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QUESTIONS AND ANSWERS TO CHAPTER 16 

1.  The following two graphs show the ratio of consumption/income and stock prices/income, and the four-quarter percentage changes in consumption and stock prices.  Based on these graphs, do you think that short-term or long-term fluctuations in stock prices are the more important determinant of consumption?  Why do you think the correlation in percentage changes is stronger before 1980, while the correlation with the ratios is stronger after 1980?
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ANSWER:   Let’s look at the ratio graph first.  Taking the BEA data at face value, the C/Y ratio fell almost steadily from 1947 through 1980, and then rose almost steadily from 1980 to the present.  As a rough order of approximation, interest rates rose during the first period and fell during the second period, so that could have something to do with this pattern.  In particular, the sharp rise in the C/Y ratio since 1980 could very well have been due to lower interest rates as well as higher stock prices.  We saw this in 2001 and 2002:  real consumption rose an average of 2.8% per year in spite of the recession and an unprecedented plunge in stock prices in the post-World War II period, primarily because of lower interest rates.  We also note that in the immediate period after World War II, the C/Y ratio was at unusually high levels whereas the SP/GDP level was unusually low, while in the 1960s, the C/Y ratio was only at moderate levels although the SP/GDP level was quite high.  So once the impact of interest rates is taken into account, there is not a very strong long-term correlation between these two ratios.

The right-hand figure is somewhat more difficult to interpret because fluctuations in consumption are due to so many other factors.  However, multiple regression analysis describes in the text indicates that when income and the cost and availability of credit are also taken into account, a 10% change in stock prices is likely to have about a 0.5% impact on consumption, both values taken around the mean.  Just as average or expected income is more important than current income,  average or expected changes in stock prices are more important than short-term changes.  Thus the blowout in October 1987, while dramatic at the time, had little impact on consumption because (a) stock prices for the year as a whole were almost unchanged, and (b) the stock market started climbing rapidly again in 1988 and 1989.  On the other hand, the continued buildup in stock prices in the late 1990s probably did boost consumer spending, and the decline in 2001-02 reduced consumption relative to the level that would have otherwise occurred, which would have been unusually high given that short-term interest rates fell all the way to 1%.  

The importance of fluctuations in stock prices on fluctuations in consumption – especially since 1980 – could have been due to (a) an income effect, (b) a wealth effect, and/or (c) an expectations effect.   The income effect is probably important, although we really cannot tell without adequate data on realized capital gains.  The wealth effect, I think, is minimal; if it were more important, that would have shown up in the ratio (left-hand) graph.   However, the major impact is probably one of expectations, or attitudes:  consumers are more likely to go into debt if they are optimistic about the future.  During the 1980s and 1990s, there is little doubt that optimism about the long-term performance of the stock market improved.   It remains to be seen whether this optimism can remain intact following the 2001/02 debacle in stock prices.   Preliminary evidence does suggest that when the stock market improved substantially from March to September 2003, discretionary consumer spending did pick up fairly quickly.  Thus it does appear that the short-term correlation with the change in stock prices is significant, although of course it is hardly the only factor affecting consumption.  I think this is primarily an expectations effect, although others may still claim the income or wealth effects are more important. 
2.  Older business cycle theories used to focus on what was called the “interaction of the multiplier and the accelerator” to produce endogenous business cycles; the accelerator said that investment was proportional to the change in output.  Under reasonable empirical estimates of the underlying parameters, such a model could be shown to generate business cycles once every four to five years.  Considering that the U.S. economy has had only two minor recessions since 1982, which do you think has changed more – the multiplier or the accelerator?  What are the principal reasons for that change?

ANSWER:  Over this 20-year period, there were two mid-course corrections:  growth slowed down to 2% during the middle of 1986, and 1% during the first half of 1995.  One could reasonably argue that if the multiplier were stronger, these might have turned into actual recessions, which would have continued the 4-5 year average cycle (since actual recession dates were 1981, 1990, and 2001).  There are several plausible reasons why the multiplier would have diminished, but the main one is the increased importance of imports.  Imports have risen sharply as a percentage of GDP, from 5% right after World War II to almost 15% today.  Let’s assume the short-term income elasticity of imports is 2 (including the impact on inventories) and the domestic multiplier remained at 2.5  That would reduce the overall multiplier from 1/.5 = 2 to 1/.7 = 1.43.  Because the government sector has also become increasingly important, and its spending is countercyclical, the multiplier probably has dropped even further.  Today, the multiplier is probably not much bigger than 1, which means there is virtually no effect once the effect of imports and the government sector are taken into account.  Of course, that is good news for dampening the business cycle.  
Estimating the change in the accelerator over time is more difficult.  It applies primarily to inventory investment and capital spending, where it is sometimes represented by the index of capacity utilization (as was shown many years ago, these two formulations are basically equivalent).   Since the 2001 recession was caused primarily by overcapacity and a severe slowdown in high-tech investment, we do not want to fall into the trap of saying the accelerator has disappeared – at least for capital spending.   We had once thought the accelerator for inventory investment would have diminished because of improved methods of inventory control, but in the 2001 recession, inventory investment accounted for more than 100% of the drop in real GDP (i.e., final sales kept rising), so that is not the case either.  New methods of inventory control mean that stocks are leaner and the production process is more efficient, but does not mean that fluctuations in inventory investment following unexpected changes in the growth rate of sales have diminished. 
Another argument often presented states that business cycles are less frequent and less severe because manufacturing employment is a much smaller proportion of total employment now than earlier in the post World War II period.  That latter statement is undeniably true; manufacturing employment has dropped from roughly 30% to 10% of total employment.  However, that is essentially a multiplier rather than an accelerator argument, for the percentage change in industrial production and manufacturing employment in the last two brief and mild recessions were just about the same as the average for the previous eight post-World War II recessions.  It is just that these changes do not ripple through the economy with the same force.  Thus it appears the accelerator for inventory investment and capital spending is still operating at about the same level, but the multiplier has been substantially reduced.  Thus it now takes a bigger exogenous shock to cause an actual downturn in economic activity. 
3.  From 1947 to 1973, the U.S. economy went through five recessions, while Europe and Japan did not have any.  Since 1982, however, cyclical downturns in Europe and Japan have been at least as frequent as in the U.S.  What factors caused the frequency of business cycles in the U.S. to decline, and what factors caused their frequency in Europe and Japan to increase?

ANSWER:  We pointed out in the previous answer that the multiplier has sharply declined in the U.S, reducing business cycles after 1982 and, to a certain extent, after 1961.  What about Europe and Japan?  Presumably they are subject to the same forces that have diminished the value of the multiplier.  However, the overall growth rate is also important in determining whether an actual recession occurs.  Consider two economies, one with an average growth rate of 3% and another at 8%.  In both cases, assume the growth rate falls by 5% one year.  The slower-growing economy records a recession, with real GDP down 2%, while the faster-growing country shows growth at 3%, far from a recession.  That is essentially what happened in Japan before 1973 and, to a lesser extent, in Europe as well.  

There are three major reasons why there have recently been more recessions in Europe and Japan:  inept fiscal and monetary policies, more exogenous shocks, and slower growth.  The exogenous shocks refer primarily to the unification of Germany and the collapse of key Southeast Asian markets for Japan.  In addition, these countries hurt themselves for many years by supporting an overvalued currency, which significantly reduced the growth rate.  Now the shoe is on the other foot, so to speak.  Average growth in the U.S. has averaged about 3 ½%, while growth in Europe and Japan has fallen to an average of about 1 ½%.  Under those circumstances, a 2% decline in the growth rate in the U.S. would not be considered an actual recession, whereas it would generate a recession in Europe and Japan.  

4.  Virtually all purchases of consumer nondurable goods do not involve extended credit terms.  Yet that component of GDP exhibits a very marked cyclical pattern, always turning down during recessions.  Can these declines be explained entirely by the reduction in disposable income, or are they also related to credit conditions (Hint:  what happens when consumers are forced to pay off their other loans in a more timely fashion?)

ANSWER:  This pattern was particularly noticeable during the 2001 recession, when purchases of nondurables turned down but durables did not – even before “zero interest” financing went into effect for motor vehicles.   Purchases of clothing and restaurant meals are two of the categories of consumption with large discretionary components; by comparison, many durables are considered “necessities” and must be purchased when the old durables are no longer serviceable.  This is particularly true for personal computers, where rapidly changing technology makes existing machines obsolete after about three years.  In addition, the increasing proportion of motor vehicles that are leased means that when the lease ends and the owner has no equity, another vehicle must be purchased even if economic conditions have worsened.   Thus the most likely areas for cutbacks are the truly discretionary items:  clothing, restaurant meals, and vacations, which are largely services but also include a fair proportion of nondurables.  
5.  During past recessions, housing prices generally rose much less than usual, and fell in real terms.  Yet in the 2001 recession, housing prices rose much more than average.  What factors caused them to rise so rapidly during the recession?  On a regional basis, the biggest price increases occurred in New York, Massachusetts, and Florida, regions whose income could generally be tied closely to the stock market (Florida representing retirees from the Northeast).  What does that say about the impact of changes in stock prices on the demand for housing?  Explain whether that finding is consistent with the PIH and LCH.

ANSWER:  Usually housing starts fall sharply during a recession, sometimes as much as 50%.  But they rose in the 2001 recession because of the sharp decline in interest rates and aggressively easy monetary policy.  Lower interest rates also helped to boost housing prices sharply, on the grounds that (say) if one could afford a $400,000 house with an income of $80,000 and a 6% interest rate, one could afford a $600,000 house if interest rates dropped to 4%.  (This example is not supposed to suggest that is good practice, but merely comments on the figures that bankers will allow).  
However, why did housing prices rise so much in the high-tech and financial centers of New York and Massachusetts, yet fall in the high-tech centers around San Francisco and San Jose?  For one thing, prices on the West Coast had gone through a bigger bubble than the East Coast.  However, it is also possible that East Coast owners and employees were likely to get paid in real assets, whereas West coast bubbleheads were paid in phantom assets (such as underwater stock options).  In the case of New York and Boston, phenomenal bonuses were paid to financial market employees in actual dollars that did not disappear when the market crashed.  

The main point of the question, however, is to suggest that the gains on the East Coast, which were grounded more in financial market services than high-tech, built up over a long period of time, so people who received these gains felt comfortable in paying more for houses, either in the North or the South (or, of course, both).  The West Coast gains, even if they were realized, tended to be more of the Johnny-come-lately variety and did not have the same permanence.  

Many years ago, Milton Friedman showed that probably the best test of the PIH was to compare the saving rate with the value of the home that one owned, since that served as the best proxy for permanent income.  In the same way, housing values are tied to the “permanent” – or at least long-term -- value of the stock market, rather than short-term fluctuations.  This differs from discretionary spending, which is tied more to short-term fluctuations in stock prices (see question #1).  
6.  Improved methods of inventory control were supposed to reduce fluctuations in inventory stocks.  It is clear that these methods have helped reduce the equilibrium inventory/sales ratios in both the manufacturing and trade sectors over the past decade.  Yet we find that during the 2001 recession, inventory investment accounted for more than the total decline in real GDP, the first time that had happened since 1949.  Explain whether this result is due to a set of odd coincidences, or whether the improved methods of inventory control actually caused bigger fluctuations in inventory investment relative to final sales.

ANSWER:  Improved methods of inventory control and management, such as Just-In-Time and Zero Inventories, represent a whole new method of production.  It is not just the question of firms deciding to carry (say) 15 days instead of 30 days of inventory.  The whole production process has to be revised and redone in such a manner that the flow-through of work is much more efficient and there are fewer bottlenecks, hence less need for extra inventories.  This process is one of the reasons that productivity in the manufacturing sector has increased so rapidly in recent years.
This author was a consultant to APICS (American Production and Inventory Control Society) for over 20 years, and for several of those years tabulated a monthly survey on inventory conditions, so I can say with some assurance that in spite of better methods of managing inventories, the forecasting ability of inventory control managers has not improved at all in recent years.  Businesses are still as surprised as ever when unexpected changes in sales occur.  When this lack of ability to forecast accurately is combined with lower levels of inventories per unit of sales, changes in inventory investment may well be even larger than in the past, since there is a smaller buffer stock.  That appears to be part of the explanation of what happened in 2001 and 2002.  

7.  The next time the U.S. economy returns to full employment, what factors will determine how much longer it will take for the next recession to develop?  (Note:  there is no “right” answer to this question; the idea is to organize your thoughts to explain under what circumstances a recession based on higher inflation and higher interest rates would occur, a recession based on excess capacity would occur, or no recession at all would occur).

ANSWER:  As of mid-2003, the main thing we know about the U.S. economy is (a) very large budget deficits will occur for at least the next several years, and (b) the Federal funds rate is at 1%, compared to what would ordinarily be an equilibrium value of 4% to 5%, based on the Taylor rule relationship that the equilibrium funds rate is approximately equal to the growth rate for nominal GDP.  Many people think Greenspan and Bush struck a deal in which in return for being pre-appointed to his fifth term, Greenspan agreed not to raise interest rates until after the 2004 election.  We will have to wait and see what happens, but it is undeniable that short-term interest rates are currently well below equilibrium.  

The question is then what happens when they rise again.  If inflation stays at its current low level of about 2%, it is likely that the economy would slow down but not go into recession.  If inflation does rise, another recession would probably occur.  If it did, fiscal and monetary policy probably could not be used as vigorously to boost the economy again, since we already have huge budget deficits instead of surpluses as was the case in 2000, and interest rates are already unusually low.  Also, as of mid-2003, the stock market is somewhat overvalued based on historical relationships,  even taking into consideration the current low level of interest rates. 
It could be argued that this scenario – sluggish growth or outright recession after 2004 -- is far too pessimistic; after an extended period of stagnation ranging from mid-2000 to mid-2003, the economy is finally showing signs of growing at above-average rates.  Once the ship of state is turned around, it can be argued, it will steadily cruise back to full employment, which would probably take 3-4 years before any signs of an impending slowdown begin to resurface.  

If the full-employment budget were balanced and the Federal funds rate were at its equilibrium value, we would also endorse that viewpoint.  However, the current disequilibrium positions of both monetary and fiscal policy as of mid-2003 raise the probability that another recession will develop in 2005/6 rather than after an entire decade of prosperity.  In this regard, students should be reminded that after “the business cycle was conquered” in the 1960s, the U.S. went through 4 recessions from 1970 to 1982.  
8.  As purchases of high-tech equipment become an increasingly important part of total capital spending and hence total GDP, do you think fluctuations in that category will dominate cyclical fluctuations in the overall economy?  (Hint:  under what circumstances will the superheated growth rate of the 1990s resume in the 2000s, and under what circumstances will these purchases grow at about the same rate as the overall economy?)

ANSWER:  One would argue that the return of double-digit gains in capital spending and above-average growth depend on whether another “killer ap” surfaces in the next few years.  It could be said that the introduction of microcomputers in the early 1980s, and the widespread use of Windows and the Internet in the mid-1990s, meant that “everyone” had to buy new computer equipment and software, leading to sustained booms in the high-tech sector and much of the overall economy in the following years.  I don’t think anyone knows what the next “killer ap” will be, or when it will appear; some have suggested “thinking computers”.  Without it, we are likely to see a steady but not spectacular growth in high-tech investment, which would tend to reduce cyclical fluctuations, everything else being equal.   However, as indicated in the previous question, major increases in interest rates could still cause a recession even if high-tech fluctuations do not contribute to the cyclical pattern of the economy. 
9.  When inflation and interest rates rise at business cycle peaks, the dollar is likely to decline because foreign investors withdraw assets that are likely to depreciate in real terms because of higher inflation.  That helps mitigate the downturn because a weaker dollar boosts exports and reduces imports.  On the other hand, if the economy continues to prosper at full employment without any increase in inflation, more foreign capital is likely to be attracted, hence boosting the dollar and weakening net exports.  If other sectors of the economy then weaken, that could exacerbate the recession, as occurred in 2001.  To what extent do you think a stronger dollar is likely to cause cyclical downturns in the future?  

ANSWER:  I don’t think it will have much of an effect, mainly because of the combination of continuing large budget deficits and relatively low interest rates.  The dollar rose sharply during the 1981-85 period in spite of the big deficit because of the unprecedented high levels of real interest rates; when they fell, it returned to equilibrium.  The dollar then rose strongly again in 1995-2000 because of the reemergence of the budget surplus.  Either factor – high real rates or a budget surplus – is likely to attract foreign capital and strengthen the dollar.  But if neither factor is present, the dollar probably will not rise, and so this is not likely to be a factor contributing to business cycles over the next several years.  
10.  During 2002, the Federal funds rate remained more than 1% below the rate of inflation.  When that happened in 1972 and 1975, the next two business cycle peaks ended in double-digit inflation, although admittedly higher oil prices were also responsible.  Do you think that the Fed decision to hold the funds rate below equilibrium will cause higher inflation at the peak of the next business cycle.  What factors would influence your answer?  (Hint:  besides the obvious answer that the Fed can always tighten vigorously once the recovery gets underway, consider the impact of the Federal budget position). 

ANSWER:  The weight of the evidence suggests that when large budget deficits persist at full employment, they are inflationary.  One could argue that is not always the case, since the budget deficit was about 3% in 1989, and yet the core rate of inflation rose only from 4% to 5% when the economy reached full employment.  The reason at that time was presumably the credible monetary policy; the real Federal funds rate had averaged over 4% over the past decade, compared to 0% over the previous decade.  The problem now is that whereas the real rate was very high during the peak years of the Reagan budget deficits, it is very low during the Bush years; -1% compared to +4%.  Thus unless vigorous tightening occurs, it is likely that inflation would increase substantially once full employment is approached again.  That is not to say that inflation will accelerate; the Fed may very well tighten at the first sign that prices are beginning to rise more rapidly.  But the Fed certainly has its work cut out for it.  
