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Making sense of economic fluctuations is a daunting task. The economy comprises

a gigantic set of interrelated assets, inputs, processes, transactions, and outputs, and its

dimensions can be and have been measured in countless ways. If we are to speak

sensibly about the economy as a whole—recognizing that almost anything we say

about the whole may not apply to various subsets of it—we must carefully choose the

variables that hold themost promise for helping us to understand its broadmovements.

Economists largely agree that net private investment is a key variable. Such

investment adds to the private capital stock (with its embodied technologies), which

makes inputs of labor increasingly productive over time—that is, net private invest-

ment (with the technological improvements it embodies) drives economic growth in

the long run. And because private investment spending varies much more than

consumption outlays (either private or governmental) in the short and medium

terms, such investment also drives aggregate fluctuations in output and employment.

When investment collapses, recessions ensue; when investment expands, so do output

and employment. Economists do not agree, however, about why private investment

varies disproportionately in the short and medium runs. Keynesians and Austrians,

for example, disagree completely about the explanation of this disproportion and

about its consequences.

My own view is broadly Austrian, which leads me to concentrate my analysis on

net private investment as the key variable in explaining aggregate booms and busts. Of

course, the Austrian view is not an “overinvestment” theory of the boom, but rather a

“malinvestment” theory derived from the recognition that rapid expansion of artifi-

cial, bank-created credit pushes interest rates below market levels and thereby encour-

ages an unsustainable volume of investment in longer-term investments. So when the

bust ultimately occurs, as it must in these circumstances, the crucial requirement for
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a return to prosperity is a reconfiguration of the distorted structure of assets, employ-

ment, and outputs that the malinvestment-driven boom has created.

Nevertheless, it is also essential for recovery that the overall volume of net

private business investment recover from its collapse during the bust—a collapse that

sometimes, as in 2009, drives net private business investment into the negative range,

where the total volume of new investment falls short of the amount required merely

to keep the capital stock intact.

In the United States, the Commerce Department’s Bureau of Economic Analy-

sis prepares the National Income and Product Accounts, which consist of hundreds

of separate but interrelated data series, including many that relate to saving and

investment. Of these series, I find it most instructive to emphasize one in particular:

net domestic private business investment.1 Unfortunately, so far as I have been able to

determine, this particular variable is reported only in current dollars, not in real

(price-level-adjusted) dollars. To deflate it, I have used here the Producer Price Index

for Final Goods, Capital Equipment (PPICPE),2 averaging the monthly values

for June and July to approximate the index value for the entire year. This shortcut

method should suffice for my purposes here because the rate of increase in the

PPICPE has been quite low in recent years.

From these data, I have constructed the following index of real net domestic

private business investment from 2005 to 2012, where the 2007 value equals 100:

2005 81

2006 98

2007 100

2008 68

2009 �26

2010 20

2011 36

2012 59

As the figures show, real net domestic private business investment reached its

recent peak in 2007 (only slightly above the level for 2006), then plunged in 2008

and dropped even more precipitously in 2009. Although it recovered somewhat

during the past three years, it remains extremely depressed relative to its previous

peak. Five years after its bust and partial recovery, real net private business investment

in 2012 remained 41 percent below its previous peak. The weakness of this investment

1. See table 5.1, line 52, at the U.S. Commerce Department’s National Income and Product Accounts web
site, http://www.bea.gov/iTable/iTable.cfm?ReqID=9&step=1#reqid=9&step=3&isuri=1&903=137;
accessed March 18, 2013.

2. The PPICPE is available at http://research.stlouisfed.org/fred2/series/PPICPE?cid=31, accessed
March 18, 2013.
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recovery—a greater weakness than in previous postwar recoveries and reminiscent

of the investment malaise of the post-1933 years of the Great Depression—surely

plays a key role in explaining why output recovery has been so slow and employment

recovery even slower in recent years.

One might concede this weakness in the recovery of net private business invest-

ment yet argue that a recovery has nevertheless been occurring, and it is only a matter

of time before full recovery is achieved and new heights attained. Quarterly data for

recent years, however, cast doubt on such confidence. For example, after advancing

smartly in the second and third quarters of 2010, net private business investment fell

during the following two quarters before resuming its advance in the second quarter

of 2011. In 2012, it fluctuated around a slightly higher level but finished lower in the

fourth quarter than it had been in any of the preceding four quarters. Such slow,

erratic recovery does not inspire confidence that we will see continued investment

recovery in 2013, much less a truly robust recovery.

Even if the recovery of net private business investment should continue, how-

ever, it is now at such a relatively low level that two years or more will be required to

bring it back to the level it attained in 2006 and 2007. If that course should be

followed, we will then stand at a level equal only to the level attained nine years earlier.

Such performance would still not signify a full recovery, however, because in a

normal, growing economy net business investment also should tend to grow. Had

the economy performed well since 2007, it would by now be generating much more

investment, not simply an equal amount, and in 2015 it ought to be generating still

more investment. The trend line slopes upward, and any level of investment needs

to be appraised relative to its trend value at that point, not relative to a previous peak.

The U.S. economy, in short, seems to be stuck in a decidedly subpar condition.

Private investors are not making the volume of investments required to propel living

standards upward at the same rate at which the economy achieved such improvements

historically for almost two centuries. Moreover, this reluctance to invest prevails

despite the enormous cash holdings that many nonfinancial corporations now pos-

sess. The current situation is not simply an artifact of wounded banks’ reluctance to

make new loans; many businesses are in a position to invest in long-term projects by

using low-cost internal financing, but they are not doing so. Something else must be

invoked to account for the bloodlessness of investors and entrepreneurs during recent

years. I have repeatedly suggested that regime uncertainty deserves serious consider-

ation in our attempts to understand the economy’s present sluggishness.3 Nothing

in the foregoing survey of real net private domestic business investment leads me to

abandon this view of the matter at this time.

3. Much recent commentary and evidence on regime uncertainty, posted by me and others, appears at The
Beacon, the Independent Institute’s group blog; available at http://blog.independent.org/?s=%22regime+
uncertainty%22&submit=go.
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