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QUESTIONS AND ANSWERS TO CHAPTER 9 

1.  From 1992 to 1997, the unemployment rate in the U.S. declined from 7.5% to 4.9%, while at the same time it rose from 8% to over 12% in continental Western Europe.

A. What factors caused the unemployment to diverge in these two regions?

B. In the U.K., the unemployment rate rose sharply through 1993, peaking at 10.5%, but it then declined to 6.3%.  What caused unemployment to decline in the U.K. at the same time it continued to rise across the Channel?
C. In 1998, the unemployment rate in France and Germany declined about 1%.  What factors caused this turnaround?
ANSWER:  There are really three parts to this answer.  First, to what extent was the divergence due to differential growth rates, using the Okun’s Law formula.  Second, what other factors, such as labor market imperfections, caused the divergence.  Third, to what extent did labor market imperfections themselves cause the divergence in growth rates.

Over this five-year period, growth in the U.S. averaged 3.5%, while the growth rate in continental Western Europe was 1.8%.  Using a marginal coefficient of 0.4, that would account for a difference of 0.7% per year, or a total of 3.5% over the 5-year period.  However, the actual divergence was 6.5%, so other factors must have been at work.  In the U.S., the demise of the efficiency wage and the reduced strength of unions helped boost employment.  In Europe, labor market restrictions remained intact and may have even strengthened.  In particular, it became increasingly difficult to fire people, meaning they weren’t hired in the first place.  Again according to Okun’s Law, over this period growth in the U.S. needed to be only 2.5% for a stable unemployment rate, while in Europe the figure was almost 4%. 

One cannot tell with certainty, but it seems very likely that the slower growth in consumer spending was due in part to the lack of employment growth.  Also, to the extent that the government deficit was larger because of increased payments to the unemployed, investment was crowded out and either did not take place at all or took place in other countries.  The overvalued DMark and related currencies also contributed to sluggish growth.  Thus labor market imperfections probably were responsible for much of the sluggish growth.  Many economists have reached the same conclusion, generally summarized by the term Eurosclerosis.

In the U.K., the growth rate improved from 2% to almost 4% following the decision to cut the pound loose from the DM and let it float at its equilibrium level.  That improvement in growth accounted for about half of the turnaround in the unemployment rate.   The other half was probably due to the lagged effect of free-market policies introduced by Thatcher; because of hysteresis, these took longer than usual to have a positive effect on labor markets. 
In 1998, the growth rate in France and Germany rose by about 1%.  Please note:  revised data show that the unemployment rate that year fell about ½%, not 1% as had been originally reported.  That ½% drop turns out to be entirely consistent with a 1% improvement in the growth rate following Okun’s Law, so no further factors are needed to explain this decline.  The improvement in the growth rate in turn reflected faster growth in the U.S. economy and the rise in the dollar, which made European exports more competitive in world markets.   This emphasizes the degree to which correctly valued currencies and rapid growth in the U.S. can help the European economy; but even with these benefits, European growth continues to lag that in the U.S. because of the heavy hand of government bureaucracy.
2.  The following article appeared on the front page of the Wall St Journal on April 17, 1998:

The public, by 79% to 17%, favors raising the minimum hourly wage by $1 to $6.15.  But Princeton economist Alan Krueger, whose research helped win a rise in 1996, is “less confident” another boost so soon “ will have as benign consequences” on jobs as the last one seemed to have.

A.  What research did Krueger use to “help win” a rise in the minimum wage in 1996?  What did his results show?

B.  What were the “benign consequences” of the previous minimum wage hike?

C.  Assuming that Krueger is correct, why is he “less confident” that a further boost in the minimum wage would have no adverse effects?

ANSWER:  Krueger (and Card) showed that boosting the minimum wage actually resulted in an increase in employment in fast-food restaurants, and prices were not raised.  It was also noted that raising the minimum wage from $4.15 to $5.15/hour did not boost unemployment or inflation.  However, that was probably because $4.15/hour was actually below the equilibrium level, and affected relatively few workers.  Boosting it to $6.15/hour might push it above equilibrium and would affect more workers, hence leading to either higher inflation or higher unemployment. 
3.  From 1993 through 1995, compensation per hour in the U.S. rose an average of 2.2% per year, down from 5.2% the previous three years.  Much of this represented the disappearance of the efficiency wage.  Partly as a result of this, the unemployment rate fell from 7.5% to 5.6% over that period, and then continued to decline to 4%.  Using the standard labor market diagram, explain how these events were related.

ANSWER:  Using the standard labor market diagram represented in the text, the gap between labor demand and supply was closed as the real wage declined.  This was simply a downward movement along the labor demand curve and a return to equilibrium; previously, the unemployment gap was caused in part because some wages were above equilibrium.
4.  Assume that a 1% change in the inflation rate causes a 1% increase in nominal interest rates, which in turn causes a 1% drop in real growth the following year.  During the latter half of the 1990s, real growth averaged about 4%.  Calculate how much inflation would have to increase for the following to happen, using Okun’s Law.

A.  Any increase in the unemployment rate.

B.  A big enough change to cause a “typical” recession, where real GDP declines 2%.

C. Suppose real growth slows down to 2 ½% because of a change in consumer and business sentiment.  How much would the unemployment rate rise each year?

ANSWER:  During the latter half of the 1990s, the unemployment rate fell about 0.4% per year.  Using the marginal coefficient of 0.4, that means the unemployment rate would have been steady for a growth rate of 3%, up from 2 ½% during the first half of that decade.  A 1% rise in inflation would reduce growth by 1%, down from 4% to 3%, which would hold the unemployment rate constant.  Any increase in inflation above 1% would cause the unemployment rate to rise.
If real GDP were to decline 2% instead of rising 4%, the inflation rate would have to rise 6%. Since core inflation did not rise at all at the peak of the last business cycle, obviously other factors were at work.  In this case the major culprit were excess capacity and the plunge in the stock market, resulting in a substantial drop in capital spending.  

C.  At 4% growth, the unemployment rate declined about 0.4% per year.  Thus a drop from 4% to 2 ½% growth would cause the unemployment rate by 0.2% per year, ceteris paribus.  

5.  From the end of World War II through the late 1980s, wage and price gains in the U.S. always accelerated when the economy reached full employment.  However, that did not happen in the 1990s.  Part of the reason wage gains did not rise was credible monetary policy, part was the benign supply shock from a stronger dollar and lower oil prices, and part was the reduction in labor market imperfections.  Explain how each of the following factors kept wage gains from accelerating.

A. Demise of the efficiency wage

B. Reduced power of unions

C. Less government regulations

D. Clinton’s plan to “end welfare as we know it”

ANSWER:  All of these changes had a common element:  they increased the elasticity of the supply curve of labor.  When the economy rose rapidly and the demand for employment rose, the artificial barriers that had restricted increases in supply were swept away.  Furthermore, more people decided to become serious about seeking employment when they found their unemployment benefits would not be renewed.

A.  Under the efficiency wage, long-time valued employees received their normal wage increases whether or not those wages were already above equilibrium levels.  With the demise of the efficiency wage, secretaries at IBM no longer received $70,000 per year (for example) but had their wages adjusted down to equilibrium levels even in a booming economy.  

B.  The reduced power of unions occurred mainly in the private sector; many public sector unions, such as the teachers unions, remained strong.  In manufacturing, though, workers now became aware that demands for wage gains in excess of productivity increases would simply result in their jobs being permanently transferred to overseas locations.  Hence wage gains remained modest in those sectors even at overfull employment.

C.  In previously regulated industries, such as airlines, increased salaries for airline personnel were simply passed along to consumers in the form of higher prices.  With competition, that was no longer possible, so management bargained more vigorously to hold wage increases to productivity gains.  The same general comment can be made for telecommunications and, to a certain extent, for utilities.  

D.  Clinton’s plan to end long-term welfare benefits for the “permanently” unemployed coincided with, if it did not cause, a massive increase in the reported growth rate for productivity.  However, as noted elsewhere (in particular, see the answers to the questions in Chapter 10), that productivity gain may have been due to (a) the surge in the ratio of capital spending to GDP, which rose from 9.9% in 1992 to 12.9% in 2000, (b) the stronger dollar, and (c) the return to a budget surplus.  

Moreover, and perhaps more directly to the point, if the Clinton legislation had moved massive numbers of people off welfare and back to employment, we would have expected to see (a) an increase in the labor force participation rate, and (b) some decline in level, or at least the growth rate, of social welfare benefits to the unemployed.  Neither of these actually happened.  The participation rate had risen almost steadily by 0.4% per year in the past three decades, climbing to 66.8% in 1996; over the next six years, it actually fell to 66.6%.  Admittedly, unemployment benefits are tied more directly to the overall unemployment rate and phase of the business cycle; nonetheless, in the previous four years they fell an average of $4.2 billion per year, while for the next four years after Clinton’s plan was introduced, they fell an average of only $0.2 billion per year, before rising again in the recession.  Based on these data, it seems likely that the Clinton plan to end welfare did not have a very substantial impact on unemployment; relatively few people were affected.  Also, the unemployment rate in the 2001-02 period rose more than would have been expected from the Okun’s Law formula; if the end of welfare encouraged people to seek jobs more actively, one might have expected it to rise less rapidly.  
6.  The U.S. unemployment rate rose from 5.8% in 1979, which was full employment, to a peak of 10.7% in late 1982.  It then returned to a full employment rate of 5.3% in 1989.  

A.  Based on Okun’s Law, what do you think the average growth rate of the economy was from 1979 through 1982, and from 1983 through 1989?

B.  In 1981, Reagan fired the PATCO workers because they illegally went on strike.  What impact do you think that had on the real wage and employment gains for the rest of the decade?
C.  Why did it take the U.S. economy seven years to return to full employment?

ANSWER:  Using the formula ∆ UN = 1.4 – 0.4 % ∆ GDP, a rise of 1.6% per year in unemployment over a 3-year period would imply a drop in real GDP of 0.5%.  The actual change was +0.1%.  For the next 7 years, the unemployment rate fell an average of 0.8% per year, which implies a growth rate of 5.5% per year, whereas the actual growth rate was 4.3%.  The formula would work better if we use the average unemployment rate of 9.7% in 1982 rather than the peak rate.  On that basis, the implied growth rates would have been +0.4% and +5.0%.   Even these increases are slightly higher than the actual average growth rate, which means that productivity growth during the same period was slower than the long-term average.    Essentially there were a lot of low-paid, low-productivity jobs created under Reagan, while high-paid, high-productivity manufacturing jobs did not grow as rapidly (see next question).   
B.   The unemployment rate rose from 4.9% in 1973 to 8.5% in 1975; the corresponding decline in average hourly compensation, with the normal one-year lag, was from 9.8% to 8.0%.  The unemployment rate then rose from 5.8% in 1979 to 9.7% in 1982, just about the same increase, yet the gain in average hourly compensation plunged from 10.8% to 4.3%, more than three times as large a drop.  Much of this additional drop can be attributed to Reagan’s tough stand with PATCO.  Of course, other factors included the stronger dollar and tighter money policy (see question 9), but Reagan’s decision to take on the unions unquestionably – according to the unions themselves – had a major impact.    
7.  Over the period from 1979 through 1989, manufacturing employment declined 1.6 million, while in the previous decade it had risen 0.9 million, yet service-sector employment rose 19.3 million, compared to 17.3 million in the previous decade.  What factors caused the relative decline in manufacturing employment?
ANSWER:  The stronger dollar meant more jobs moved overseas.  Also, because of foreign competition, productivity in the manufacturing sector accelerated, while in the service sector it decelerated.   Besides the stronger dollar, the bigger budget deficit contributed to some crowding out and a gradual decline in the investment ratio, hence fewer capital-intensive jobs (which usually have high productivity and high wage rates) were created. 
8.  In September 1999, Senator Edward Kennedy released a report saying the minimum wage should be raised to $15.28/hour.  The reason for such a big increase, according to Kennedy, was that no one should have to spend more than 30% of their salary on housing, and the minimum price for acceptable housing in the Boston area for a family of 4 was about $800/month.  

A. What would happen to unemployment and inflation if the Kennedy plan were implemented?

B. Explain why or why not the cost of housing for a family of 4 is the appropriate criterion for determining the minimum wage.
C. What do you think would happen to Boston area rents if in fact the minimum wage were set at $15.28/hour?
ANSWER:   In fairness to Kennedy, his office did not undertake this report; they simply commented on it.  The report itself was prepared by the National Low Income Housing Coalition in Washington, D.C., which calculates the same statistics annually for all states.  Massachusetts invariably tops the list; by 2002, the suggested minimum wage for MA had risen to $22.40.  By comparison, it was $21.18 for CA and “only” $18.87 for NY.   Nonetheless, Kennedy’s office could have ignored the report.   So much for the background; we now proceed to answer the question. 

In the manufacturing sector, virtually all low-wage jobs would simple disappear as firms moved their operations overseas.  In the government sector, taxes would be raised to pay for the additional wage bill for public sector employees – unless they could not be raised; in MA, for example, Proposition N prohibits increases in property taxes of more than 2 ½% per year unless a specific override vote is taken.  Thus in Barnstable Township, which includes Hyannisport among other places, voters turned down a tax increase, which necessitated the firing of several teachers and also a $200 per student tariff for public school bus transportation.  So at least in this case, taxes did not rise.  

The main question is what would happen to firms such as Wal-Mart or McDonalds, which hire millions of employees near the existing minimum wage.  Tripling the prices of their products would essentially be out of the question, so the more likely result would be a sharp decline in employment, with some increase in inflation.  The dollar would also depreciate, so imported goods would become much more expensive.  
In the end, the question about how much inflation would rise would depend on how the Fed reacted.  However, if the unemployment rate rose to double digits, it would indeed take a brave Fed Chairman to keep tightening in order to hold prices stable.  My guess is that both unemployment and inflation would rise substantially. 

The answer to point (B) hinges on the fact that most workers who are paid at or near the minimum wage are either single or have no children; in many cases those minimum-wage positions are second or even third jobs.  Of course there are some people with 2 children, or even more, who make close to the minimum wage, but they are in the distinct minority.  These people are better helped with food stamps, rent supplements, and medical care benefits rather than a massive increase in the minimum wage that would disrupt the U.S. economy.

Rents would rise substantially for two reasons.  First, people could afford to pay more for rent.  In addition, higher taxes and costs for building services would also skyrocket, pushing rents higher.  Poor people would be somewhat better off, but hardly by the amount indicated by a tripling of the minimum wage. 

Of course, the same people who put out this study have a ready answer:  rent control.  Indeed, on the very same page of the paper in which the 2002 results appeared (Boston Globe, page C-4, September 9th) an adjacent article appeared with the headline “Rent control may be on the ballot”.  According to the article, rent controls for Cambridge “appears headed” for the November ballot.  Instructors may wish to review with students what would happen if in fact rent controls, which had been lifted in 1994, were reimposed in Cambridge at 1999 levels  (note:  the bill would still have to be approved by the State Legislature and Governor Romney even if It were to be favored by Cambridge voters).  

9.  In 1980, the inflation rate in the U.S. was 12.5%.  At that time, the consensus outlook claimed inflation could not decline by more than 1% per year.  That turned out to be incorrect, as it fell to 3.8% in 1982 and remained near that level.  Over the same period, the average gain in wage rates fell from 11% to 4%.  What does this evidence say about the relevance of the claim that “sticky” wages and prices cause high unemployment?

ANSWER:  Basically it was the end of that theory.  We mention this here only to point out the major change in the theory of inflation that occurred around this time.   In particular, whereas it was previously believed that wages lagged the change in prices, this time, wages moved down first, and prices then followed soon afterwards.   We have already discussed some of the reasons wages fell so fast in question 6, but the point to be added here is that tight monetary policy certainly can influence wages as well as prices. 
10.  Explain what impact an increase in the minimum wage from $5.15 to $7.00/hour would have on:

A.  The overall rate of inflation    HIGHER
      B.  The unemployment rate for African-American male teenagers   HIGHER
      C.  Price of hamburgers   HIGHER 
      D.  Employment of liberal professors and Senators  NONE AT ALL
      E.  Employment in the apparel industry  LOWER
F.   Employment at Wal-Mart stores   LOWER
G.  Price of new motor vehicles   NONE (workers would be paid about 3 times the minimum wage even after it increases.  In the case of lower-paid workers who produce parts, more manufacturing facilities would move to foreign countries) 
H.  Price of used motor vehicles  HIGHER (demand would increase)
I.    Employment of computer programmers   NONE
J.   Price of medical care services  HIGHER
11.  As of mid-1999, the unemployment rate was 10.5% in Germany, 11.3% in France, and 12.1% in Italy.  What steps should those governments take to bring the unemployment rate down to the 4% rate in the U.S. and 5% in the U.K. -- without boosting the rate of inflation?

ANSWER:  Some might think the answer is, it can’t be done – at least under the present political structure.  However, remember that many economists (including Larry Summers) were saying back in 1993, when the unemployment rate in the U.K. was 10.4%, that it couldn’t be done there either.  Eight years later it was 5.1%.  The decline was accomplished by (a) correctly valuing the exchange rate, and (b) moving to a more free-market oriented economy.  The political leaders – and the voters – of France and Germany – will have to decide if they want to take those steps. 
12.  From 2000.3 through 2002.2, real growth slowed down substantially in the U.S. economy, which was in a recession during most of 2001.  Over that two-year period, real growth averaged 1.0%  [ NOTE: THIS FIGURE HAS SINCE BEEN REVISED TO 2%].   According to Okun’s Law, the unemployment rate should have risen 1% per year, for a total of 2%.  In fact, the unemployment rate rose from 3.9% to 5.9% during that period, exactly what would have been expected.  [REVISED DATA SHOW THE UNEMPLOYMENT RATE ROSE MORE THAN WOULD BE EXPECTED, IMPLYING A FASTER GROWTH RATE IN PRODUCTIVITY].  In that sense it was a “normal” recession.  Yet repeated doses of fiscal and monetary stimulus failed to reduce the unemployment rate after the recovery got under way.

     A.  What measures of monetary stimulus were used?

     B.  What measures of fiscal stimulus were used?

     C.  Why did the economy fail to respond very much to these measures?

     D.  To what extent did institutional changes in the economy retard the recovery?

     E.  What parallels can be drawn between this situation and the decade-long slowdown in the Japanese economy that started in 1992?  

ANSWER:   The Fed reduced the funds rate to 1%, well below the rate of inflation, and boosted the growth in the M2 measure of the money supply from 6% to 10%.  In fiscal policy, Bush reduced personal income tax rates, including a decline in the rate of taxation on dividend income.  He also introduced a 30% “bonus depreciation” credit for capital equipment purchased over the next three years in 2001.4; that figure was increased to 50% in 2003.2.   Defense spending also rose sharply, and the growth rate in other welfare spending also increased substantially, although most of that was due to automatic stabilizers.  

Several reasons have been advanced, but as of mid-2003 it is still difficult to sort out precisely what did happen, especially with the increasingly wide data revisions that are likely to occur in the end-of-the-year revision.   We do know that consumer spending and housing were unusually strong for a recessionary period, suggesting that lower interest rates did work well.  The major weakness occurred in (a) capital spending, and (b) net exports, which continued to decline even though they usually rise sharply in recessions as imports fall.  Capital spending was weakened by the tremendous decline in the stock market; apparently the 30% bonus depreciation did not help very much.  Net exports were hindered by the overvalued dollar; after it returned to equilibrium, the economy started to pick up again in 2003.2.  The stock market debacle was due not only to severely overvalued levels in 2000, but the Enron, WorldCom, et al scandals of 2002.  


As the stock market declined, articles showing the drop of the Nasdaq compared to the Japanese Nikkei became increasingly popular, along with articles suggesting that the stock market would take decades to recover and growth would remain stagnant for most of the 2000-2010 decade.  Since predicting the future is fraught with uncertainty, no one can say for sure in mid-2003 that it won’t happen to the U.S., but that seems virtually impossible.  We have financial transparency in this country; by comparison, the Japanese government propped up rotten banks for more than a decade, inhibiting investors from moving back into the stock market.  The yen remained severely overvalued for almost a decade, from 1987 through 1996, yet the dollar returned to its equilibrium value little more than a year after the recession started.   So the two major factors that contributed to the U.S. recession in 2001 have now been reversed, and it seems highly likely that from 2003 through 2010, real growth in the U.S. will average about 3% per year. 

13.  As a business executive, you are asked to develop plans because of a newly passed 10% increase in the minimum wage for each of the next three years.  What would you recommend if your company is in the following businesses?

     A.  Manufacturing auto parts
MOVE BUSINESS TO ANOTHER COUNTRY
     B.  taxicab services
RAISE RATES, HIRE BETTER QUALITY OF WORKERS, CLEAN UP CABS
     C.  dry-cleaning plants
RAISE PRICES, LITTLE OFFSETTING CHANGE  IS POSSIBLE
     D.  high-priced restaurant chain (e.g., steak house)
CURRENTLY, WAITSTAFF NOT SUBJECT TO USUAL MINIMUM WAGE, EARN $2.13/HR PLUS TIPS EXCEPT THAT IF TIPS ARE INSUFFICIENT, THEY ARE “SUPPOSED” TO GET THE DIFFERENCE IN THEIR PAYCHECKS.   HOWEVER, WITH TIPS AT THESE RESTAURANTS, THAT WOULD NOT BE AN ISSUE
     E.  lumber mills
WORKERS NOT AFFECTED
     F.  management consulting 
ADVISE COMPANIES THEY BETTER MERGE AND CUT DOWN ON THE EXTRA COSTS THEY WILL BE INCURRING BECAUSE OF HIGHER WAGE RATES
