Follow-up to exercise 3

% Video clip (first 4 min of the 10-minute clip)

% https://www.stlouisfed.org/annual-report/2011




Domestic Macroeconomy Concerns

% Real long term I-rates and budget deficit and inflation

Investors
demand higher
real i-rates from

Inflation

Budget deficit

10
% gov’ts that run

n n -

() (9]

o Australizg - spain’ /7 L blg_b_udget

! | N deficits or

/ ~ Canada g - Sweden | o :

9 ; 3 g tolerate high
g .. france o g Britain £ ¢ G ) )

E G ; AT E’ France inflation. Bond
0 States, .Belgium : Holland. . y|e|dS prOVided
2 Holland $ United . s
LR e E 4 States a signal to gov’t
© : : - :

g : .Japan E Japan abOUt the

0 % 2 4 6 8 Yo % 2 4 6 8

their macro
policy.

Structural budget deficit as % of GDP, 1994 Inflation* 1985-94, annual average
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Economist, ”’School’s brief: Pennies from hell”, 3 Feb 1996, p. 60-62




Domestic Macroeconomy Concerns
= Budget deficits and interest rates, 1995 and 2005
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Economist, “World economy: World traffic lights on the blink?”’, 20 Aug 2005, p. 49-50. 3



Domestic Macroeconomy Concerns

+ (G-T) and i-rates (2005, pre-crisis): K mkts seem to block global
economic adjustment — reality defies basic theory

 Financial and economic imbalances (-BOT)
+ Higher —BOT should signal higher real i-rates (1 risk)
¢+ Real bond yields did not 1 (1 bond yields — cool Dy, estic)

« 1C — 1 P, but II® were kept in check

e (G-T), i-rates, GDP growth: CB able to keepi<g
¢+ Higher real rates — 1 savings — 1 potential growth (evidence mixed)

¢+ Fast growing US (high G-T) had real bond yields < low/no growth
Japan

+ Euro area: same nominal i-rate across the area

¢+ Fast growing Spain/Greece had lower real i-rate than slow
growth Germany

¢+ Convergence in yields reflects removal of E-rate risk with single
currency, but default risk still exists!




Domestic Macroeconomy Concerns

* Dom macroeconomy targets — trilemma
+ Fixed vs flexible
+ MP independence vs dependence
+ K-mkt liberalization vs controls

» Advantage / disadvantage of choice of MP targets
+ Fixed vs flexible E
+ MS growth rate
+ Inflation target
+ Nominal GDP

» Generalizations on shifting macro theory consensus




Domestic Macroeconomy Concerns

*= Inflation / deflation
+ Problem with inflation

+ Potential causes
« [nflation trends and recent causes

¢+ MP and QE

¢+ Covid-related
¢+ Global S-chain disruptions
¢+ Post-pandemic C, savings
+ Fiscal stimulus / subsidies

+ Geopolitical tensions and war

¢+ L mkt imbalances
¢+ Employment
¢+ Wage growth
¢+ \Wage-price spirals?

¢ “Greed”-flation - profiteering

Consumer prices, % increase on a year earlier
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Domestic Macroeconomy Concerns

+ Deflation
* Problem: MP implication
 Potential causes
¢+ GFC
+ Pandemic lockdowns
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+ China and debt

Credit to non-financial corporates,
Q2 2018, % of GDP
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Sources: BIS; IMF; World Bank *Estimate

Economist, “China’s future: The global centre”, Essay on China, 23 Feb 2019, pp. 43-8.

China’s accumulation of physical K
underpinned by cheap land (for
development), tax breaks and low-cost
L.

Role of debt in the strategy:

» Preferential access to credit from the
beginning (state banks to state firms)

 GFC slowed X-led growth and fiscal
stimulus was a response.

- Local officials ran up debt;
- Land was seized for development;
- property boom and infrastructure
Investment
2008-19: Debt 1, 150% to 250% of GDP
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Domestic Macroeconomy Concerns

+ Trade sector

During pandemic China’s X
grew for electronics for
people to work from home
In the West.

Global inflation has | X
value in $ terms by 12% (yr
or yr to June 2023).

With both the main drivers
of the economy struggling,
China must find way to 1 C

Policymakers have stopped
short of large-scale stimulus,
Instead easing i-rates

No bailouts of firms
teetering on default

China’s June exports fell the most since the pandemic
began

Monthly exports and imports in dollars, year-on-year change (%)
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Source: General Administration of Customs
FT Data: Andy Lin/@imandylin2

Fin Times, “Does Xi need a plan B for China’s economy”,
J. Leahy, S. Yu and C. Ho-him, 18 Jul 2023, p.15.



Domestic Macroeconomy Concerns
»= Business cycles, recession, and the “great moderation”

United States, lengths of economic expansions, months

Average annual growth: 4.1% 3.6% 2.8%
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Sources; National Bureau of Economic Research; Bernstein

Before the GFC: a “great moderation” as the economy had tamed the boom and bust
of the business cycle. Lucas (2003) boasted that the “central problem of depression-
prevention has been resolved”.

Longer expansions and shorter recessions
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Economist, “The world economy: A strangely elastic expansion”, 13 Jul 2019, p. 20-2.



Domestic Macroeconomy Concerns

+ \Why are booms surviving for longer?

« Manu inventories used to predict recessions — firms planned
production months in advance and any |D — | manufacturing

¢+ Supply-chain mgmt has | importance and size of inventories
¢ Manu share of GDP | as services share 1
 Blurring of manufacturing and services

¢+ Services replaced goods in supply chain where equipment is
provided on demand rather than purchased

¢+ Manu goods have services-intensive inputs (design, software
engineering); actual production outsourced

 Rise of services changes nature of |
¢+ Private non-residential I in US is 14% of GDP, the L-T trend
¢+ | m plant and equipment; more in intellectual property
¢ | in intellectual property is dominated by tech firms
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Domestic Macroeconomy Concerns

e Increased share of IP investment

United States, non-residential private fixed
investment, % of GDP
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Economist, “The world economy: A strangely elastic expansion”, 13 Jul 2019, p. 20-2.



Domestic Macroeconomy Concerns

# Yield curve inversion and recessions
e L-T rates on bonds should be > S-T rates

* Investors expect higher compensation for risk of holding maturities
Into the future

» Inversions have near perfect record of foreshadowing recession in US

United States, probability of recession, %
In the next 12 months, based on Treasury spreads

Could yield curve be misleading? L-T rates 100
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Source: Federal Reserve Bank of New York

Economist, “The American economy: Turning a corner”, 22 Jul 2023, p. 14-5.
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Domestic Macroeconomy Concerns

* Revisiting the debate over MP and FP for GDP and
employment objectives
+ Strengths / weaknesses
+ Why did policy makers give up control over MP?
+ Central bank independence

% Employment and inflation relationship
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