QUESTIONS AND ANSWERS TO CHAPTER 15

1.  In a typical recession, the unemployment rate rises 2 ½%.  Assume that at full employment, the unemployment rate is 4 ½%, and it rises to 7% by the end of the recession.  Typically it takes the economy about three years to return to full employment.  Using the “Okun’s Law” approximation, how fast would the economy be growing during the expansion phase?

ANSWER:  The unemployment rate would have to fall 2 ½% over a three-year period, or 5/6% per year.  If Okun’s Law states that ∆ UN = 1.4 – 0.4 ∆ GDP, then GDP would have to rise an average of 5.6% per year. 

2.  If recessions are invariably caused by higher interest rates and reduced availability of credit, why doesn’t the Fed refrain from taking those measures that apparently cause recessions?

ANSWER:  The Fed does not cause recessions.  In fact, it is more likely that recessions would be caused by the Fed failing to take action on a timely basis, hence permitting inflation to accelerate.  Even if there were no central bank, interest rates would rise as inflation increases.  In the late 1990s, inflation did not accelerate, and the Fed hardly tightened at all.  The result – in part – was an unsustainable stock market boom.   Many thought that timely tightening by the Fed would have reduced the stock market bubble and hence kept the economy from falling into recession in 2001.  
3.  What are the principal factors that determine whether inflation accelerates or not once the economy reaches full employment?

ANSWER:  Since profit margins do not widen at business cycle peaks, the rise in inflation stems from an acceleration in unit labor costs, which could be a combination of larger gains in base wage rates, larger gains in fringe benefits or bonuses, or smaller gains in productivity.  

Until the latest business cycle, the slowdown in productivity was a major factor leading to higher unit labor costs, but that did not happen in the late 1990s.  Indeed, productivity growth (as measured by the BLS) actually accelerated.  Firms continued to watch their costs very carefully instead of getting “fat and sloppy”, which would mean hiring more people than they needed and failing to weed out nonproductive employees.  

In the late 1990s, by comparison, productivity growth accelerated and base rate wage demands did not, although bonuses and stock options rose sharply.  Foreign competition, especially NAFTA, was one factor leading to these developments, although that affected primarily manufacturing employees.  However, wage rates in construction and services did not accelerate either, although in those sectors foreign competition played almost no role.  That must have been due to several other factors, which we think are (a) indexation of personal income tax rates, so workers did not get pushed into a higher marginal bracket when their nominal pay increased, (b) a credible monetary policy, and (c) a joint determination by employers and employees that inflation would not accelerate in the future.  

In previous inflationary cycles, it has generally been the case that inflation rose first, and then wage demands quickly followed suit.  The rise in inflation that was not tied to higher wage rates could have stemmed from a weaker dollar, lower productivity growth, or increases in commodity prices.  In fact just the opposite factors occurred in the late 1990s, so there was no need for labor to push for bigger wage increases.  Given that fact, market pressures kept firms from raising prices. 

4.  Explain how automatic stabilizers have reduced the length and severity of recessions in the post World War II period.

ANSWER:  Automatic stabilizers have worked on both the spending and tax side.  Increased social welfare benefits, including but not limited to unemployment compensation insurance, have boosted spending in recessions.  Also, tax receipts have fallen sharply because of the progressive nature of the personal and corporate income tax schedule and, in recent years, the increasing important of capital gains.  By comparison, excise taxes, which are not very cyclically sensitive, are much less important at the Federal level.
In my view, the Romer argument that recessions are not really less severe in the post World War II period, and hence that automatic stabilizers did not really work, is without merit.  Admittedly we would expect to see some moderation in business cycles as the economy shifts from agriculture and manufacturing to services, especially government.  However, that shift alone certainly does not explain the difference.  For that matter, recessions since 1983 have been much milder than earlier in the post-World War II period.  That applies to the swings in industrial production as well as total GDP.  One of the major reasons for these milder recessions has indeed been the automatic stabilizers.
5.  Which of the post World War II recessions in the U.S. were caused by energy shocks?  If the price of crude oil were to rise by $20/bbl next year, do you think the U.S. economy would be plunged into recession or not?

ANSWER:  This is sort of a trick question, because in one sense the answer is “none of them”.  An energy shock that boosts prices substantially does not cause a recession by itself, because it simply redistributes income from some sectors of the economy (consumers, airlines, New England) to other sectors (energy producers, exporters of goods to OPEC nations, producers of energy patch equipment, Texas).  That may be “unfair” but there is no reason to expect that, for example, Texans have a lower mpc than residents of Massachusetts.  The drop in consumption is offset by the rise in investment and exports.  

However, that is an incomplete answer because the recessions of 1973-74 and 1981-82 were the most severe in the post-World War II period, and both of them directly followed energy shocks.  That was because the rate of inflation rose sharply, necessitating a huge increase in interest rates – and THAT will cause a recession every time.  However, if inflation had not risen, there probably would not have been recessions.

That last point is more than academic because the rise in energy prices in 1990 was followed by a very brief recession, and the rise in energy prices in 1999 hardly contributed to the recession at all.  The rise in prices in 2003 apparently had no negative impact on aggregate demand.  In these latter cases, inflation and interest rates did not rise very much.  Thus the next time oil prices rise $20/bbl, we would not expect real growth to be affected very much.  

6.  Which of the post World War II recession in the U.S. were caused by fiscal shocks?  Which of those shocks represented declines in defense spending, and which represented increases in taxes?

ANSWER:  The brief recessions following World War II, the Korean War, and the Vietnam War were all caused by a sharp decline in defense expenditures.  However, the economy recovered quickly in all these cases.  Taxes rose during each of these wartime periods as well, and eventually they were reduced, but not right away, so the mis-timing also contributed to the recession.  Of course one can never be sure of what might have happened, but if tax rats had been cut pari passu with spending, it is my opinion that these mild recessions might not have occurred at all.  

The only time taxes were raised at the onset of a recession was the tax increases pushed through by George H.W. Bush in 1990.  Regardless of one’s political leaning, this was a terrible decision.  First, the economy plunged into recession.  Second, the deficit rose very rapidly the next two years, whereas the whole point of the tax increase was to reduce the deficit.  Third, that factor was probably responsible for Bush’s defeat in 1992.  There are few rules in economics that don’t have any exceptions, but one of them is:  don’t raise tax rates during a recession.  In fact, the only other president who ever tried that was Herbert Hoover.  

7.  After the world pulled out of the Great Depression of the 1930s, many forecasters expected a repeat of that decline after World War II.  Now, the chances of another depression of that duration seem extremely remote.  What lessons were learned from the Great Depression that presumably will not be repeated?

ANSWER:  Whenever I mention this point in class, the invariable reaction of students is, How could forecasters have been that stupid?  One would think that with all that pent-up demand from wartime deprivation, the huge housing shortage, unusually large stores of liquid assets, and the optimistic feeling that this time the U.S. really had accomplished a marvelous victory by winning the war, it would not take an advanced degree in economics to realize that there would be many years of postwar prosperity.
We all make mistakes, of course, but there is more to the story than that.  Leading academic economists at the time had their heads turned by the new Keynesian doctrine that said the only way to keep the economy growing was to have ever-increasing amounts of government spending, and with the big cutback in defense spending, it was argued the depression would reconvene.  The private sector, as it were, was given almost no credit.
Keynesian doctrine remained fashionable until the 1970s, at which point it gradually withered away, although even in the 1950s Milton Friedman on the one hand and Robert Solow on the other pointed out that (a) monetary policy had a greater impact on demand than fiscal policy, and (b) the long-term health of the economy depended on productivity growth instead of government spending.  It probably should have been obvious all along, but it took many years for the economics profession to agree that higher government spending actually had a negative impact on productivity growth.  The third leg of the post-Keynesian school, so to speak, was supplied by Robert Lucas and others, who fashioned the doctrine that expectations were more important than the stimulus from government spending in determining the growth rate.  Maybe in 50 years it will be all different again, but that is where it stands now.  The role of the government is to offer a credible monetary policy, to keep government spending from strangling the private sector, and to create a climate in which consumer and business optimism flourishes.  When combined with automatic stabilizers – and presumably no president will raise taxes in a recession again – the lessons from the Great Depression have been well learned.  
8.  Why has the average recession in the postwar U.S. economy lasted about 10 months?  Why were the 1974-75 and 1981-82 recessions about six months longer?

ANSWER:  In both cases, after initially easing, the Fed tightened again.  In both cases, the renewed tightening was caused by increased inflation, which in turn can be traced directly to the impact of higher oil prices.  
9.  Why did the U.S. economy go into recession in 2001 even though inflation and interest rates had not risen at all in the previous year? 

ANSWER:  Before you say “the stock market”, consider that the percentage decline in stock prices in 2001 was smaller than in 1962 and 1987, when no recessions occurred.  The main reason was the shift in the investment function due to overcapacity.  In this respect it is worthwhile noting that the biggest percentage decline in stock prices occurred in 2002 because of the scandals, and that decline occurred during a period when the economy had already started to recover. 

10.  Although we now presumably know more about controlling business cycles, all major countries and regions of the world except North America have suffered at least one recession since 1992:  that includes the major countries of Europe, Latin America, and Asia.  Why haven’t other countries followed the U.S. lead and managed to avoid economic downturns?

ANSWER:  The reasons are varied.  The European recession was caused by German policy that led to higher inflation and Bundesbank tightening after unification.  The Latin American recessions were caused by austerity programs that were imposed when countries devalued and would have otherwise defaulted on their debts.  The Japanese recession was caused by an overvalued yen, which led to a sharp drop in investment and exports.  The Southeast Asian recession was caused by a drop in export earnings due to lower high-tech prices which in turn dried up foreign exchange needed to repay debts, and led to devaluation and austerity.  Except for Japan, which was a home-grown recession, most of the others were caused by exogenous shocks.  
