QUESTIONS AND ANSWERS TO CHAPTER 19 

1.  In 1998 the Bank of Japan reduced the short-term interest rate to zero, yet the economy did not rally but remained in recession.  Why did monetary policy fail to work?  What else do you think the Bank of Japan could have done to stimulate real growth?  

ANSWER:  To answer this, let’s first review how monetary policy worked in this country following the 2001 recession.  Capital spending was NOT helped; it started to improve again only after the rest of the economy had picked up.  However, lower interest rates boosted housing starts and sales and, even more importantly, encouraged monetization of home equity.  Car sales were also stimulated by “zero-interest” financing.  The weaker dollar also helped boost net exports.  

None of these happened in Japan.  Home equity is much less important in that country, and monetizing the increase in equity is very unusual (the ethic is to save more, not spend more).  Car sales are important but generally work on a three-year cycle dictated by inspection standards; after a car is three years old, it must undergo a very extensive and expensive inspection, so many people buy a new car at that point; the rate of financing is less important.  The yen did weaken; the flip side of the stronger dollar, but their exports did not improve because one of their major markets, namely Southeast Asia, suffered a severe recession that year.  Furthermore, companies continued to shift their operations from Japan to Southeast Asia based on high labor costs even though the yen returned to its equilibrium value.  

The fault did not lie with the Bank of Japan, but rather the Japanese government.  The steps that should have been taken included (a) a reduction in the growth rate of government spending, (b) a more liberal import policy, and (c) policies that encouraged more foreign investment. 

2.  In mid-2002, real growth fell from 6% in the first quarter to 2% in the second quarter, and the unemployment rate continued to rise.  The stock market was down over 20%.  Inflation was stable at about 2%.  Many people were worried about the viability of the corporate sector because of the explosion of scandals and fraud in major corporations.  However, the Federal funds rate had already been reduced to 1 ¾%.  Even if the economy limped along at a 2% growth rate in the second half, the Taylor rule would still suggest a funds rate of about 4%.  Given this information in mid-2002 – and disregarding what we know about what happened afterward – what should the Fed have done?  

ANSWER:  As long as inflation – and inflationary expectations – were no threat, the Fed should have continued to ease.  The mistake the Fed made in the previous decade was easing during a period when growth was unusually robust in order to rescue a few misguided financial firms (in the fall of 1998).  In the aftermath of a recession with no threat of higher inflation, continued monetary ease is invariably the correct policy. 

3.  The banking sector was deregulated in 1982.  Before then, there had been 8 recession in the post World War II period, or one recession every 4 ½ years on average.  Since then, there have been only 2 recessions in over 20 years.   Is it just a coincidence that the frequency and severity of recessions declined after banking deregulation and the Fed could no longer control growth in the money supply, or are there some direct linkages?  If so, what are they?  

ANSWER:  Maybe some day some eager-to-receive-tenure economics revisionist professor will write a paper showing that in fact these was no decrease in the severity of recessions, and some people will believe it, but as the data now stands, there was a marked change.  While some of the earlier recessions were caused by disintermediation – the flow of money out of the banking system because of ceiling interest rates – these were already modified in the 1960s for deposits of over $100,000, so the recessions of 1969, 1973-74, 1980, and 1982 cannot be directly tied to money flows out of the banking system.  What really happened is that the Fed learned to fight inflation by tightening ahead of any increase in the rate of inflation instead of waiting until the damage had been done.  It is possible that because the Fed knew it could no longer control the money supply as closely, it acted to fight inflation more vigorously, but it seems likelier that Paul Volcker would have instituted that change regardless of banking deregulation. 
4.  From mid-1998 to mid-1999, benchmark crude oil prices tripled, from $10 to $30/bbl.  Since the U.S. uses approximately 18 million barrels of oil per day, that is equivalent to 7 billion barrels per year, so consumers directly and indirectly paid an extra $140 billion for oil.  Yet the core rate of inflation remained virtually unchanged.  To what extent was that stability due to rational expectations about Fed policy, and to what extent was it due to other factors?

ANSWER:  The decline in the energy coefficient by about 50% and the ability of energy users to hedge against price increases had some impact.  But the major change was due to the altered expectations; whereas in the past, oil price increases were expected to be long-lasting, this one was expected to be quite temporary.  The same pattern occurred in 2003, when oil prices rose sharply after the invasion of Iraq. 

5.  Suppose there were a war in the future, so military expenditures increased by 3% of GDP.  (a) The government does not pay for the war with a tax increase.  How should monetary policy change?  (b) Expectations decline, so the cutbacks in capital spending offset the rise in defense spending.  Then how should monetary policy change?  (c) Suppose the war is in the Middle East, and the price of oil doubles.  Then how should the Fed react?  

ANSWER:  As of mid-September, the costs of the Iraqi war have not yet been determined, but they seem to be rising on almost a weekly basis.  Obviously the government has not paid for the war with a tax hike; instead, taxes were cut at the same time.  Also, the price of oil did double, although it is not expected to remain at those lofty levels.  Yet monetary policy actually eased, with a drop in the funds rate to 1%, because there has been no sign of an increase in inflation and at least labor market remain weak, even if real growth has shown signs of improving.
As this is being written, it is too early to tell how expectations will be affected by the war.  So far, we know that the various indexes of sentiment rose sharply after the initial thrust into Iraq, but then backed off in view of the reports of continuing strife.  A similar phenomenon occurred after Gulf War I; the indexes soared in March, but then later that year backed off; that time, the economy almost fell back into recession by the end of 1991.    

The question of how monetary policy reacts is thus seen to depend in large part on the underlying state of the economy.  In 1973, when the first energy shock occurred, the economy was at full employment, and inflationary pressures and expectations were rising rapidly.  The same scenario held in 1979.  In both cases, the Fed should have tightened.  In 2003, though, the economy is much weaker, the unemployment rate is still rising, and inflationary pressures are virtually nonexistent; much of the talk is about deflation.  Under those circumstances, the Fed should not begin to tighten until signs of higher inflation once again begin to reappear.  

6.  Almost all industries benefit in the short run from lower interest rates and fewer restrictions on credit availability.  Nonetheless, we know from bitter experience that the attempt to hold interest rates below equilibrium for an extended period of time is likely to lead to higher inflation and an eventual credit squeeze.  Few industries are more affected by credit conditions than the housing industry.  As a supplier of materials to that industry, indicate how you would adjust your business plans when the FOMC takes the following action.  

A.  Inflation rate is 3%, real growth is 4%, funds rate rises from 2% to 3%.

B.  Same economic conditions, but the funds rate rises from 3% to 4%.

C.  Same economic conditions, but the funds rate rises from 5% to 6%.

D.  Real GDP has fallen 2% but because of an increase in the inflation rate from 8% to 10%, the funds rate rises from 12% to 14%.

E.  Inflation rate is 2%, real growth is 4%, but because of a stock market slump, funds rate falls from 2% to 1%. 

ANSWER:  The comparison of (A), (B), and (C) is intended to illustrate that the longer the Fed keeps the funds rate below its equilibrium level, which would be 6% to 7% based on these figures, the more likely it is that higher inflation will eventually lead to a credit squeeze.  Hence unusually low interest rates in the face of rapid growth suggest good times ahead in the immediate future, but serious trouble a few years ahead.
In case (D) the Fed has done the right thing by fighting inflation even in a recession, so while there will be a slump now, the economy should stabilize and recover with a robust increase for many years.  In case (E), the Fed may be overstepping its bounds toward ease to reduce the funds rate to 1% when the growth rate is 4%; if it were 2%, such a move would be appropriate.  Hence the caution light ought to flash even though a drop in the funds rate to 1% would be very good short-term news for the housing industry.

7.   You are in an industry where prices have been flat for the past several years.  The rate of inflation now rises from 2% to 4%, but the FOMC does not immediately boost the funds rate.  Is this a good time to raise your prices?  If so, how much should they be increased?  To what extent does your answer depend on what happens to the value of the dollar?   (Hint:  what caused inflation to rise?)

ANSWER:  The answer, of course, turns on what your competitors do.  By this we do not mean to suggest you meet in a secret hideaway to discuss your joint plans; in this case, competition refers to foreign as well as domestic producers.  In the case of the goods market, foreign competition will probably keep you from raising prices very much, especially if the dollar is strengthening.  In construction or services, where foreign competition is not much of a factor, higher prices that reflect cost increases are probably warranted.  However, any attempt to boost prices more than costs have risen – i.e., to increase profit margins – will probably not be followed by competitors unless there is a major change in inflationary expectations from the experience of the past 20 years. 
8.  In the 1970s, a big increase in the Federal budget deficit was not offset by higher interest rates, so inflation skyrocketed.  In the 1980s, a big increase in the deficit was offset by higher interest rates, so inflation declined and remained low.  Thus in the future, we can reasonably assume that any increase in the deficit will be met with higher interest rates.  Suppose that Congress votes a $200 billion a year increase in medical care benefits without any corresponding increase in taxes.  Explain how you would change your business strategy if you were a company executive in the following industries:

A.  Railroad cars

B.  Hardware stores

C.  Stockbroker

D.  Furniture manufacturer

E.  Pension fund manager 

NOTE:  This question emphasizes the perils of forecasting.  We are likely to have a deficit of $600 billion in FY 2004 and yet interest rates did not rise.  So much for my claim that “any increase in the deficit will be met with higher interest rates”.  I still think it is likely that interest rates will start to rise in 2005, but apparently a deal was struck not to boost them before the 2004 election. 

ANSWER:  If in fact interest rates were to rise, the answers are as follows.  Fixed investment – both capital spending and housing – would be hurt.  Thus the demand for new railroad cars, and the demand for hardware store items, would both diminish.  Stockbrokers would be hurt as the market declined unless they instructed their clients to go short, but few will take that risk.  Furniture manufacturers would also be hurt because of the drop in housing starts and sales.  Pension fund managers would be well advised to move to cash, but since most of them are paid to stay in the market, they would also be hurt.  

9.  The U.S. economy did not have any increase in the core rate of in inflation in 1999-2000 with the economy at full employment; instead, it had a stock market bubble.  Many people subsequently held Alan Greenspan and the Fed responsible for the resulting crash.  Yet monetary policy is supposed to control inflation, not stock prices.  What if anything did the Fed do wrong, and doesn’t it deserve credit for keeping inflation low and stable?  Or was that due to other factors, and was not the directly result of Fed policy in the late 1990s?

ANSWER:  The issue is one of moral hazard; the Fed did an excellent job of convincing many gullible investors that it would always be there to bail them out.  While credible monetary policy did keep inflation under control, so did rising productivity, the stronger dollar, and the larger trade deficit.  The Fed has the authority, under Regulation T, to rise the margin rate on stocks; it has been 50% for many years.   An increase to 75% would have quickly put the damper on stocks and ended the runaway bull market bubble without raising interest rates to such a high level that the entire recovery would have been endangered, which of course eventually turned out to be the case anyhow.  Perhaps the Fed cannot be faulted for failing to take this step, but an initial move to 60% to test the waters would seem to have been warranted.  
