
President Franklin D. Roosevelt took office on 
March 4, 1933, during the worst economic crisis 
in American history. In the time since the stock 

market crash in October 1929, the Dow Jones Industrial 
Average had lost nearly 90 percent of its value. The crash 
was followed by a series of bank runs and closures that 
upended the normal channels of commerce. Roughly a 
quarter of the working population was unemployed at 
the time of Roosevelt’s inauguration. Americans were 
uncertain and afraid about what would happen next. 	

It was this fearfulness that Roosevelt focused on in the 
opening lines of his inaugural address, uttering what has 
become one his most famous quotations: “The only thing 
we have to fear is fear itself.” Under a gray, rainy sky, he 
urged Americans not to succumb to “nameless, unreason-
ing, unjustified terror which paralyzes needed efforts to 
convert retreat into advance.” Eight days later, in the first 
of his many fireside chats, Roosevelt again called on the 
public to “unite in banishing fear.”

Over the decades, economists have pointed to many 
different factors to explain both the duration and severity 
of the Great Depression. In their 1963 monetary history of 
the United States, Milton Friedman and Anna Schwartz 
blamed the contraction largely on policy missteps by the 
Fed, an explanation that economists and central bankers 
today have embraced. But Roosevelt clearly believed that 
the mood of the public mattered too.

While economists have sometimes been criticized 
for modeling people as coldly rational utility maximizers  

— homo economicus — they have long recognized that 
feelings and beliefs influence decisions in ways that 
matter for the economy. In the 1930s, John Maynard 
Keynes popularized the term “animal spirits” to describe 
the emotions that sometimes drive the decisions of eco-
nomic agents. More recently, Nobel Prize-winning econ-
omist Robert Shiller wrote in his 2019 book Narrative 
Economics that “if we do not understand the epidemics of 
popular narratives, we do not fully understand changes in 
the economy and in economic behavior.”

Unfortunately, measuring the effects of changes in 
animal spirits or “sentiment,” as it is often called by econ-
omists today, has proven difficult. Does an increase in 
consumer and business pessimism change spending and 
investment behavior in ways that contribute to a down-
turn? Or are changes in sentiment merely a reflection of 
changes in the fundamentals that drive the economy, such 
as unemployment and productivity? That is, do changes in 
sentiment move the economy or the other way around? Or 
both? The answer matters for how economists interpret 
changes in consumer and business confidence and how 
policymakers respond to those changes. 

When Moods Strike
On paper, the economy in recent years has been doing 
very well. Unemployment is the lowest it has been in half 
a century, GDP has grown at a healthy pace over the last 
decade, and inflation remains low and stable. At the same 
time, business leaders are increasingly pessimistic about 
the future. As the current expansion passes its 10th year 
— the longest in American history — some feel another 
recession must be around the corner, and they are pre-
paring accordingly. Could fear of a recession become a 
self-fulfilling prophecy?

The ability of changes in confidence to directly influ-
ence the economy seems intuitive. Consumers who are 
nervous about their future employment or worried that an 
imminent stock market correction would wipe out a sub-
stantial chunk of their savings might be reluctant to make 
big purchases and take on new debt. The resulting fall in 
consumption would then lead to an economic contraction 
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that validates consumers’ worst fears. Likewise, 
businesses worried about changes in regulations 
or the failure of a hoped-for trade agreement 
might be reluctant to invest in new projects, 
driving down productivity across the economy.

These correlations are readily apparent 
in the data. Changes in the University of 
Michigan’s Consumer Sentiment Index, which 
surveys consumers about where they think 
the economy will be a year from now, gen-
erally track changes in consumer spending. 
(See top chart.) Likewise, the Conference 
Board’s CEO survey, the Measure of CEO 
Confidence, largely moves in sync with busi-
ness investment. (See bottom chart.) There is 
even evidence that seasonal changes in stock 
market returns are correlated with the change 
in daylight hours from summer to winter. It 
seems that stockbrokers get SAD (seasonal 
affective disorder) too. 

But as economists are fond of saying, cor-
relation does not necessarily mean causation. 
Identifying causal links between mood and the 
market is tricky. That’s because there may be 
some other factor influencing changes in both.

“You have to find things that are correlated 
with sentiment but not with economic fun-
damentals,” says Jess Benhabib of New York 
University.

In a 2019 article, Benhabib and his co-author 
Mark Spiegel of the San Francisco Fed identi-
fied presidential election results as a clean way 
to measure the effects of changes in sentiment. 
They reasoned that voters who backed the win-
ning candidate would be more optimistic about 
the future than voters who chose the loser. To 
proxy for voter party affiliation, they used the party affil-
iation of each state’s congressional representatives. After 
controlling for other variations between states, Benhabib 
and Spiegel found that economic activity increased in 
states with more representatives from the same party as 
the winning presidential candidate.

Another study used data from an Australian consumer 
sentiment survey that also asked respondents about their 
voting intentions. Like Benhabib and Spiegel, the authors 
of that study found that election results had an effect on 
consumer sentiment that spilled over into consumption 
behavior. Voters who backed the winner were more likely 
to go out and make big purchases, like buying a car, than 
voters who backed the losing candidate.

Of course, it is possible that election results have a 
direct effect on the economy as well, which would make 
it unsuitable for isolating the causal effects of sentiment. 
Benhabib and Spiegel cite evidence that election results 
don’t appear to be related to changes in local economic 
outcomes based on political support. But it is hard to fully 

disentangle the effects. Still, Benhabib argues that recent 
recessions provide additional evidence of the direct role 
that sentiment plays in driving economic activity.

“When you look back in history, there are downturns 
in the economy where it is hard to identify a fundamental 
shock as the cause,” he says.

Beliefs and Business Cycles
One downturn that seems hard to explain without sen-
timent is the 1990-1991 recession. Real business cycle 
theory, which became the de facto way of understanding 
movements in the overall economy in the 1980s, argues 
that recessions are caused by shocks to fundamental 
factors in the economy, such as productivity. Writing 
in the American Economic Review in 1993, Robert Hall of 
Stanford University looked for such a shock to explain 
the 1990-1991 recession but couldn’t find one.

“Rather, there seems to have been a cascading of neg-
ative responses during that time, perhaps set off by Iraq’s 
invasion of Kuwait and the resulting oil-price spike in 
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August 1990,” Hall wrote. “Consumers responded to the 
negative forces as they would to a permanent decrease in 
their resources.”

Olivier Blanchard, now at the Peterson Institute for 
International Economics, came to similar conclusions at 
the time. “In contrast to its predecessors, this recession 
does not have an obvious proximate cause,” he wrote in a 
1993 article. 

Roger Farmer of the University of Warwick in England 
has spent much of his career developing explanations for 
how changes in sentiment can drive shifts in the business 
cycle. In his models, there are many different configu-
rations in which the economy could settle, and changes 
in sentiment  — particularly peoples’ feelings about the 
stock market  — drive the economy toward one equi-
librium rather than another. For example, when stock 
market values are high for extended periods, people feel 
wealthier and more optimistic about the future. This 
leads them to spend and invest more, fueling a boom in 
the economy. But when people begin to feel less confident 
about the future, their doubts can become a self-fulfilling 
market crash.

“That’s not to say fundamental events aren’t import-
ant,” Farmer says. “It’s possible that changes in sentiment 
are the result of people looking ahead and seeing a bad 
event down the road. They foresee a change in fundamen-
tals, and then the market crashes as a result of what they 
foresee. But if you accept that explanation, then you have 
to explain how the collapse of Lehman Brothers in 2008 
was a response to some new information that the economy 
was going to be very bad in the next decade.”

Benhabib agrees, arguing that if the Great Recession 
of 2007-2009 were simply the result of a fundamental 
shock, the economy should have adjusted quickly and 
settled into a new equilibrium. Something else must be 
contributing to the length and severity of downturns, and 
for researchers like Farmer and Benhabib, that something 
else is sentiment.

There are even examples of times when a burst 
of optimism seems to have shortened recessions that 
economists expected to be much worse. In his book, 
Shiller described how many economists and policymak-
ers expected a severe economic downturn after the Sept. 
11, 2001, terrorist attacks. The U.S. economy was already 
in the midst of a recession that had begun in March of 
that year following the dot-com stock market crash. 
Shiller wrote that there were “widespread fears that 
the recession in the U.S. economy would be prolonged 
because people would choose to stay at home owing to 
their fear of another such attack.”

Instead, the recession ended just two months later, 
making it one of the shortest in American history. Shiller 
attributed this sharp turnaround in part to a change in 
national sentiment. He argued that the public resolved to 
defy the attackers by carrying on with life as normal.

Episodes like the 1990-1991 recession, the post-9/11 

recovery, and the Great Recession are suggestive of the 
power of sentiment to shift the economy.

“Pessimistic expectations can generate recessions,” says 
Benhabib. “Optimistic expectations can generate booms.” 

A Biased View
Another way of defining sentiment is as irrational biases 
or beliefs that color peoples’ expectations for the future. 
Some people may be inherently optimistic or pessimistic, 
and this bias affects their economic decisions.

In a 2019 working paper, Anmol Bhandari of the 
University of Minnesota, Jaroslav Borovička of New York 
University and the Minneapolis Fed, and Paul Ho of the 
Richmond Fed found evidence of these types of biases 
in survey data on consumer sentiment. Households con-
sistently overestimated future unemployment and infla-
tion, and these pessimistic biases became even more 
pronounced during recessions. Bhandari, Borovička, and 
Ho found that this variation in pessimism accounts for a 
large fraction of business cycle fluctuations, particularly 
changes in employment. 

They also found that an increase in pessimism causes 
people to behave as if they expect negative productivity 
shocks in the future.  Pessimistic households consume less 
and save more. Pessimistic firms expect lower productivity 
and higher costs, leading them to demand fewer workers, 
which contributes to higher unemployment.

Like the models developed by Benhabib and Farmer, 
the work of Bhandari, Borovička, and Ho shows how 
changes in sentiment can ripple through the economy as 
a shock. Their research also shows that even if changes in 
sentiment don’t initiate movements in the economy, they 
can amplify them. In another 2019 paper, George-Marios 
Angeletos and Chen Lian of the Massachusetts Institute 
of Technology called this feedback mechanism a “confi-
dence multiplier,” a reference to the Keynesian idea of 
spending multipliers. 

“As output and real returns fall, consumers and firms 
become pessimistic about the future, which in turn feeds 
into a further drop in aggregate spending and output, a 
further drop in confidence, and so on,” Angeletos and 
Lian wrote.

Through a Glass Darkly
Just as people may not always make decisions that are fully 
rational, consumers and business leaders don’t have full 
information about what is happening across the economy 
at any given time. Thus, another way that sentiment can 
influence the economy is by shaping how people fill in the 
blanks of incomplete information.

“I would classify businesses as being overly optimistic 
when they think they will sell more of their product than 
they would think if they knew the entire state of the econ-
omy,” says Kristoffer Nimark of Cornell University. “Their 
belief isn’t driven by irrational behavior; it’s driven by the 
fact that they have only a partial idea of what’s going on.”
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that others in the economy knew that because that infor-
mation wasn’t being reported. According to Chahrour, 
Pitschner, and Nimark’s calculations, the existence of 
news media generates fluctuations in economic output 
that are more than four times as large as predicted by a 
model with no news media.

“You need news media, or something like it, to present 
a partial picture of the economy in order to generate the 
strong recession we saw in 2009,” says Nimark.

 
Reaching Hearts and Minds
Trying to disentangle the ways in which sentiment inter-
acts with the economy is a bit like trying to answer the 
age-old question about the chicken and the egg. 

Economists may never really know the answer. But 
there is enough research to suggest that sentiment does 
play a role in shaping the business cycle, whether it is act-
ing as a type of nonfundamental shock, through peoples’ 
irrational biases, or in reaction to incomplete information. 
The question facing policymakers is what to do about it.

Benhabib says that statements from policymakers to 
manage expectations could be helpful for avoiding a senti-
ment-driven slump.

“Of course, such statements have to be credible in 
order to work,” Benhabib says.

Nimark echoes this idea. Just spreading good news that 
isn’t true isn’t going to turn the economy around.

“What I think policymakers could do is monitor what 
gets reported in the news and compare that to what they 
think is the real state of the economy,” he says. “Central 
banks spend a lot of time monitoring different sectors of 
the economy. If they notice that what is getting attention 
in the media is unrepresentative of what’s really going on, 
then it might be worthwhile emphasizing that in publica-
tions and speeches.”

Since the Great Recession, the Fed has vastly increased 
the amount of information it provides on the economy in 
the form of press conferences, speeches, and forecasts in 
an effort to make both its policy decisions and its assess-
ment of economic conditions more transparent.

“We need to recognize communication as a monetary 
policy transmission channel,” Richmond Fed President 
Tom Barkin said in a May 2019 speech. When confidence 
is waning, he said, “it’s our job as policymakers to try to 
support it.”	 EF

In his research, Nimark observed that in order for 
changes in sentiment to drive changes in the whole econ-
omy, many people would need to become either more 
optimistic or more pessimistic at the same time.

“It can’t be the case that a few individuals are randomly 
more optimistic or less optimistic than everyone else,” he 
says. Something needs to coordinate peoples’ beliefs about 
the economy, and according to Nimark, the news media 
plays that role.

In Nimark’s models, people make rational decisions 
based on the information they have, but their informa-
tion about the economy is incomplete. Households and 
businesses might know about conditions in the fields 
they work in, but they know little about other sectors 
of the economy. Because people have limited time to 
gather information about the rest of the economy, they 
outsource this task to the news media. But even if the 
media reports the news accurately, Nimark argues that its 
coverage of the economy, too, is incomplete.

“The news media focuses on sectors where the most 
interesting or newsworthy things are happening,” he says. 
In a 2014 article, he refers to the saying in journalism that 
“dog bites man” is not news but “man bites dog” is. The 
news media has a natural incentive to cover sectors of the 
economy that are experiencing the most dramatic fluctua-
tions, even if those sectors are not necessarily representa-
tive of the economy as a whole. This can give households 
and businesses that receive these news reports a skewed 
perception of economic conditions, contributing to what 
Nimark calls “man-bites-dog business cycles.”

In more recent work with Ryan Chahrour of Boston 
College and Stefan Pitschner of Uppsala University, 
Nimark applied this model to the Great Recession. They 
found that roughly three-quarters of news coverage about 
the economy in 2009 was devoted to stories about the car 
industry and the financial sector, which were undergoing 
the biggest upheavals at the time.

“If you actually look at what was going on in other 
sectors at the same time, things were not that bad,” says 
Nimark. “But since everyone received the information 
from the news that the car industry and financial sectors 
were doing very badly, everyone became more pessimistic.”

In effect, the news coordinated peoples’ beliefs about 
the overall economy. Even if businesses knew that condi-
tions were not as bad in their sector, they couldn’t assume 
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