QUESTIONS AND ANSWERS – CHAPTER 8

1.  Suppose you are CEO of a manufacturing company, and oil prices suddenly double, which boosts the inflation rate by 5%.  While your principal job is to keep quarterly earnings rising, you are concerned that a recession might occur, and failing to maintain market share could be very costly in the longer run.  Explain what steps you would take under the assumptions that:

A.  Both wages and prices are flexible

B.  Prices can change quickly, but wages will respond only with a substantial lag.

C.  Both prices and wages are sticky.

ANSWER:  When the first energy crisis occurred, firms more or less automatically passed along the higher prices of energy.  For utilities, where passthroughs are part of the regulatory algorithm and the short-term demand elasticity is very low, that is an appropriate response.  However, manufacturing firms find themselves in the position where the demand for their products might decline sharply if prices were raised.  In addition, a higher rate of inflation is also certain to lead to higher interest rates, so firms that manufacture goods that are cyclically sensitive will find their market diminished by higher interest rates and more sluggish growth.  

If wages and prices are flexible, the first line of approach would be to cut wages to offset higher fuel costs, and keep prices from rising at all.  “Cutting wages” in this respect does not necessarily mean reducing the hourly wage rate; it could mean demanding increased flexibility in scheduling, having personnel work more hours for the same paycheck, and other changes that in fact reduce unit labor costs.  

Of course, these changes are not always possible, which leads to part (B) of the question.  If wages and work rules cannot be quickly changed because of union restrictions, the firm then has to calculate its elasticity of demand, taking into account the reaction by competitors.  To the extent that price increases may cause a permanent shift of loyalty to other carriers, it may be in the firm’s own best interest to hold prices constant and suffer a temporary loss in profits until fuel prices return to previous levels.  


Case (C) is the case for quasi-regulated industries, such as utilities; that was once the case for airlines, but of course that is no longer true.  If both wages and prices are sticky, the only remaining option would be to cut other costs, which would presumably including delaying the purchase of new capital equipment, reducing “free” perquisites, and cutting other non-labor costs.  In all three cases, the CEO would have to be aware that raising prices would probably reduce demand substantially, and the simple cost mark-up model would not work in this case.  In “real life” this has increasingly become the case, as major increases in oil prices in 2000 and again in 2003 had virtually no impact on the core inflation rate. 

2.  The inflation rate in Argentina fell from over 3000% in 1989 to 25% in 1992 and virtually zero in 1998.

A.  What do you think happened to the money supply growth over the same time?

B.  What do you think happened to the real growth rate over the same time?

C.  Explain how the Argentinean government was able to reduce inflation so quickly and keep it low.

D.   In mid-1999, the Argentinean unemployment rate was about 15%.  Explain why that figure had many foreign investors worried that high inflation would soon reoccur in Argentina.  (After all, according to the Phillips curve, high unemployment means low inflation).  

ANSWER:  Growth in the money supply fell by just about the same percentage, although it remained slightly positive in 1998 when inflation fell to zero.  The real growth rate rose substantially as soon as inflation had declined to normal levels.  The government accomplished this sharp reduction in inflation through several steps:  it balanced the budget, tied the peso to the dollar, and backed it by gold.

Most investors thought Argentina would not be able to hold the peso constant, and hence would have to devalue – especially after Brazil was forced to devalue.  In 2002 that turned out to be correct, and peso fell by about 2/3, approximately matching the drop in the Brazilian real.  

3.  From time to time, including but not limited to the 1971-73 experience in the U.S., wage and price controls have been imposed to reduce inflation.  Yet when these controls were eventually lifted, the price index quickly rose to a level that was even higher than would have been the case without controls.  Explain why that happened.

ANSWER:  Wage and price controls invariably reduce productivity growth, hence lifting the underlying level of unit labor costs that emerges when the controls are finally lifted.  In general, wage and price controls mean firms cannot fully recoup the cost of new capital spending, so they cut back on implementing the latest technology.  The situation was particularly egregious during the guidelines of 1973, where firms were permitted to raise their prices if they could show that costs had increased, but not otherwise.  Thus firms were handed an incentive to boost costs, rather than to cut them.

4A.  The annual data for the U.S. economy in the 1960s are given below.  Show these graphically.



1960
1961
1962
1963
1964
1965
1966
1967
1968
1969

INFL

1.7
1.0
1.0
1.3
1.3
1.6
2.9
3.1
4.2
5.5

UNEMPL
5.5
6.7
5.5
5.7
5.2
4.5
3.8
3.8
3.6
3.5

B.  From 1966 through 1969, the unemployment rate was virtually unchanged, yet the inflation rate rose almost 3%.  Why did it rise that much?

C.  In 1974, the unemployment rate was 5.6%.  What would have been the projected inflation rate using the Phillips curve based on these data alone?  The actual inflation rate that year was 11.0%.  What factors accounted for the additional inflation?

D.  The inflation rate fell from 12.5% in 1980 to 3.8% in 1982 (on a monthly average basis) even though the unemployment rate rose “only” 2.6% during those two years.  What other factors caused the inflation rate to decline so quickly?

ANSWER:  B.  The economy was overheating, yet the Fed eased in mid-1968 as part of the “deal” when the 10% income tax surcharge was proposed.   Monetary easing boosted inflation, and in addition, higher tax rates caused wages and prices to rise faster as individuals and businesses tried to maintain their after-tax standard of living and rate of return.

C.  According to the previous relationship, a 5.6% unemployment rate would have generated about a 1.5% rate of inflation, rather than the 11.0% rate that actually occurred.  Of course that served as clear and present evidence that the relationship had collapsed, as shown in the text.  It is true that 1974 was a unique year because the first energy crisis had just occurred, agricultural prices skyrocketed because of the El Nino effect, and wage and price guidelines were removed on 5/1/74, releasing a firestorm of increases that had been disguised or suppressed during the period of the freeze, controls, and guidelines.  Even without these exogenous attempts, though, workers would have bargained for wage increases that reflected the rise in inflation over the past several years, and their expectation that the rate of inflation would remain high over the next several years.  
D.  Monetary policy reestablished its credibility – but with a big assist from the Reagan Administration in terms of firing the striking airline controllers (PATCO members).  International investors became convinced that the U.S. was back on sound footing, so they enthusiastically invested in dollar-denominated assets, pushing the value of the dollar higher.  That meant domestic manufacturers were left with little choice other than to cut wages.  In particular, note that in previous business cycles, the slowdown in wage rates lagged the decline in inflation, whereas in this cycle, wage gains declined first; then inflation fell very quickly afterwards.
5.   In 1998, the rate of inflation in the U.S. economy fell from 2.3% to 1.6% at the same time that the unemployment rate fell from 4.9% to 4.5%.  What were the principal factors that caused the inflation rate to decline in 1998?

ANSWER:  For one thing, energy prices fell during 1998; the core rate was virtually unchanged.  However, even this was a major accomplishment in the sense that previously, inflation had generally accelerated once the economy approached full employment.    The two major reasons were:  no acceleration in wage rates, and –somewhat surprisingly – a decline in corporate profits.  The latter reflected weaker international sales because of the collapse of Southeast Asian economies and the stronger dollar.   Wage rates did not accelerate because of the threat of lost jobs to foreign countries.  
6.  During periods of hyperinflation, real growth invariably declines and the unemployment rate rises sharply.  Explain the mechanism by which this occurs.

ANSWER:  According to the Phillips curve hypothesis, higher unemployment means lower inflation, while just the opposite happens during periods of hyperinflation.  But during periods of hyperinflation, most firms are reluctant to invest in capital assets that depreciate, preferring either to speculate on commodities that are likely to increase in price, or send their money abroad, where it can retain its value.  In either case, capital spending declines, generally leading to a drop in real GDP. 
7.  In 1980, the inflation rate in Italy was 21% and the unemployment rate was 4.4%.  By 1998, the inflation rate in Italy had declined to 2% and the unemployment rate had risen to 12.3%.

A.  What were the principal factors that caused the inflation rate to fall so much?

B.  What were the principal factors that caused the unemployment rate to rise so much?

C.  Explain whether or not this is an example of the Phillips curve tradeoff at work.

ANSWER:  We have said that the decline in inflation in the U.S. was due to a more stringent monetary policy, firing of the airline controllers, more pro-business and anti-labor government policies generally, and the stronger dollar.  However, none of these factors applied in Italy, yet inflation fell sharply in that country as well.  Whereas the inflation rate in Italy had been much higher than the rest of Western Europe through 1980, it declined to roughly the same rate by the late 1990s.  In this case, Italy decided it wanted to join the Euro, and hence had to put its fiscal and monetary houses in order to meet the stated criteria:  no more than 3% inflation, a deficit ratio of no more than 3%, and a debt/GDP ratio of no more than 60%.   Thus the Italian government stopped running huge deficits and controlled money supply growth more closely.  In this case, no unusual measures were needed; just the regular ones.

In a similar fashion, the rise in unemployment reflected the fact that growth in Europe slowed down sharply, especially in Germany.  Thus exports to Italy’s principal trading partners grew much more slowly.  In this case, the rise in unemployment in Italy was about the same as in France and Germany, and was not due to the monetary and fiscal policies followed by the Italian authorities.


The answers to the first two parts of this question indicate that the inflation and unemployment rates in Italy simply followed those of other continental Western European countries.  Thus the answer to part (C) becomes:  why did unemployment rise so much in France and Germany, and was that an example of the Phillips curve at work?


The slowdown in the overall European growth rate was due to several factors, but these can be summarized here as (a) large increases in government spending for social welfare benefits, (b) high labor costs and an overvalued currency relative to these labor costs, and (c) an erosion of profits that caused more firms to invest outside the original Common Market area.   In other words, the major problems were an overbearing public sector that stifled investment and initiative, and for much of the period, an overvalued currency, which depressed exports.  These factors were largely independent of the inflation rate, as can be seen from the fact that from the late 1940s through 1973, Europe had a very high growth rate and very low inflation.  Hence this is not an example of the Phillips curve at work.  
8.  During the early 1960s, wage and price “guidelines” were in place that were supposed to limit the gains in wages to the increase in productivity, hence holding prices almost constant.   Since the CPI rose at an average rate of only 1.1% from 1961 through 1964, the program was considered a big success by Kennedy Administration economists.

A.  What were the real reasons inflation was so low in the early 1960s?

B.  The guidelines remained in place under Johnson, but the rate of inflation gradually rose to almost 6% (see problem #4).  What factors rendered the guidelines ineffective?

ANSWER:  From 1962 through 1965, wage gains were in fact about 1% lower than would have otherwise been the case, given monetary policy, the rate of inflation, unemployment, and relevant exogenous variables.  The trouble with the guidelines is that many workers resented receiving wage gains that were below productivity gains, so when the economy return to full employment, they became more militant and demand wage gains that exceeded the guidelines.  When the economy moved to full and then overfull employment, it was much easier for them to obtain those oversize gains.

Of course, we don’t know whether labor would have settled for smaller gains in the late 1960s if increases had not been depressed during the period of the guidelines.  By the time the late 1990s rolled around, foreign competition helped keep wage gains much better under control.  


What role did monetary policy play?  If we look at bond yields of the early 1960s as an indication of inflationary expectations, they indicate that investors expected virtually no inflation.  Many investors probably thought inflation had been licked by the tight-money policies of the late 1950s, which helped cause the 1960 recession and probably contributed to Nixon’s defeat.  


When inflation started to heat up in 1966, Fed Chairman William McChesney Martin boosted the Federal funds rate from 4% to 5 ½% and inflation then quickly retreated.  However, that did slow down the economy briefly, and Johnson was reported to have been extremely upset with the Fed move.  It seems likely that his attempt to undermine Fed policy led to a loss of confidence and an increase in inflationary expectations, which was one of the major reasons the inflation rate rose from 2 ½% in the first half of 1967 to 6% by the end of 1969.  Of course, some of this must necessarily be speculative because we cannot measure expectations precisely, but it appears that inflation rose rapidly near the end of the 1960s because of (a) the built-up pressures from the guidelines, and (b) the attempt to subvert Fed policy.  If (a) is indeed the case, this would be one more example of guidelines (or other measures that try to reduce inflation) being successful when they aren’t needed, but exploding when they are needed.
9.   Following the first energy shock in 1973, when oil prices rose $10/bbl, the rate of inflation averaged 8% for the next five years.  Following the second energy shock in 1979, when oil prices rose more than $20/bbl, the rate of inflation averaged 6 ½% per year for the following five years.  Following the third energy shock in 1990, when oil prices rose $20/bbl, the rate of inflation averaged only 2.8% per year for the next five years.  Explain why the rate of inflation reacted so differently to similar changes in oil prices.

ANSWER:   First, the so-called energy coefficient – the ratio of the amount of energy used to real GDP – fell by half from 1973 to 2000, so even if nothing else had changed, energy would have had a proportionately smaller impact on inflation.  However, that is far from the complete answer.  Firms learned how to hedge against higher energy prices, so that increases in spot or nearby futures markets did not necessarily drive up their costs if adequate supplies had been purchased at lower prices.  Expectations changed, and the 1990 (and 1999 and 2003) rise in energy prices were generally expected to be temporary, so wages and other prices were not adjusted accordingly.  Finally, monetary policy did not accommodate the increase in energy prices in later years, as had been the case earlier. 

10.  In Europe, the U.K. is the only country where there has been a consistent tradeoff between inflation and unemployment.  What factors caused this tradeoff to occur in Britain but not in Continental Europe?

ANSWER:  At least until recently, the U.K. was the only country that continued to use short-term fine tuning methods to try and regulate the economy.  Such methods invariably backfire, and continued to hurt the British economy until 1993.   In particular, raising taxes during period of rapid growth or full employment invariably cause inflation to remain high even after the recession has started, thereby setting the stage for the more inflation in the next business cycle because both businesses and labor will anticipate the same misguided policies.  
