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DO YOU REMEMBER?

If you have read the Wall Street Journal from March 31st  to April 4th you should be able to answer the following questions based upon important articles relating to economics. The reference at the end of the answer tells you the date and page number where you can find the article that provides the basis for the question. 
1. The WTO has threatened sanctions against the United States for the steel import tariffs imposed last fall. What is the likely response by the United States? Click for answer.
2. Fed Chairman Greenspan is likely to step down from his office in the next few years. A possible replacement is Fed governor Ben Bernanke. Is Ben Bernanke likely to support inflation targeting or more discretionary monetary policy?  Click for answer.
3. What do recent movements in consumer spending suggest for the near-term economic outlook?  Click for answer.
4. Name one of the 5 pieces that “have to come together” for a technology to cross the line from possible to real, from future to present. Click for answer.
5. How was American Airlines able to avoid bankruptcy? (a) negotiated wage concessions by unions, (b) renegotiated loan terms with creditors, (c) received government grants.   Click for answer.
6. Why are states, who sued Phillip Morris for damages due to cigarette smoking in the late 1990s, now trying to help keep the company afloat?  Click for answer.
7. What has contributed to the recent trade surplus in Brazil (name one factor)?  Click for answer. 
8. What’s happening to the price of cigarettes in central Iraq?  Click for answer. 
9. What is the expected impact of the war in Iraq on global growth? Click for answer.
10. What is the Postal Service planning to do about the pricing of bulk mailing? Why? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. It probably won’t do anything. It will wait for the official ruling and then begin the negotiation process, which may not be over until the tariffs expire in 2 ½ years. (See “U.S. Steel Tariffs Likely to Stay Despite WTO-Sanction Threat” March 31, page A2.)
2. He favors inflation targeting. (See “Fed Takes a Hard Look at Life after Greenspan” March 31, page A2.)
3. Consumer spending has weakened in the past few months, in real terms falling 0.4% in February following a 0.2% decline in January. For the full report go to the www.doc.gov.  (See “Consumer Outlays Show Weakness Amid War Jitters,” March 31, page A2)
4. (1) Prices must fall, (2) consumers need to see and understand the value of the product, (3) it helps to have heavyweight backers, (4) an infrastructure needs to be in place, (5) the new technology has to work better than anything it hopes to supplant. (See “Ten Technologies You Need to Know about Now” March 31, page R1.)
5. a. American negotiated wage concessions estimated at $1.8 billion. (See “On Brink of Chapter 11, American Reaches Deal with Its Unions” March 31,  A1) 
6. Philip Morris may face bankruptcy if it has to post a bond ordered by a judge in Illinois. This threatens Phillip Morris’ ability to continue to make payments on its cigarette settlement to states now dependent on those revenues. (See “Once Tobacco’s Foe, States Are Hooked on Settlement Cash” April 2, page A1)
7. Its currency, the real, has depreciated by 35 percent, making Brazilian goods cheaper for foreigners to buy and weak domestic demand has kept imports low. In addition demand for its poultry and beef exports to the Middle East has risen as people have stockpiled in advance of the Gulf War II (See “New Markets Fuel Export Growth in Brazil Economy” April 2, page A12.)
8. As supply dwindles, their price is rising. (See “Craving Nicotine, Skittles Deep Inside Iraq” April 2, page B1)
9. The war is expected to slow global growth.  (See “War Expected to Sap Global Growth” April 3, page A2)
10. In order to raise revenue, the Postal Service is planning to reduce the price of bulk mail. (It must believe demand for this mail is elastic.) (See “Post Office Plan Could Produce More Junk Mail” April 3, page B1)
Return to Questions 
Fed Officials Suggest Rate Cut
Remains Under Consideration

Policy Makers Say War on Iraq,
Other Woes Weigh on Economy

By GREG IP 
Staff Reporter of THE WALL STREET JOURNAL
Federal Reserve officials gave divergent views of the economy's prospects once the war with Iraq is over, while indicating a readiness to cut rates quickly if the economy doesn't shake off its current torpor.

"While the worst may be over, signs of improvement are scant," Federal Reserve Bank of Boston President Cathy Minehan said Monday in a relatively pessimistic speech to a business conference in Waltham, Mass. While a pickup this summer is widely expected, "it is also possible that this period of slow recovery from the excess investment of the late '90s will continue," she said.

Richmond Fed President Al Broaddus was more upbeat. "I think the recovery is solid enough to withstand the shocks it is currently experiencing and to accelerate moderately as the year progresses," he said in a speech at Johns Hopkins University in Baltimore. The recovery would be undermined if the war lasted far longer and encountered more difficulty than expected, or oil prices shot up, "but currently there is no compelling reason to expect this."

1. How is the war affecting the U.S. economy? Demonstrate with the AS/AD model. (Be sure to mention both demand and supply factors.)
The remarks were further evidence that opinions inside the Fed vary over how much of the economy's weakness stems from war-related uncertainty rather than pre-existing factors such as the investment bust and corporate-governance scandals. But officials agree war is making it difficult to read the economy's underlying trend. At its meeting two weeks ago, the Fed left its federal-funds rate -- the rate charged on loans between banks -- at a 41-year low of 1.25%. But, in a break with tradition, it said geopolitical uncertainty made it too difficult to issue its usual assessment of whether inflation or economic weakness posed the bigger risk in the near future.

2. What is the mandate of the Fed according to the Full Employment Act? Why does the Fed have to weigh growth against inflation in making decisions? 
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"War is a huge uncertainty," Fed governor Susan Bies told reporters after a speech in New Orleans Monday. "You can't even lay out the alternatives, much less assign each alternative a probability."

While Fed officials are pleased with markets' mostly positive response to the start of the war, they lack data on how the economy is actually progressing. Furthermore, since it could be months instead of weeks before the war is over, the Fed may not know for a while how much the war is to blame for the economy's weakness. "I don't think anybody is looking for a quick end to the uncertainty," Ms. Bies said.

Until 2001, Ms. Minehan and Mr. Broaddus were among the Fed's more hawkish policy makers, more worried about the inflationary consequences of cutting rates rapidly. But the decline in inflation to a level representing the central bank's longtime goal of price stability has reduced such concerns.

3. What are some of the difficulties of conducting monetary policy? Which of those difficulties is particularly important now?
Monday, both indicated a readiness to cut rates again rapidly if needed. "Policy makers will need to be especially vigilant," Ms. Minehan said. That echoed the Fed's promise two weeks ago of "heightened surveillance" -- an apparent signal of its willingness to cut rates before the May 6 meeting if needed.

4. How would you characterize monetary policy over the past two years? What evidence do you have to support your answer? How did the Fed implement that policy?
Mr. Broaddus said that while deflation, or generally falling prices, isn't an immediate threat, the Fed still needs to "establish credibility for containing deflation should deflationary pressures arise," just as it has for containing inflation. "The odds are good that the recovery will strengthen as the year progresses," he said.

5. What is an additional threat faced by the Fed according to Mr. Broaddus? He suggests another important objective of the Fed. What is it? 

Write to Greg Ip at greg.ip@wsj.com
Updated April 1, 2003
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to Chapter 30 in Colander’s Economics and Chapter 14 Macroeconomics.

Refer to Chapter 13 in McConnell and Brue’s Economics and Macroeconomics.

1. The war in Iraq has contributed to a further decline in consumer sentiment (not mentioned in the article directly) and possible delay in return of growth in business investment. Both of these aggregate demand factors shift the aggregate demand curve to the left as shown in the graph to the left. This leads to lower output by a multiple of the decline. Higher oil prices (if significant enough) will shift the aggregate supply curve up, further depressing real output and placing upward pressure on the price level as shown below on the right.
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 Return to article.
2. The mandate of the Fed is stable prices and full employment—or alternatively low inflation against low unemployment (high growth). The AS/AD model tells us that if the economy grows too quickly  and begins to operate above potential income, inflation will rise. Therefore, there is a tradeoff between low unemployment (high growth) and low inflation. This is embodied in the short-run Phillips curve.   Return to article.
3.There are five challenges: policymakers don’t always know what the situation is—where the economy is relative to potential income and what the future of the economy will be; the Fed cannot always tell what monetary policy it is actually following because the instruments it targets is affected by factors other than monetary policy; there are lags in the effects of monetary policy so that forecasts of the economy become very important to appropriate policy; the Fed can be subject to political pressure; there are often conflicting international goals. Right now the Fed’s greatest challenge, and that which is discussed in the article, is that the Fed doesn’t necessarily know what the situation is now nor what it will be in the future. Specifically, the length of the war with Iraq will have a significant effect on the economy in the near term. It cannot predict how long the war will last.  Return to the article
4. I would characterize monetary policy over the last two years as expansionary. The evidence for my conclusion is that it has cut the federal funds rate (its primary short-term target) from 6.5 percent in 2000 to 1.25 percent today. Lowering interest rates is expansionary because it lowers the cost of borrowing and therefore boosts consumer and business spending. The Fed implemented that policy by increasing reserves in the banking system. With an increase in the supply of reserves, the Fed funds rate fell. Another way to look at it is that it increased reserves through open market operations; that is, it purchased bonds which increased their prices, resulting in lower interest rates.  Return to article.
5.  Another threat faced by the Fed is deflation—the continual decline of prices. This suggests another objective of the Fed, which is credibility in maintaining price stability. Credibility is important to Fed action because it forms the basis for consumers’ and businesses’ response to the economy. If businesses believed that the Fed would fight inflation, it would be less likely to raise prices itself than if it doubted the Fed’s resolve to fight inflation. Therefore, the Fed would have an easier time fighting inflation when people believed in its resolve to do so. Return to article.
Return to Top
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