates its own demand.12  Business cycles were not caused 
by permanent changes in supply; they were the outcome of government actions such as 
changes in taxes or regulation. This is the basis of the “laissez-faire” approach that prescribes 
letting the markets function without government intervention.  
 
And then came John Maynard Keynes.  
 
IV. Keynes and Keynesians 
 
Keynes created macroeconomics by aggregating all the factors in an economy and positing the 
first quasi-general equilibrium model including goods, labor, money, and bond markets. He 
found the classical model argument, that all unemployment was voluntary, to be offensive and 
insulting, as well as false. He thought consumption and government demand were not 
inherently unstable, but that investment demand is unstable because it depends on financial 
markets, which are subject to true uncertainty. People have no basis on which to predict the 
future so one cannot really speak of risk. The business cycle is the outcome of Keynes’ famous 

                                           
12 Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 
2015. 44. 
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‘animal spirits,’ whereby expectations create instability in asset markets, investment, and 
aggregate demand.13 When output falls below the potential of the economy, full employment is 
undercut. So for Keynes, changes in expectations create downturns and government needs to 
stabilize demand through monetary or fiscal policy. But he goes on to eliminate monetary 
instruments because of the danger of the “liquidity trap,” when interest rates fall too far. That is 
the logic that leads to deficit financing to smooth out the business cycle.  
 
After Keynes, there was an explosion of research by young economists who sought to bring 
theoretical discipline to Keynes’ writings, and to elaborate a formal Keynesian theory. You may 
recall the IS/LM model from school days, in which supply is a horizontal line and it is all about 
demand. Other models focus on consumption more than investment and thus deflect attention 
from the financial markets. In the monetary area, there was the Phillips Curve, with a negative 
relationship between inflation and unemployment (which proved to be wrong empirically). 
 
In 1988, Alan Blinder defined Keynesian economics via five principles:14  

1. Aggregate demand is volatile and is the source of business cycle fluctuations; 
2. In the short run, output and employment are more volatile than prices and wages, 

which are “sticky”; 
3. Following a recession, the return to potential output takes place very slowly; 
4. Monetary and fiscal policy can be used to stabilize output; and 
5. Keynesians are more worried about high unemployment than high inflation.  

 
As Knoop puts it, “Keynes so clearly defined the issues relating to the debate that all of the work 
on business cycles since The General Theory can be thought of as a critique of his and his 
followers’ influential models of what causes recessions and depressions.”15 
 
V. Critics of the Keynesians 
 
Austrian Economics was the name given to one group of critics who were skeptical of models 
and quantitative approaches to business cycles. Economists like Joseph Schumpeter and Fredrik 
Hayek believed that the individual is the unit of account, not some representative agent of all; 
that a lack of information is at the heart of the discipline; and that capitalist economies evolve 
over time due to factors like technology. “According to the Austrians, one of the primary failures 
of mainstream economics is that it assumes that if something is not calculable, it does not 
exist.”16 
 

                                           
13 Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 
2015. 54. 
14Ibid. 65. 
15Ibid. 66. 
16 Ibid. 69. 
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Monetarists like Milton Friedman took a very different view and elaborated so-called new 
classical models based on a similar idea that perfect information does not exist and that 
governments cause problems rather than provide solutions. Instead of having central banks 
manage money supply, Friedman recommended the adoption of a money growth rule that 
would avoid policy swings and stabilize growth. Inflation should be kept low and steady.  
 
Like the Austrians, monetarism did not hold up against empirical reality but the monetarists did 
make major contributions to modern business cycle theory by focusing on the role of the central 
bank, and positing a “natural rate” of interest, which is the real rate of interest that would hold 
when the economy fulfilled potential GDP. They argue that expectations can undermine policy 
actions, noting that people with rational expectations will anticipate central bank actions, 
thereby nullifying their efforts to affect outcomes. They noted the difference between 
controlling real versus nominal rates. Overall, they were casting light on the destabilizing 
potential of stabilization policy.17 
 
Another set of models are called “Real business cycle” models, which depend on changes in 
supply, not changes in demand. For example, there are supply side models that respond to 
productivity shocks such as the oil price shock, technology, government actions (taxes, 
regulations), wars or natural disasters, or demographic changes. Microeconomics is back in the 
picture.  
 
Knoop summarizes neatly: “New Keynesian models borrow the concepts of market failure and 
price inflexibility from Keynesian economics, the natural rate hypothesis and a focus on 
monetary policy from monetarist economics, the concept of rational expectations from the 
rational expectations model, and a belief in the importance of developing models with 
microeconomic foundations from real business cycle models.”18 Together they are striving to 
explain why markets are not perfect, and the role of market failures in business cycles.  
 
VI. Globalization and Financialization 
 
For 50 years after Keynes, economists sought to explain business cycles through approaches 
that saw financial instability as a byproduct or symptom of business downturns, not a cause. 
(p.145). But in those decades the financial sector share of GDP rose to 9% by 2013. Globalization 

                                           
17 “Economist Robert Gordon has referred to the rational expectations model as economics in which theory proceeds with 
impeccable logic from unrealistic assumptions to conclusions that contradict the historical record. “ (Knoop, Todd A. Business Cycle 
Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 2015. 110.) 
18 Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 
2015. 128. 
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was financialization of the global economy.19 Indeed, over the past 100 years, credit cycles have 
been important in all the financial crises.20  
 
At the end of our tale, economics makes room for the human factor, which defies scientific 
predictions. The Nobel-prize-winning team of Amos Tvarsky and Daniel Kahneman drew 
attention to how human beings make decisions. Kahneman’s famous book, Thinking, Fast and 
Slow, explained how much decision-making is intuitive and not rational. The intuitive decisions 
are subject to personal biases based on experiences and on predilections. Losses weigh more 
heavily than gains, information we know counts more than what we could look up, hindsight 
determines hunches, people generalize from their own small sample, we are too confident in 
the highly probable and discount the tails, and the list goes on. 
 
This brings us to the last set of models, which take into account the behavioral factors. Knoop 
divides these into beliefs-based theories and fundamentals-based theories. In the first category, 
he places Charles Kindelberger, who has written widely about debt-financed speculation, with 
herd behavior (shared beliefs) leading to mania (asset bubbles), and then panic and busts. 
Knoop identifies “financial innovations as the trigger for the booms that precede asset busts and 
banking crises.”21 
 
In the fundamentals-based models, triggers encompass negative shocks to the profitability of 
banks or the ability of borrowers in our increasingly leveraged societies to make timely 
payments. Inflation, deflation, recession, exchange rates, higher interest rates, and sovereign 
debt crises can all be triggers.  
 
But there are no perfect solutions. “The most important protective measure is to enact prudent 
financial regulation that allows for sensible credit growth but that prevents reckless booms in 
credit and ballooning asset prices that fuel short-term economic surges but eventually lead to 
financial busts and prolonged recessions.”22 Prudent, sensible, reckless; how do we implement 
that? Independent central banks are part of it and the rest is up to the electorate. Respected 
figures have stated their conviction that the Great Depression could not recur because we have 
learned from history. But if our political leaders have not shared in that learning, then the risks 
elevate.  
 
 
 
 

                                           
19 Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 
2015. 147-148. 
20 Fischer/Minsky model, Bernanke/Gestler 
21 Knoop, Todd A. Business Cycle Economics: Understanding Recessions and Depressions from Boom to Bust. Santa Barbara: Praeger, 
2015. 172. 
22 Ibid. 174-175. 
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VII. This time it is different 
 
It is natural that whenever the growth part of the business cycle is prolonged, there will be some 
economists or pundits who argue that this time it is different—no downturn coming. But like the 
man who jumps from 50 stories and calls out as he passes the twentieth floor, “so far so good,” 
the end is probably nigh.  
 
Victor Zarnowitz was a leading scholar on business cycles, indicators and forecasting. His 
biography is marked by the tragedies of the 20th century, having been born in Poland, fled to 
escape the Nazis, and then imprisoned by the Soviets and worked in a Siberian labor camp. After 
World War II, he earned his PhD in Heidelberg and then came to U.S. Given the role of economic 
conditions in paving the way for Hitler, Zarnowitz appreciated the devastating consequences of 
sharp deteriorations in economies. He published many books and articles.  
 
In 1998, Zarnowitz published an overview essay called “Has the Business Cycle Been Abolished?” 
for the NBER.23 He wanted to remind people that good times lead to excess optimism but any 
belief that downturns can be permanently avoided is both “ahistorical and atheoretical.” He 
described an environment in which “optimism that prosperity will prevail for a long time if not 
indefinitely…appears to be enjoyed in the United States today.” 24 Errors in forecasting come 
from an “underestimation of change”, which is systematic. In their optimism, commentators 
look for “new structural and technological changes such as globalization, computer revolution, 
etc.,” which could “alter the dynamics of market economies drastically and completely.”25  
Economists favor “single shock theories” that look to a current event (like an oil price shock) to 
explain a downturn. But Zarnowitz’s life work sustains his belief, articulated in the working 
paper summary, that the “older emphasis on movements in the growth of demand, money and 
credit, profits and investments deserves a revival.”  
 
Almost twenty years later, it seems as if history may be repeating itself, though wise voices 
point out the pitfalls of believing that this time is different. James Mackintosh marked the tenth 
anniversary of the global financial crisis by noting investors’ complacency in an environment 
where inflation is low, equities are at high multiples, volatility is extraordinarily low, profit 
margins are high, and corporate leverage is high, with the spread between junk bonds and 
Treasuries at its lowest since 2007. Still, it is tough to stand in front of a herd and Mackintosh’s 
conclusions are muted. All he can say is that “it makes sense to be more cautious than usual.”26  
 

                                           
23 Zarnowitz, Victor. “Has the Business Cycle Been Abolished?”, NBER Working Paper No. 6367, National Bureau of Economic 
Research, October 1998, http://www.nber.org/papers/w6367  
24 Ibid. 3. 
25 Ibid. 5.  
26 Mackintosh, James. “Today’s Financial Crisis: We Forgot the Financial Crisis of 2007”, The Wall Street Journal, August 10, 2017, 
https://www.wsj.com/articles/the-financial-crisis-of-2017-we-have-forgotten-the-financial-crisis-1502366400  
 

http://www.nber.org/papers/w6367
https://www.wsj.com/articles/the-financial-crisis-of-2017-we-have-forgotten-the-financial-crisis-1502366400


 

 
1133 Connecticut Avenue N.W. | Washington, D.C. 20036 | Telephone: (202) 331-3400 | Facsimile: (202) 331-3420 

 
9 

 
VIII. Where are we now? 
 
 In the 21st century, the watershed economic event was, of course, the crash of 2007-2008. 
Emanating as it did from innovations in the mortgage market, attention shifted to the effects of 
the “financialization” of modern economies. The term refers to the growth in the size of the 
financial sector in GDP.  
 
In 2016, the NBER published a working paper by Oscar Jorda, Moritz Schularick, and Alan Taylor 
entitled “Macrofinancial History and the New Business Cycle Facts.”27 The authors collected an 
impressive amount of data to demonstrate the effects of leverage and financialization on the 
incidence of downturns in the economy. Private credit in advanced economies doubled relative 
to GDP between 1980 and 2009, going from 62% to 118%.28 Mortgage lending accounted for the 
lion’s share, reaching 70% of GDP by 2010.  
 
The authors contend that the ratio of private credit to income and wealth is an excellent 
indicator of economic fragility. Higher leverage correlates with less volatility but more severe tail 
events. As they put it, “leverage may expose the system to bigger, rare-event crashes, but it may 
help smooth more routine, small disturbances.”29 Credit markets allow for more borrowing 
when times are good. But when the economy slows and the financial sectors need to de-risk, 
the deleveraging will amplify the downturn, as credit availability constricts.  The increase in 
leverage is “associated with more spectacular crashes and worse tail events.”30 
 
Valerie Ramey is an outstanding scholar in business cycle economics today. Her 2016 NBER 
Working Paper entitled “Macroeconomic Shocks and Their Propagation”31 is a comprehensive 
review of the most recent literature on the role of macro shocks in bringing about economic 
downturns. Her work is really epistemological, looking at the nature of research and areas of 
progress as a result of mathematical innovations. I mention it because she is really at the 
frontier of business cycle economics.  
 
Ramey surveys all the literature on “shocks” emanating from monetary policy, fiscal policy and 
technology. She begins with John Cochrane’s findings in 1994, in which he found that none of 
the popular candidates for business cycles was proving empirically correct and worried that we 
economists would simply remain “ignorant” of the causes of downturns. She then turns to the 

                                           
27 Jordà, Òscar, Schularick, Moritz and Taylor, Alan M. “Macrofinancial History and the New Business Cycle Facts”, NBER Working 
Paper No. 22743, National Bureau of Economic Research, October 2016, http://www.nber.org/papers/w22743  
28 Ibid. 7. 
29 Ibid. 47. 
30 Ibid. 44. 
31 Ramey, Valerie A. “Macroeconomic Shocks and Their Propagation”, NBER Working Paper No. 21978, February 2016, 
http://www.nber.org/papers/w21978  
 

http://www.nber.org/papers/w22743
http://www.nber.org/papers/w21978
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“methodological innovations” that have allowed for further exploration and insight. It all sounds 
pretty dry, I know. But if Knoop’s book is the ideal layman’s review, Ramey’s paper is the guide 
to more mathematically inclined investment managers who seek to forecast future asset price 
fluctuations. A shock is an exogenous event that is uncorrelated to other events and that has a 
“meaningful economic impact.”32 
 
Ramey finds that because monetary policy has become much more rules based and systematic, 
“true monetary policy shocks are now rare.”33 
 
On fiscal shocks, she finds that for some models “anticipation effects” from expectations of 
changes in government spending or taxes can be significant. “News” drives fluctuations. (p. 68)  
 
Similarly, in the non-policy area, she concludes that “one of the shocks that seems to be most 
promising both for generating business cycle co-movement and for contributing significant 
amounts to the variance of output is the shock that captures news about investment-specific 
technological change.”34 Other potentially important shocks for further research include oil 
shocks, credit shocks, and labor supply shocks. It is a superb work as long as we do not forget 
Zarnowitz’s warnings against relying only on observable shocks for a sign of a turndown.  
 
The last word goes to Nobel Prize winning economist, Joseph Stiglitz, who has enriched our 
understanding with his insights into how imperfect information can skew economic outcomes.  
 
In September 2017, Stiglitz published two working papers at the NBER. The first paper is entitled 
“Structural Transformation, Deep Downturns, and Government Policy.”35 It is short and very 
readable. His purpose is to look beyond the business cycle recessions to the episodic great 
structural changes, such as the move from manufacturing to service sector dominance in recent 
times.  
 
Stiglitz looks beneath the surface of the 2008 crisis and finds that globalization along with 
growth in productivity meant that there was a decrease in global manufacturing jobs at the 
same time that the US decreased its share of the total. The longer lasting problem was a 
decrease in demand because of a “failure to advance on the necessary structural 
transformation,” from a manufacturing economy to a service sector economy.36 People need 
new skills, they need to move to new locations, and they need income support as them make 
that transition. Stiglitz calls this industrial policy but not in the sense of state planning.  He notes 

                                           
32 Ramey, Valerie A. “Macroeconomic Shocks and Their Propagation”, NBER Working Paper No. 21978, National Bureau of Economic 
Research, February 2016, http://www.nber.org/papers/w21978, 5.  
33 Ibid. 46. 
34 Ibid. 80. 
35 Stiglitz, Joseph E. “Structural Transformation, Deep Downturns, and Government Policy”, NBER Working Paper No. 23794, National 
Bureau of Economic Research, September 2017, http://www.nber.org/papers/w23794  
36 Ibid. 9. 

http://www.nber.org/papers/w21978
http://www.nber.org/papers/w23794
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“all countries have industrial policies, hidden in the tax code or various aspects of the legal code. 
Markets don’t exist in a vacuum; they have to be structured, and inevitably, how they are 
structured affects resource allocations.”37 Fiscal policy is not enough to remedy a structural 
downturn; the government must confront the employment obstacles that impede recovery.  
 
Stiglitz’s second paper is entitled “Where Modern Macroeconomics Went Wrong.”38 It is a 
devastating critique of the complex model known as the DSGE model (dynamic stochastic 
general equilibrium) as it has been used to study alternatives to policy decisions. Stiglitz 
proposes alternative models that will improve our understanding of major downturns and 
describes how to respond to them in ways that take account of income inequalities and 
distributional effects. It is a technical piece, which merits the attention of financial model 
builders and users. 
 
 
IX. Challenge to asset managers 
 
 Writing in August, Alan Blinder noted that the current expansion is celebrating its 100th birthday 
measured in months. But he asks his readers to remember that “economic expansions don’t die 
of old age.”39  Very concisely, Blinder reviews the causes and duration of historic recessions and 
finds none of them germane to the present economic outlook. He concludes: “What’s left on the 
worry list? Every once in a while, for reasons that become obvious only after the fact, something 
shakes consumer confidence or business confidence, causing spending to plummet. When that 
happens, a recession is all but inevitable.”  
 
On the same August day, the Financial Times ran a “Big Read” entitled “The perils of calling the 
peak in the equities bull run.”40  The worry is in the air.  
 
The current expansion began in June 2009, which makes it close to the longest since World War 
II. The U.S. economy has never grown for more than a decade without a recession.41 Real U.S. 
GDP growth was revised down to 1.2% for the first quarter but the Department of Commerce 
report for the second quarter is that real GDP increased at an annual rate of 3.1% for the second 
quarter.42 The third and fourth quarters will, of course, reflect the recent hurricanes and the 

                                           
37 Stiglitz, Joseph E. “Structural Transformation, Deep Downturns, and Government Policy”, NBER Working Paper No. 23794, National 
Bureau of Economic Research, September 2017, http://www.nber.org/papers/w23794, 9. 
38 Stiglitz, Joseph E. “Where Modern Macroeconomics Went Wrong”, NBER Working Paper No. 23795, National Bureau of Economic 
Research, September 2017,  http://www.nber.org/papers/w23795  
39 Blinder, Alan S. “More Sunny Days Are Likely Ahead for the U.S. Economy”, The Wall Street Journal, August 16, 2017, 
https://www.wsj.com/articles/more-sunny-days-are-likely-ahead-for-the-u-s-economy-1502924290  
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positive effects of recovery in the aftermath. As we currently stand, we are far from seeing the 
next recession.  
There are other anomalies in this business cycle. Inflation confounds the Fed, as the output gap 
falls and unemployment declines below what we recently considered the “full employment” 
level. These would imply central bank tightening but with inflation so low an important trigger is 
absent. As for growth, GDP growth hinges on productivity increases, which remain below the 
buoyant levels of the post WWII period. The new normal is substantially lower and “despite glib 
talk about ‘pro-growth’ economic policies, productivity growth is something over which 
governments have very little control.”43  
 
X. Conclusion 
The business cycle puzzle is far from solved. While understanding business cycles is key to 
managing assets, the cycle and its anomalies can provide only context – but not guidance – 
about the peaks and troughs. That is why the asset management industry exists. Judgment 
matters. For investors, the central question remains:  how long will this expansion last and what 
will provoke the inevitable next downturn? Each model represents a choice about what factors 
are most important to weight. What goes in determines what comes out.  
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The information contained herein is for the recipient’s exclusive use only, and may contain information that is 
proprietary, constitutes a trade secret, and/or is subject to copyright.  This information is confidential and may not be 
reproduced, distributed, copied or used for any other purpose.   It cannot be disclosed to any third party or used for 
any purpose unrelated to the investor’s investment portfolio.  By accepting such information, the recipient agrees that 
it will, and it will cause its directors, partners, officers, employees and representatives, to use such information only to 
evaluate its potential interest in the securities or services described herein and for no other purposes.  By accepting 
such information, recipient agrees not to divulge any such information to any other party.  It may not be reproduced, 
distributed, copied or used for any other purpose unless specifically authorized in advance by The Rock Creek Group, 
LP.   
 
This note reflects the opinions and views of persons who are not employees of Rock Creek.  Such opinions and views 
are their own and do not necessarily reflect the views of The Rock Creek Group. 
 
This note is intended only to facilitate your discussions with Rock Creek; it is not intended to be used as a general guide 
to investing, or as a source of any specific investment recommendations, and makes no implied or express 
recommendations concerning the manner in which any client’s account should or would be handled, as appropriate 
investment strategies depend upon the client’s investment objectives. Information included herein may be provided to 
discuss general market activity; industry or sector trends; or other broad-based economic, market, or political 
conditions.  Discussions herein concerning general economic conditions and political developments are not intended to 
be used as a general guide to investing, or as a source of any specific investment recommendations, and Rock Creek 
makes no implied or express recommendations or warranties concerning the manner in which any account should or 
would be handled, as appropriate investment strategies depend upon the investor’s unique investment objectives.  As 
such, the information contained herein has been prepared solely for general informational purposes.   
 
Information contained herein includes information that has been prepared by independent third parties and made 
publicly available.  Rock Creek has not verified and is not liable or responsible for the completeness or accuracy of such 
information.  Accordingly, neither Rock Creek nor any of its affiliates or employees makes any representation or 
warranty, express or implied, as to the accuracy or completeness of the information contained herein and nothing 
contained herein shall be relied upon as a promise or representation as to past or future performance.  Past 
performance is not indicative of future performance.  
  
Any opinions, forecasts, assumptions, estimates and commentary herein are made only as of the dates indicated, are 
subject to change at any time without prior notice, and cannot be guaranteed as accurate.   Additionally, the 
information herein may not be current. Rock Creek has no obligation to provide any updates or changes to any such 
opinions, forecasts, assumptions, estimates, and commentary or to any data or information contained herein.  
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