QUESTIONS AND ANSWERS TO CHAPTER 20 

1.  As a manager, the following facts are in your possession at the end of “this” year and asked to predict the changes in the economy “next” year.  What is forecast for real growth, inflation, and interest rates?  

a.  The Fed has just cut the funds rate by ¾%, but bond yields have been virtually unchanged

b.  The stock market has just fallen 20% over the past three months. 

c.  The Federal budget is now in surplus, and the surplus is expected to be bigger next year

d.  The value of the dollar has risen by 20% over the past two years

e.  Crude oil prices have fallen 30% over the past year.  

f.  Money supply growth has been stable at 6%.

g.  Real growth this year was just over 4%. 

ANSWER:  Ordinarily, the cut in the funds rate would boost growth slightly, probably about ½% since bond yields did not fall; the drop in the stock market would cut growth by about 2%, the rise in the dollar would cut growth by perhaps as much as 1%, and the drop in oil prices would boost growth by about ½%.   On balance, that suggests growth would slow down from 4% to about 2%.
However, that is not what happened.  These are the actual figures facing economists near the end of 2000, and we know the economy fell into recession the following year.  It was true that 9/11 was entirely unexpected, but growth was negative even before that happened.  This is a fairly dramatic example of the errors that are likely to occur in forecasting, especially at turning points.  What other factors reduced real growth below zero?

The declines in capital spending and exports were severe, but were in line with the elasticities given above.  Consumption and housing held up well, the result of lower interest rates and, to a lesser extent, lower oil prices.  The fly in the ointment turned out to be inventory investment, which fell $160 billion from 2000.3 to 2001.4.  Over the same period, real GDP rose about $30 billion, which means final sales rose 2.0%, which is the same as our back-of-the-envelope estimate given above.  

Inventories react quickly to declines in final sales, but sales didn’t fall in 2001.  Hence there must have been some other factor that caused such a massive drop in inventory investment.   The answer would appear to be that when the economy slowed down even slightly, firms decided they did not need to keep as many inventories, and adjusted their I/S ratios down.  There may also have been some buildup in inventories ahead of Y2K that contributed to this reversal.  In any case, inventory investment – which is notoriously difficult to predict in any case – fell sharply enough to turn a slowdown into an actual recession. 

2.  From September 2000 to March 2001, the S&P 500 index fell 27% and the U.S. economy headed into a recession.  From March 2002 to July 2002, the index fell another 27%, yet this time the recovery that was already underway continued.  Based on these events, explain why or why not you would use the stock market as a leading indicator to predict a recession the next time it falls sharply.  

ANSWER:  The standard rule of thumb is that a 10% change in the stock market changes consumption by about ½% and capital spending by about 1%.  Consumption is 2/3 of GDP and capital spending is 10%, so the impact would be ½*2/3 + 1*0.1, or 0.6%.  With the multiplier, the total result would be about 1%.  So a 20% drop in the stock market would reduce growth by 2% (see the previous question).  
Since the economy usually grows at a 3% to 4% rate in non-recession years, a 2% drop would ordinarily be a severe slowdown, not an actual recession.  However, any stock market decline is accompanied by a substantial tightening of monetary policy, and that is what causes the actual recession.  In cases where the stock market has taken a substantial drop unaccompanied by tighter money – 1962, 1987, and 2002 – recessions have never followed.  Thus while the stock market continues to be a useful leading indicator, its limitations should be recognized.  It always has, and presumably always will, take more than a stock market decline to cause a recession; there must also be some negative effect from monetary policy, fiscal policy, or the value of the dollar.  
3.  The material in this chapter did not focus on different methods of predicting inflation because the core rate has changed very little since 1982.  The biggest change has been 1.1%, and the average change has been less than 0.5%.  Nonetheless, what factors would you look for in the future to signal that core inflation was about to rise substantially the following year?

ANSWER:  In the U.S., inflation has never accelerated significantly when the economy was still far away from full employment.  However, as this benchmark is approached, the factors to consider would be (a) whether a substantial Federal budget deficit remains, (b) if so, how is it being financed, (c) whether or not growth in productivity is declining, (d) whether the value of the dollar is declining, and (e) most important, whether the Fed is acting with alacrity to any signs of impending inflation by raising the Federal funds rate. 

4.  The LEI, consumer expectations, and ISM (then NAPM) surveys all predicted a much more robust recovery in 1991-92 than actually happened.  What factors intervened to keep real growth at an unusually low rate early in the recovery?  Based on your answer, how would you adjust these series in generating forecasts for the 2002-2003 recovery?  

ANSWER:  It might seem that these two recoveries are similar in the sense that growth remained sluggish and the unemployment rate continued to climb long after the recovery started.  However, those differences are largely superficial.  In 1991-92 the lagging sector was consumption, probably because of the tax increases promulgated by George H. W. Bush.  In 2001-02 the lagging sectors were capital spending and, to a lesser extent, exports.  Hence while the overall result was similar – sluggish growth and rising unemployment well into the recovery – the sectoral reasons were quite different. 
5.  Suppose the dollar is overvalued by 20% and the Secretary of the Treasury announces that he hopes it will soon return to equilibrium.  How would this announcement affect your sales if you were in the following businesses?  (Hint:  how will the stock market react to that announcement, and how will it affect oil prices?)  

A.  Motor vehicles 

B.  Steel

C.  Fabricated metal products (such as heating and plumbing fixtures) for housing 

D.  Organic chemicals 

E.  Aerospace

F.  Textiles and apparel

G.  Fertilizer

ANSWER:   In general, stock prices would react negatively to this announcement, and oil prices would rise to the extent they are based on a market basket of world currencies instead of just the dollar.  (A)  Domestic sales will rise, while sales of imports will fall – unless foreign producers match what would be price cuts in their currencies.  In any case, domestic auto manufacturers profits should rise.  (B)  Steel will definitely benefit.  (C)  The impact on housing depends on what happens to interest rates.  They would ordinarily rise if inflation rose, but since the dollar was above equilibrium, there probably wouldn’t be much impact, so the result would be neutral.  (D)  Organic chemicals would be hurt by higher oil prices, helped by a weaker dollar.  (E)  Aerospace would also be hurt by higher oil prices, but helped by a weaker dollar.  (F)  There isn’t much left to the domestic textiles and apparel industries, and a weaker dollar probably wouldn’t help very much because foreign prices are so much below those in the U.S.  (G)  Fertilizer would be hurt by higher oil prices. 
6.  After increasing steadily for several years, the LEI turns down by 0.5% one month.  What other factors would you examine in determining whether to curtail your business plans ahead of any recession, and how long would you wait before changing these plans?  

ANSWER:  Hardly anyone would pay attention (except possibly a few caffeinated journalists and Wall Street junkies).  It takes three months to determine a trend in any case.  Also, it depends on what components of the index turned down.  A substantial drop in new orders or building permits would be more serious than a squiggle in the money supply or length of the workweek.  Also, if the decline was caused by the stock market, one would want to determine whether that was due to some temporary exogenous factor or emerging economic weakness. 

7.  The President of the United States decides to eliminate terrorism in the Middle East and launches a massive “first strike” against terrorist nations.  Before this announcement, you had been predicting 3 ½% growth and 2 ½% inflation for the upcoming year.  How would this announcement change your forecast?  What other factors would you examine?
ANSWER:  Basically there are two offsetting factors.  A rise in defense spending would boost real growth, ceteris paribus, but a decline in expectations would reduce real growth.  On balance I would not change my forecast, at least until the outcome of the war were certain.  The inflation forecast would depend on the phase of the business cycle.  Near full employment, inflation would probably increase; if the economy were still in a recession or with substantial excess capacity, it wouldn’t have any impact. 
8.  After years of smoldering unrest in Southern Mexico, the rebels finally mount a full-scale attack on urban areas.  Order is eventually restored, but in the meantime capital has fled the country, resulting in a 50% devaluation of the peso.  You recall that there were similar devaluations in 1982, when the U.S. economy was in a lengthy recession, and in 1995, when real growth in the U.S. economy slowed down to 1% before rebounding.  Based on this previous information, would you expect this devaluation to reduce real growth in the U.S.  What other economic indicators would you check before making this determination?

ANSWER:  There is not much doubt that a severe disruption in the Mexican economy would reduce our exports to Latin America in general and cause some decline in the growth rate.  However, as always, it depends on what else is happening.  In 1982 and 1995, interest rates had risen sharply the previous year, so that would be the first thing to check.  The growth rate for the next two or three quarters would depend more on what happened to interest rates the previous year than how much the Mexican peso was devalued.  In general, it would be useful to find out if the underlying growth trend was accelerating or decelerating in the previous months, and if plans for capital spending were accelerating or decelerating. 

9.  The index of consumer expectations dropped much more sharply before the brief and mild 1980 recession than it did before the much more severe and prolonged 1981-82 recession.  The same pattern also occurred for the ISM/NAPM index of manufacturing activity.  What other factors accounted for this anomaly?  How would you take these into account when assessing the next reported drop in these indexes?  

ANSWER:  One should consider the level as well as the change, although it is usually the latter that gets the most attention.  Part of the reason these indexes didn’t drop so much before the 1981-82 recession is that they were already at unusually low levels for a recovery (they never really picked up that much).   Also, pessimism was severe in 1980, with double-digit inflation and the feckless behavior of Jimmy Carter causing many to believe we were heading into a banana republic type of economy; and we had lost a great deal of credibility over the Iran hostages.  In 1981, by comparison, Ronald Reagan projected a much more optimistic viewpoint, and many thought that once inflation had returned to normal levels, the increased credibility of monetary policy, major tax cuts, and emphasis on reducing government intervention in business decisions would lead to a sustained period of economic prosperity.  
