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QUESTIONS AND ANSWERS TO CHAPTER 6 
1.  From 1982 through 1985, the Federal funds rate averaged almost 10% even though the inflation rate for the same period was 3.8%.  Why do you think the Fed kept it so high?

ANSWER:  Inflationary expectations had not yet been defused because of the combination of the large Reagan deficits and the pattern of increasing inflation over the past 20 years.  Thus most bond market investors thought the large deficit now would lead to sharply higher inflation as the economy approached full employment.  Not until it became clear that inflationary expectations had been reversed did the Fed decide it was appropriate to reduce the funds rate.  The decline in the funds rate that started in late 1985 was also taken to reverse the gain in what had become a severely overvalued dollar.  Also, plans were afoot to reverse some of the tax cuts and trim the deficit in 1986, which also helped validate the Fed’s decision to reduce rates.

2.  Explain how a decline in the stock market reduces the availability of credit.

ANSWER:  Many firms have covenants with banks in which the debt/equity ratio must stay below a certain level.  When equity falls, firms are in danger of violating that covenant, making it more difficult to borrow more money.  Even if covenants are not violated, many bankers are reluctant to lend money to smaller firms whose stock price is rapidly declining.  Second-stage financing in equity markets or through venture capital funds obviously becomes more difficult as well. 
3.  What is likely to happen to inflationary expectations -- rise, fall, or unchanged -- under the following circumstances?

A.  Tax cut

B.  Higher oil prices

C.  Drop in the unemployment rate

D.  Dollar strengthens

E.  Crop failure

F.  Boost in the minimum wage

G.  Advance in technology

H.  Boom in capital spending

I.  Boom in consumer spending, drop in saving rate

ANSWER:  

A.  Tax cut.  We have offsetting items here.  On the one hand, the deficit will rise, so total net saving will decline, ceteris paribus, at the same time that the demand for loanable funds is increasing as consumers use their tax cut to buy durables (or businesses use their tax cut to buy capital goods).  On the other hand, taxes are a cost of doing business, so to the extent that those costs are reduced, inflation will fall.  A personal income tax cut means wages are likely to rise more moderately in the future; a corporate income tax cut will reduce the pre-tax rate of return needed to satisfy investors and, in competitive markets, will reduce prices; and an excise tax cut will reduce the price of the product directly.   On balance the evidence suggests that during periods of excess capacity, a tax cut reduces inflationary expectations.  Most recently, the Bush tax cuts of 2001-2003 did not raise inflationary expectations at all. 


It might be thought that during periods of full employment, a tax cut would be inflationary.  The U.S. has never had a major tax cut in these circumstances.  The only available evidence is the 1968 tax surcharge, which by this reasoning would have reduced inflation, but in fact it boosted it.  Comments at the time indicated that inflation rose because, during a period of overfull employment, businesses were required to boost wage rates to match the increase in tax rates, a move that was made easier by a misguide move toward easier monetary policy.  So during periods of full employment, the inflationary impact of a tax cut (or increase) cannot be assessed without knowing what is happening to fiscal and monetary policy.  If both of these are neutral, there probably would not be any change in inflationary expectations. 

B.  Higher oil prices.  At first (1973, 1979) these boosted inflationary expectations substantially.  Yet In later years (1990, 2000, 2003) they had no impact on the core rate.  The underlying difference is that the earlier increases were viewed as permanent, whereas the later increases were viewed as temporary.  Also, firms learned how to hedge against higher oil prices, so the initial impact was much smaller.  

C.  Drop in the unemployment rate.  There is no reason why a decline in the unemployment rate should boost inflationary expectations, and indeed it did not in the 1990s.  However, since lower unemployment was accompanied by higher inflation in 1956, 1966-68, 1973, and 1979, something must have changed.  The major difference turns out to be monetary policy.  In those earlier years, the Fed tried to accommodate inflation because it was concerned that tightening “too soon” would bring the boom to an end.  Once the Fed was able to escape that faulty logic and tightened at an earlier phase of the boom, inflation did not rise and in fact the boom continued for several more years.  

D.  Dollar strengthens.  Holds down inflationary expectations in situations where they might otherwise rise, such as 1982-85, when the deficit was large, and 1995-2000, when the economy was at overfull employment.  On the other hand, a decline in the value of the dollar does not boost inflationary expectations unless it falls below its equilibrium value, as measured by purchasing power parity.  The decline of the dollar in 1986-88 and 2001-03 did not boost inflationary expectations at all, since the currency merely returned to its equilibrium value.  By comparison, the decline in the dollar in 1972-73 and 1976-78 below its equilibrium value did boost inflationary expectations. 

E.  Crop Failure.  Probably no effect on the core rate.  Unless the failures were expected to be repeated – or unless the Fed eased in a misguided attempt to help out the farm sector – inflationary expectations should not be affected.  
F.  Boost in the minimum wage.  It all depends.  It did boost inflation in 1950 and 1956, and probably in 1968, but not at other times.  The complete answer, which is discussed at length in Chapter 9, can be outlined here.  If the minimum wage affects relatively few workers, and the increase still keeps that wage at a level that is less than 50% of the average wage, inflation probably will not be affected.  If it affects a significant proportion of the workforce, and pushes the minimum above 50% of the average, inflation is likely to rise. 
G.  Advance in technology.  These reduce inflationary expectations, as was seen in the late 1990s and, before that, in the early 1960s.
H.  Boom in capital spending.  This is a trickier issue.  In the long run, an increase in the investment/GDP ratio would boost productivity growth, cet par, and hence would reduce inflationary expectations.  In the short run, though, the supply curve for many types of capital goods is fairly inelastic, especially for construction.  For equipment such as motor vehicles or computers, the supply curve is almost perfectly elastic and may be downward-sloping.  For many customized types of machinery and construction, though, a large increase in orders will initially result in higher prices.  Thus in the short run, a boom in capital spending could raise inflationary expectations. 
I.  Boom in consumer spending, drop in saving rate.  Here again it depends.  A big increase in purchases of consumer durables would not be inflationary; because of economies of scale – and also the importance of imports – prices probably would not rise faster.  On the other hand, the supply curve for services is more inelastic, so some increase in inflation could result.   In general, though, a consumer boom accompanied by a drop in the saving rate is more likely to raise interest rates than to boost the rate of inflation, assuming of course that monetary policy is not overly accommodative. 
4.  In 1993 the funds rate fell to 3% while the rate of inflation was also 3%.  Bond yields also fell sharply that year.  Since the funds rate was well below its equilibrium value, why didn't inflationary expectations push bond yields higher?

ANSWER:  We know in retrospect that expectations were dead wrong, because the long Treasury bond yield rose from 5.75% late that year to over 8% near the end of 1994.  But the real question is:  why were expectations so far off?  

I included this question to emphasize that in fact expectations are often wrong.  This was almost a classic case of a bond market bubble.  Financial markets have always been driven by greed and fear, and this one was no different.  With short-term rates at 3% and the long Treasury bond yield at almost 8% in late 1992, “investors” started borrowing at 3% and purchasing long bonds on margin.  That increased the demand for bonds,  boosting their price, and fueling the fire, causing even more speculation.  Eventually bond yields fell well below the level that was sustainable for the set of economic circumstances in 1993, and the Fed had no choice other than to tighten in early 1994.  The move came as such a surprise that many respectable firms, including but not limited to Goldman Sachs, almost went out of business from the losses sustained on bonds in 1994.  

5.  What causes an inverted yield spread, and why has it always been followed by a recession the next year?  

ANSWER:   The Fed boosts the short-term rate above the rate of inflation in an attempt to reduce inflationary expectations.  When it becomes apparent that move is likely to be successful, bond yield drop in anticipation of lower inflation in the years ahead.  The short term rate cannot decline too quickly, for that would rekindle inflationary expectations.  Thus during the interim period, short-term rates are based on the current high rate of inflation, while long-term rates are based on the expected lower future rate of inflation.
An inverted yield spread has always been followed by a recession because when short-term rates on riskless securities (e.g., Treasury bills) are higher than yields on bonds or loans, bankers will naturally purchase more bills, because the yield is higher and the risk is lower.  As a result, they will make fewer loans, and it will be more difficult for firms to raise money in the bond markets.  There will be a decline in interest-sensitive sectors of the economy, notably consumer durables, housing, and many categories of capital spending, so the economy will fall into at least a short recession. 
6.  What are the major factors that determine the size of the yield spread?

ANSWER:  The reasons why an inverted yield spread occurs are covered in the previous answer.  What determines the size of the yield spread when it is positive?  Most of the time (although not in 1993 or in early 2003), the Treasury bond yield is equal to the expected nominal growth rate plus some premium demanded by investors because of market fluctuations, which usually averages about ¾%.  The short-term rate, on the other hand, is determined much more closely by fluctuations in actual, as opposed to expected, real growth and inflation.  Thus, for example, during recessions, the funds rate declines sharply as the Fed tries to get the economy moving again, whereas the long-term bond rate is tied more closely to the average growth rate.  Hence the yield spread widens substantially during recessions and the beginning stages of recovery.

7.  In October 1987, the U.S. stock market crashed, with the Dow Jones Industrial Average falling 508 points, or 22%, in a single day.  Yet the economy continued to prosper, with real GDP rising faster in the four quarters following the stock market crash than the previous four quarters.  Why did the decline in stock prices fail to slow the pace of economic activity (Hint:  what steps did the Fed take to offset the collapse in stock prices).


Most economists at the time, including this author, thought the stock market crash would be followed by sharply lower growth; we were wrong.  The fact that the Fed eased sharply helped to offset the negative impact of lower stock prices.  Nonetheless, that cannot be the complete answer because interest rates fell only about ½% while stock prices fell 40%.  According to the general rules of thumb developed elsewhere in this text, the drop in stock prices would have reduced real growth by 2% while the drop in interest rates would have raised it by only ½%.  Yet on balance it rose 1%.  The 2 ½% difference has to be explained by other factors.  


The major factor had nothing to do with the stock market:  the sharp decline of the dollar that started in late 1985 boosted net exports sharply in late 1987 and most of 1988.  That was a coincidence.  Capital spending also accelerated because the rise in profits boosted expectations that were not greatly injured by the stock market.  Consumer spending did drop in the fourth quarter of 1987, but that was largely offset by a rise in inventory investment; by the end of the year, consumers had recovered their equilibrium.  


In this respect it should be noted that in spite of the major plunge, the market still ended the year at about the same level as it started, so in that sense long-term expectations were not seriously dented.  Also, stock prices rose rapidly in 1988 and early 1989 along with the increase in profits, which further boosted expectations – until the Fed tightened so much that the inverted yield curve appeared.  
8.  What would you expect to happen to the yield spread under the following circumstances:

A.  An energy shock doubles the price of crude oil

B.  A major tax cut

C.  A war

D.  Credit restrictions

E.  Consumer spending boom

F.  Unemployment declines to full N level

G.  Value of the dollar appreciates

ANSWER:   To a certain extent this is a “trick” question in the sense that the answer depends on what changes, if any, are made in monetary policy.  In each and every one of the cases, the Fed could take action that would leave the yield spread unchanged.  Hence the answers are based on what the Fed is likely to do based on (a) historical evidence and (b) current practices.  This in part depends on the likely response of bond markets, although that is not totally independent of changes in Fed policy either. 
A.  Energy shock.  In recent years, these changes have come to be viewed as temporary, so they do not affect inflationary expectations.  The Fed has not reacted very much to changes in energy prices in recent years either, so the yield spread has remained virtually unchanged.
B.  A major tax cut.  If the tax cut were taken in response to a recession, the yield curve probably would be widening anyhow, because that invariably happens during recessions and the initial stages of recovery.  If the economy were growing at average rates and a tax cut were passed, we expect that bond yields would rise slightly; in order not to appear to be offsetting the impact of the tax cut, the Fed would probably leave short-term rates unchanged for a while, hence also widening the yield spread. 

C.  A war.  During World War II and the Korean War, interest rates were set by the Treasury, not the Fed, and prices were controlled, so the yield curve did not represent market conditions.  Wars are usually inflationary, but that means the larger the war, the more likely that price controls would be imposed.  In a free market, the inflationary impact of the war would generally cause the yield curve to narrow, as the Fed would tighten more than the increase in the bond yield due to higher inflation and the larger budget deficit.  (Wars such as Persian Gulf I and II are too small to have any noticeable macroeconomic impact).  
D.  Credit restrictions.  Since these cause a sharp decline in real growth, the yield curve would ordinarily widen.  However, that would not happen if at the same time as these restrictions were imposed, the Fed tightened as part of its change in policy.

E.  Consumer spending boom.  Unless this were inflationary (see Question 3) there should be no impact on either short-term or long-term rates.  

F.  Unemployment declines to full-N level.  If the Fed is following the so-called Taylor Rule, in which the funds rate is positively correlated with the rate of inflation and negatively correlated with the rate of unemployment, the yield spread would narrow. 

G.  Value of the dollar appreciates.  We would need to ascertain why the dollar appreciated; it may have risen because the Fed was tightening, hence raising the rate of return on short-term riskless Treasury securities.  If the dollar rose for other reasons – a booming economy, stock market gains, etc. – there would be no reason for the yield spread to change. 

9.  In the late 1970s interest rates soared but the economy remained healthy.  Why did higher interest rates fail to slow down the economy in 1977-78, but did cause recessions in 1980 and 1981?

ANSWER:  The rise in interest rates in 1977 and 1978 only matched the increase in inflationary expectations, so real rates hardly rose at all.  Not until Paul Volcker was appointed Fed Chairman in October 1979, and instituted what has become known as the “Saturday night massacre” by raising the funds rate by 3 percentage points over the weekend, did the yield spread become inverted, with the recession started a few months later.

We emphasize that Volcker did not make a mistake.  With the inflation rate approaching an annual rate of 16%, something drastic had to be done.   The mistake was made by his predecessors (see the next question). 
10.  In 1979, Fed Chairman G. William Miller, boosted the growth in the money supply in order to keep the economy from falling into recession and having Jimmy Carter run for reelection in a recession year.  However, the economy did indeed plunge into recession in 1980.  What was Miller's principal mistake?

ANSWER:  Miller’s blatant attempt to ease monetary policy at a time when inflation was already approaching the double-digit range upset financial markets so much that Carter really had no choice but to ask for his resignation, bringing in Paul Volcker, who did institute monetary policy changes, including credit controls, that caused a brief recession.  If Miller had tightened in a timely fashion, thereby defusing inflationary expectations in 1998 and early 1999, the recovery might have continued to several more years. 

11.  Why would the Fed choose to keep the funds rate away from equilibrium for extended periods of time?  In view of the performance of the economy after this occurred, explain why or why not you would expect the Fed to repeat that performance in the future.  

ANSWER:  At the risk of sounding like Clinton, it all depends on what “equilibrium” means.  If the economy is growing steadily and inflation is low and stable, the Fed funds rate would tend to equal the average growth rate of nominal GDP, which over the past decade has been about 5%.  If the economy is in danger of overheating, the rate would be higher, and if the unemployment rate rose and the economy plunged into recession, the rate would be lower.  However, those circumstances do not constitute movements away from equilibrium.


Examples of that have occurred when the Fed held the funds rate low during periods of high inflation or rapid growth.  That was tried shortly after World War II, and the inflation rate rose as high as 18%.  It was tried when Nixon imposed wage and price controls, and the result was double-digit inflation and the most severe post-World War II recession.  For this reason it is highly unlikely that such experiments will be tried again. 


In this regard, we note that the 1% Federal funds rate in mid-2003 is consistent with equilibrium values given that the inflation rate is between 1% and 2% (depending on which measure is used), real growth is also between 1% and 2%, and the unemployment rate is over 6%.  Nominal GDP is rising about 3%, while the unemployment rate is more than 2% above its full employment level, which would reduce the funds rate by at least 2%, according to a simplified Taylor Rule.  The actual calculation is more complicated, but the figures are mentioned here to show that in fact the Fed did not deviate from equilibrium conditions in 2003. 
