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Consumer confidence is a fairly accurate predictor of
macroeconomic change. Recently, measures of con-
sumer confidence have been giving ambiguous signals
about consumer confidence and future economic
growth. The factors behind the levels of consumer con-

Sidence as of the end of September 2002 are explored

and provide insight into the determinants of consumer
confidence and its timportance as a predictor of the
economy in the future. Also, the paper illusirates how
the various aspects of consumer confidence can be used
to interpret different facets of the economy, now and in
the future.

tis alleged that Winston Churchill once said that if

you pul lwo economisls in a room, you would gel two

opinions, unless one of the two was Lord Keynes, in

which case you would get three opinions. As Milton

Friedman and Richard Nixon said (with different
meanings), “We're all Keynesians now.” The economic sil-
uation as of the end of 2002, and perhaps for some time 1o
come, is perfectly suited 1o the economist who wants 1o end
the forecast with “...on the other hand.”  Perhaps more
importantly, consumers, who account for two-thirds of all
spending, now frame their own forecasts in thal same way.
A broad range of offselling changes in economic expecta-
tions has been recorded in the Surveys of Consumers con-
ducted by the Universily of Michigan. Consumer expecta-
tions for jobs, incomes, interest rates, inflation, stock
prices, home values, and taxes, 1o name just a few, have
moved independently, and olten in opposile directions dur-
ing the past few years.

Given these divergent changes, it should be no sur-
prise that the summary measure of trends in consumer
confidence has hovered around its (ifty-ycar average.
While this middling position is hardly a positive devel-
opment, the cross-currents that now exisl among cconom-
ic expeclations do not make it unambiguously negative.
Indeed, no headline-sized summary of the current state of
consumer confidence is now possible as the more
nuanced judgments made by consumers defy easy char-
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acterization. Consumers think it’s a good time to buy vehi-
cles but not PCs, a good time to buy homes but not house-
hold durables; consumers are pessimistic about wage
growth but are oplimistic about their future finances; they
are more willing lo incur debt, yet they have also
increased their savings.

Perhaps the most surprising resull has been stability
in consumer confidence amid the steep [alloff in business
investment spending, plunging stock prices, the financial
and accounting scandals, and the terrorist attacks. Who
would have thought that businesses would be most sus-
ceptible to the irrational exuberance generated by the dot-
com craze? More importantly, who would have thought
that we would depend on consumers to provide stability to
the macro economy? For the last seven consecutive quar-
ters il has been business investment that has contracted
and consumer spending that has continuously expanded.
How long can thal last? More importantly, will it be busi-
ness or consumer spending that changes course?

An answer to this question requires an analysis of
both recent developmenls in consumer expectations as
well as the more fundamental criteria that consumers use
10 judge the performance ol the economy. Both types of
expeclalions have recently changed, and the both types of
changes will have pervasive impact on developments in
the economy during the years ahead.

Index of Consumer Sentiment

While the overall level of the Index of Consumer
Sentiment is middling, it has not lost its power as a pre-
dictor of GDP (see Figure 1, both series are shown as year-
to-year changes). Even after controlling for other variables
typically used to predict GDP, the Index of Consumer

FIGURE 1

CHANGE IN THE INDEX OF CONSUMER SENTIMENT

AND ANNUAL GROWTH RATE OF GDP
GDP Growth

Consumer Sentiment

Sentiment is a statistically significant prediclor of future
trends (Howrey, 2001). The survey indicated that the
Sentiment Index posted its fourth conseculive small
decline in September 2002. A1 86.1, the Sentiment Index
was just 4.3 Index points above the September 2001 low
and 10.8 Index points below the year-to-date high. While
the data continued to indicate that consumer confidence
remained in the middling range, the recent decline indi-
cated an even slower, but still positive, pace of growth in
2003.

Given the terrorist attacks ol September 11, 2001 and
the growing winds of war, these are hardly normal times.
The September 2002 data provided no evidence that the
prospective war with Iraq had yet had much impact.
Nonetheless, consumer confidence is vulnerable to the
same factors that surrounded the Gulf war a decade ago.
Indeed, the September 2002 level of the Sentiment Index
was nearly identical to its level in the month prior to the
invasion of Kuwait by Iraq. The sharp increase in gasoline
prices in August 1990 caused an immediate plunge in con-
sumer confidence, with the Sentiment Index falling by
twenty-five percent in just three months.

To be sure, there have heen significant developments
since 1990 that could fundamentally alter consumers’
responses to the same set of factors. Consumers have expe-
rienced repeated and temporary surges in gasoline prices as
well as repeated and successful military campaigns. While
it is impossible al this early stage to know how consumers
will respond, 1 do not think the reaction of consumers will
be as extreme as in 1990.

How a war would affect the price and availability of
heating oil and gasoline is a crucial factor. In the event of
war, it could be expectled that reducing the risks of sharp
hikes in energy prices and insuring adequate
supplies will be an objective of the U.S. admin-
istration, and raising those risks will be an
objective of Iraq. As long as the military conflict
is resolved quickly, consumers are unlikely to
view the war as having a negalive impacl on the

10% o L domestic economy. To be sure, any military set-
8% Congiinior Setifint backs in Iraq or concurrent terrorist attacks in
- - 20 the United States could significantly raise con-

| 10 sumer apprehensions and disrupt spending.

4% N Most consumers, however, expected no such
204 i\ : “.‘ FYNAT® adverse consequences as of September 2002.
gy " - -10 Needless to say, these assessments by con-

L v J L sumers can change quickly and, thus, should be

-2% carefully monitored.

, : : ' - : : ; 0 It will be consumers’ expectations for
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income and job prospecls, interest rales and
inflation, their debt burdens and changes in
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their household wealth that will have the
most lasting impact on consumer spend-

ing during the year ahead. [ discuss these
factors first and then broaden the presen-

CHANGES IN UNEMPLOYMENT EXPECTATIONS AND
THE NATIONAL UNEMPLOYMENT RATE

tation to include how consumers have
changed the criteria they use to judge the 170
performance of the economy and, in so
doing, have changed the underlying
dynamic of the economy.
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Unemployment
It is only fitting that I start with job
prospects since it was a sudden change in

110

Consumer Expectations

consumers’ expectations about jobs that

Actual Change L 3
Consumer Expectations

o1y juswAojdwaun uj sgueys

initially tilted the economy toward reces- 2

sion. It started on Thanksgiving weekend
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in 2000. At that time, there was little dis-

cussion about the economy: it was the undecided
Presidential election that dominated the media headlines.
Nonetheless, between Thanksgiving and the middle of
December, consumers came to the conclusion that unem-
ployment would signilicantly increase during 2001
because they thought that businesses were beginning to
scale back their investment spending plans. The shift in
consumer expectations was as dramatic as the subsequent
increase in the unemployment rate, which rose from just
under four percent to nearly six percent.

Consumers initially thought the worst was over by the
start of 2002, and unemployment expectations began to
improve. These gains were ultimately reversed by how con-
sumers interpreted the spreading financial and accounting
scandals. To be sure, most of their attention was initially
focused on its impact on stock prices and the evaporation
of their wealth. Nonetheless, consumers

anticipate actual changes in the unemployment rate?
Figure 2 indicates a close relationship between trends in
consumers’ expeclations and the annual change in the
national unemployment rate. Statistical analysis has docu-
mented that consumer expectations have a significant pre-
dictive relationship with the actual subsequent changes in
the unemployment rate even after controlling for other rel-
evant variables.

Unemployment expectations have an important impact
on spending decisions as well. The Michigan series on
unemployment expectations was found to be a significant
predictor of personal consumption expenditures even after
controlling for the variables typically part of consumption
models, including measures of permanent income (Carroll
and Dunn, 1997). This correspondence is shown in Figure
3, which shows the correspondence between changes in

accounting scandals would mean that

firms would be less willing to invest in
expansion and new job creation. For con-
sumers, this meant that they now antici-

UNEMPLOYMENT EXPECTATIONS AND TOTAL PERSONAL
CONSUMPTION EXPENDITURES

pated a prolonged period of slower job 160+
growth. While the loss of stock market
wealth was mainly a concern about retire-
ment, the loss of job prospects was a much
more immediale concern.

Some may doubt the ability of con-
sumers lo anticipate actual changes in the

Total Consumption
u ployment Expectations -10

national unemployment rate, and some
may be skeptical about whether con-

Consumer Expectations

sumers would actually base their spend- o
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expectations. How well can consumers
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the consumers” unemployment expectations and the annu-
al growth rate in total personal consumption expenditures.
The September 2002 data indicated that consumers
were somewhat more optimistic about job prospects, but
on balance consumers were still more likely to expect the
unemployment rate to edge upward during the year ahead.
This would be consistent with a slight slowdown in the
pace of total personal consumer expenditures in 2003.

Interest Rates

Immediately following the December 2000 increase
in consumers’ unemployment expectations, the Fed began
to lower intereslt rates. Eleven rate cuts were implement-
ed during 2001. The repeated cuts in interesl rates, how-
ever, did not have much impact on consumers’ unemploy-
menl expectations because consumers did not expect that
business investment spending would quickly respond.
Cuts in interesl rates, however, did have a substantial

HOME BUYING ATTITUDES AND NEW AND EXISTING

HOME SALES

impact on consumers’ willingness to purchase homes and
vehicles. Indeed, even as consumers became progressive-
ly more pessimistic about overall economic prospects,
their views of buying conditions for homes and vehicles
became even more favorable. Trends in these buying atti-
tudes have demonstrated a very close correspondence
with actual sales (see Figures 4 and 5). More importantly,
the recent data indicate that sales of homes and vehicles
will remain strong in 2003, although they will be margin-
ally lower than in 2002.

The prompt action by the Fed has made the downturn
as well as the upturn quite unique. Whereas in prior
recessions the housing and vehicle industries were the
first and hardest hit, these industries have done quite well
during the past two years. Correspondingly, as the recov-
ery gains strength and interesl rates rise, the housing and
vehicle industries will contribute less than usual to the
pace of the expansion. While the improved job and income
prospecls that accompany the renewed economic
strength will offset the negative impact of the ini-
tial increases in interest rates, those gains will not

60
40
20

g

-20

40

-60

Actual Sales
Home Buying Attitudes

-80

T T T T T T T T

T

1968 1971 1977 1983 1986 1989 1992 1995 1998 2001

be sufficient to propel home and vehicle sales to

ever higher levels.
20 It is worth emphasizing that the repeated cuts
[ in interest rates did not hdve an immediale posi-
tive impact on the overall level of consumer con-
T fidence. The Sentiment Index in the two weeks
B before September 9th was at the lowest level
0.0 recorded in ten years. In contrast, the terrorist
--0.5 | attacks had much less impact, as consumer confi-
1.0 dence was only marginally lower in the two weeks
|15 | after September 9th than in the prior two weeks.
20 | Inthe following months, rather than being immo-
bilized in fear, consumers were busy heading out
to the dealerships 1o purchase new vehicles at

zero interest rates. New vehicle sales set an all-
time sales record just one month after the terror-

VEHICLE BUYING ATTITUDES AND xOTAL VERlGLE ist attack. This was a remarkable confirmation of
a newfound resilience among consumers. It was
SALES / ‘
. not simply a deal too good to miss, but also
60 - Actiial Saies reflected a more fundamental change among con-
o Wshicle'Buyingiittitudos sumers in how they viewed longer term economic
prospects.
20
Inflation
o Low inflation has been the mainstay of con-
o sumer confidence. To be sure, few consumers
specifically cite the absence of inflation as a pos-
-40 - itive factor in their financial assessments.
T T T T T T T T 4 .
1970 1974 1978 1982 1986 1990 1994 1998 2002 Inflation h'dSv been too low for too lOl']g for con-
sumers to still cite its demise as a favorable fac-
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HOUSEHOLD INCOME

CONSUMER REFERENCES TO RECENT CHANGES IN

only erased the irrational
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has been recorded during the past quarter century.
This expectation of a permanently lower infla-
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' tion rate has important implications for con-

sumers’ assessments of buying conditions as well

as their personal finances. A few decades ago the
FIGURE 7 term “sticker shock” was meant to convey the

FOR YEAR AHEAD
% Better-% Worse

CONSUMER ASSESSMENTS OF INCOME PROSPECTS

feelings consumers had when they realized how
much new vehicles cost; today that same term
could be aptly used to describe the reaction of

150

140

vehicle manufacturers to how much they can now
charge. Deep discounts have become a part of
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normal business, not just for vehicle manufactur-
ers but across a wide array of industries.

There was a time when the situation was quile
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different. In that earlier era, manufacturers could
not only pass on cost increases bul anticipated
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cost increases as well. In that era ol inflationary

psychology, consumers tried to maximize their
advantage by buying-in-advance. As a strategy,

20
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I « . . . .
consumers anticipated inflation quite well (see

tor. Nonetheless, the evidence is overwhelming that low
inflation continues to have a beneficial impact on the per-
sonal prospects of consumers. This is easily seen by the
difference in how they judge trends in nominal wages and
how they judge prospective trends in real income.
Consumers’ assessments of recent income changes fell
from nearly the highest ever recorded to nearly the lowest
during the past two years (see Figure 6). At the same time,
when asked about their real income prospects, consumers
judge them at levels comparable to past all-time peaks,
with real income prospects showing only a marginal
decline during the past year or so (see Figure 7).

Perhaps the most important result from the September
survey was that consumers expected the inflation to remain
at low levels over the next five to ten years. Consumers
expected an annual rate of inflation of just 2.5 percent in
the future. This was the lowest long term inflation rate that

Figure 8), but their actions nonetheless added to
the instability of the economy. While in recent
times, consumers’ reactions to price changes have muted
the boom-bust cycles, there is a growing concern that their
actions could help push the economy into a deflationary
mode. While I judge this to be an unlikely outcome, the
current behavior of consumers would be consistent with
creating a dynamic that supports disinflationary trends in
the economy.

Performance Criteria

I rarely talk about the more fundamental changes
observed in how consumers judge the performance of the
economy. These views infrequently change and thus do
not usually play a role in near-term forecasts of consumer
spending. Without the use of some criteria or standard of
comparison, consumers could nol assess current econom-
ic developments. These standards reflect more fundamen-
tal and longer term views about the economy. These views
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the economy were a thing of the past.
Economic growth came to be seen as the

BUY-IN-ADVANCE RATIONALES AND THE CPI

CPI (Y-to-Y Percentage Change)

By-in-Advance Rationales

inevitable course.
The psychology of prosperity that
evolved became deeply ingrained. When

16%
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2% |
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Buy-in-Advance

recessions did occur, they were viewed as

- 50% only a temporary pause in the otherwise
L 40% rising tide of affluence. To cope with the
| sox downturns, some spending plans had to

be put on hold, but the postponement was
- 20% expected to be brief. Consumers’ aspira-
| 10% tions remained unchanged since they

saw little reason to revise them because

0% .
. of what was viewed as a temporary aber-
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ration in the economy.

Uncertainty and Discontent. In the

are not easily changed by current experience; indeed,
these views act as a frame of reference that people use to
interpret current developments. Nonetheless, the criteria
do change over time along with the performance of the
economy. These evaluative frames of reference are not
neutral, but directly influence how economic events are
interpreted as well as influence the behavior of con-
sumers.

There have been four distinct periods in the last fifty
years. The first was an era of optimism and confidence,
lasting from the end of World War II through the 1960s;
the second was a period of uncertainty and discontent,
which dominated the decade of the 1970s and early
1980s. The third period, starting in the mid 1980s and
lasting to the mid 1990s, was characterized by diminished
economic expectations. Finally, in the current period,
which started in the mid 1990s, consumers have again
adopted optimistic economic expectations. While the
repetitive cycle from optimism to pessimism is a charac-
teristic of these longer waves, like the shorter term cycles,
there is no fixed timing to the individual stages. More
importantly, like the shorter term cycles, these repeated
long waves provide information about what can be expect-
ed over the years ahead.

Optimism and Confidence. The decades of the 1950s
and 1960s were characterized by consumer optimism and
confidence. Rapid and sustained economic growth was
translated into rising affluence for most American fami-
lies. To be sure, the economy did occasionally experience
recessions during those decades, but they were few in
number. More importantly, recessions were increasingly
viewed as preventable. By the mid 1960s, confidence in
the government’s ability to utilize fiscal and monetary pol-
icy tools led many to believe that cyclical downturns in

decades of the 1970s and early 1980s,
rather than a source of satisfaction and confidence, the
economy became a source of uncertainty and discontent.
Economic instability was the dominant characteristic of
this time period, as the economy moved rapidly from boom
to bust, and back again. The high levels of economic aspi-
rations that were built in the earlier decades were not
quickly abandoned. In part, the persistence reflected what
was thought to be the special, and transitory, impacts from
the initial oil shocks to the economy.

Economic aspirations are not easily modified by the
twists and turns of current economic conditions. When
accomplishment meets or exceeds aspirations, a sense of
satisfaction results; when accomplishment falls short, dis-
satisfaction results. It was only after prolonged frustration
and non-fulfillment that aspirations were reduced. Thus,
for much of the decade of the 1970s, the American public
expressed widespread discontent as they still held the
economy to the high performance criteria of the earlier
decades.

Diminished Expectations. Ultimately, however, high
aspirations gave way to persistent economic adversities.
By the mid 1980s, the standards consumers used to judge
economic performance had changed. Consumer assess-
ments did not depend so much on whether the economy
was meeting its potential for growth, but whether the econ-
omy could avoid the catastrophes of the prior decade. The
focus of consumers was not the restoration of the
American Dream but to simply reduce the Misery Index
(the sum of the inflation and unemployment rates). These
changed standards affected performance evaluations
across a broad range of economic measures.

What was considered an achievable rate of economic
growth was lowered and was accompanied by widespread
accommodation to higher inflation and higher unemploy-
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ment rates. By the early 1990s real median family income
was nol appreciably higher than the level recorded twenty
years earlier. Moreover, a new sense of job insecurity
spread among workers at all skill levels and across all occu-
pations in the early 1990s. The problem was then blamed
on a failure of government economic policy to prevent any
further erosion of already diminished expectations.

Optimism Renewed. The persistence of these negative
developments made the eventual resurgence of optimism
more likely. Kconomic aspirations had been drastically
lowered, and consumers were more willing to accept fun-
damental changes in government policies. The shift from
diminished expectations to widespread optimism was not
easily or quickly accomplished. Indeed, it required the
longest economic expansion in more than 150 years. As
long as accomplishment went beyond what consumers had
anticipated, aspirations continued to rise, and a new peak
in optimism was reached in 2000.

Perhaps the most telling characteristic of the renewed
optimism was Lhat it spawned the view thal the business
cycle was finally conquered, jusl as it had in the heady
1960s. While in both periods this view was caused by an
irrational exuberance, it is nonetheless a hallmark of the
establishment of a new peak in optimism. The recent
recession has only erased the irrational aspect of this
unfounded view, not the underlying exuberance. Once
established, the prevailing sense of optimism does not
vanish at the first setback. Even war or political crisis will
not immediately erase optimism, as was demonstraled by
the inability of the Vietham War and Watergate to end the
optimism of the 1960s. To abandon optimism it would take
repeated, persistent, and widespread (ailures in the econ-
omy over a prolonged period of time. To be sure, the cur-
rent mixed performance of the economy is not likely to
change consumers’ underlying views. The weakness in the
economy is seen more as an anomaly rather than as a sys-
temic problem.

Just as the rebuilding of confidence was aided by
lower performance expectations, the shift away from opti-
mism will be facilitated by the higher standard of per-
formance recently achieved. In the former case, it was the
pleasant surprise of unexpected gains; in the current situ-
ation it will be the unpleasant realization thal expecta-
tions were too high. Indeed, expectations for the perform-
ance of the economy are now very high. There is wide-
spread agreement among consumers that the sustainable
rate of economic growth is now higher than anytime since
the 1960s, and what consumers view as an acceptable
inflation rate and unemployment rate is now much lower.

This has been convincingly demonsirated by con-
sumers’ reaclions to the recent increases in the unem-

ployment rate. Although it is still under six percent, more
consumers than ever before cited high unemployment in
recent surveys—more consumers than when the unem-
ployment rate was twice as high in the early 1980s. Fven
what would have been considered a modest inflation rate
in past years could now prompt very unfavorable reactions
among consumers. While the same can be said for higher
interest rates, il will also mean that the Fed will find con-
sumers’ spending plans even more responsive 1o smaller
changes in interest rates.

Lower performance expectations are never accepled
without complaint. They are fiercely resisted. Indeed,
consumers can be expected to be more willing 1o express
their political disfavor as the performance of the economy
falls short of their expectations. Importantly, the process
of change is slow and could take a decade to complete
even if the economy fails as miserably as it did in the
1970s and early 1980s. While this process of change has
begun, the most important impact during the next few
years will be the continued influence of the very favorable
long term expectations for the economy, even if they are
now slightly reduced from the prior peak.

Indeed, the continued willingness of consumers 1o
spend and incur debt is largely due to the expectation that
the downturn will be only a brief interruption in an other-
wise rising tide of economic growth. This does not mean
that consumers will not temporarily lower the pace of
growth in their spending, nor thal consumers will not
increase their rate of savings. The implication of these
favorable long term expectations is that they will not cul
spending as much, nor increase saving as much as they
would have otherwise done. This will make recessionary

1
Just as consumer optimism played

a key role in the development of
inflationary psychology in an
carlier era, so loo could optimism
help in the development of a
deflationary psychology.

declines less severe and shorter, but it will nol prevent
economic downturns completely.

The prevailing level of optimism, however, makes the
economy more vulnerable to excesses. Consumers have
accumulated a substantial amount of debt that would
become burdensome in the event of income declines.
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While reflinanced morlgages have added to consumers’
discretionary incomes, the higher levels of outstanding
mortgage debl is now more vulnerable to declines in home
prices. While there is no reason to expect falling incomes,
falling home prices, or further plunges in slock prices, con-
sumers are now more vulnerable to each of these reversals,
and these risks can not be easily dismissed.

Perhaps the most serious threat, but the leasl likely, is
deflation. Just as consumer optimism played a key role in
the development of inflationary psychology in an earlier
era, so 100 could optimism help in the development of a
deflationary psychology. Consumers ultimately made infla-
tion worse by trying to heal infiation by buying-in-advance,
and consumers could ultimately make deflation worse by
insisting on deep discounts before buying. Optimism is
crucial since only consumers who are optimistic enough to
expect their financial situation to remain unscathed will
actually confirm those price changes by their buying
hehavior. Of course, the actions of consumers would be
sell-defealing, as real incomes fell due 1o the price increas-
es in the prior inflationary era, and real incomes would fall
due to wage decreases in an era of deflation. Thus, the new
wave ol optimism makes it possible, however unlikely, that
dellation could become a driver of economic change just as
inflation did a few decades ago.

Summary Outlook

What do the data indicate about the near-term outlook
for consumer demand? The short answer i1s that con-
sumers will increase their spending and increase their
saving during the year ahead. The problem is that the
increase in spending will be smaller and the increase in
saving will be larger than last year. Whether the economy
continues lo stumble forward will depend on whether the
weakened strength in consumer spending will be suffi-
cienl 1o offset any continued declines in investment
spending. Clearly, the impact of the war with Traq will
have a significant impact on the economy. Unknown risks
increase uncertainly, bul do not necessarily lower the
forecast level. Until more is known about the war’s ulii-
mate cosl, the risks have widened the range but nol low-
ered the forecast.

Kven withoul a war there would be ample cause for
angst. Slow economic growth will mean fewer jobs and
smaller income gains. Unlike the usual recovery period,
characterized by strong increases in sales of homes and
vehicles, 2003’ sales levels are unlikely to show a gain
over 2002. Just as consumer spending has tempered the
recent economic downturn, trends in consumer spending
will also lemper the upturn during the year ahead. As a
resull, the strength of the recovery, as the depth of the

downturn, will depend on the pace of investment spend-
ing by business.

The shifts in the evaluative criteria consumers use to
judge the performance of the economy indicate that con-
sumer spending will continue lo support economic growth.
Whereas business investment fell victim to the irrational
exuberance of the dot-com craze and caused the reces-
sionary decline, the continued optimism ol consumers has
added strength and provided stability to the national
economy. 'The maintenance of an underlying sense of
optimism in long-term economic prospecls does entail
risks, the primary one being high levels of indebtedness.
Another more speculative concern is that it could increase
the vulnerability of the economy to deflationary forces.
Overall, the data indicate that we have just begun the
process by which people lower their performance expec-
tations to more manageable levels.

Overall, the data indicate neither a robusl recovery
nor a renewed recession. It is more likely that the overall
pace of economic growth will be slow enough, and the
divergences across industries wide enough, 10 keep two-
handed forecasts in vogue. B
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