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DO YOU REMEMBER?

If you have read the Wall Street Journal from May 5th – 9th  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. In 2002, as a group, farmers collected _________ for every $1 spent on crop insurance. (a) $0.75, (b) $1, (c) $3.50? Click for answer.
2. How are patents important in the SARS disease?  Click for answer.
3. Does the April Employment Report by the BLS indicate a sluggish or expansionary economy?  Click for answer.
4. What is the FDA considering regarding prescriptions and over-the-counter drugs to help lower drug costs? Click for answer.
5. What percentage of newly-minted MBAs will have a job lined up before graduation? (a) 30-55%, (b) 50-70%, (c) 75-90%   Click for answer.
6. What is the market price for human egg donations? (a)$0 because it’s illegal, (b) $75, (c) $500, (d) $5,000  Click for answer.
7. Is the Fed more concerned about inflation or deflation?   Click for answer. 
8. According to Barry Anderson, No. 2 at the Congressional Budget Office, why is the government budget in worse shape now than in 1980?   Click for answer. 
9. According to the Wall Street Journal’s online survey of forecasters, have economists lowered or raised their forecasts for economic growth?   Click for answer. 
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. c. (See “Abuses Plague Programs to Insure Farmers’ Crops” May 5, page A1.)
2. Companies are competing for patents on the virus itself, patents on cures and patents on diagnostic tools. (See “Republicans Scientists’ Hunt for SARS Cure Turns to Competition for Patents” May 5, page A1.)
3. Sluggish economy. Nonfarm payrolls declined by 48,000. For the full report go to the stats.bls.gov.  (See “April’s Employment Data Show Third Straight Month of Job Cuts,” May 5, page A2)
4. It may force some drugs that are currently by prescription only into the over-the-counter market. (See “DFA, Drug Firms Face Fight” May 6, page A4.)
5. b. (See “M.B.A.s of  ’03 Face an Array of Closed Doors” May 6,  B1) 
6. d. (See “What Is Your Body Worth?” May 6, page D1)
7. Deflation. (See “In a Shift, Fed Signals Concern Over Deflation” May 7, page A1.)
8. Because we’re closer to the time when baby boomers will be retiring and beginning to collect Social Security. (See “Budget Nearsightedness Hastens Collision” May 8, page A2)
9. They have lowered their forecast for economic growth in the second-half of 2003 by 0.5 percentage point. (See “Economists Trim Growth Forecasts for Second Half” May 9, page A2
Return to Questions 
Over Deflation in Its Statement

Central Bank Leaves Rates Unchanged,
But It Cites a Possible 'Fall in Inflation'

By GREG IP 
Staff Reporter of THE WALL STREET JOURNAL
WASHINGTON -- The Federal Reserve left interest rates unchanged. But in a profound shift from half a century of preoccupation with fighting inflation, the central bank signaled that it may cut interest rates later to ward off even the possibility of deflation.
Over the next few quarters, the Fed said in a statement, "the probability of an unwelcome substantial fall in inflation, though minor, exceeds that of a pickup in inflation from its already low level."

1. What is deflation? 
The words suggest that even if the Fed doesn't cut interest rates soon, it will keep them low for a long time. That realization helped send bond yields sharply lower and drove the dollar to a multiyear low against the euro. Stocks initially sold off but ended the day higher. Futures markets -- which can provide an indication of what investors believe will occur weeks, or even months, from now -- put the odds of a quarter-percentage point cut by August at about 75%.

2. Why would a report that suggests the Fed will keep interest rates low lead to lower bond yields? What happened to bond prices?

 The Fed statement, termed "masterful" by Goldman Sachs economists, cheered the bond market by suggesting that the central bank is a long way from raising rates, without spooking the stock market.

The central bank kept its target for the federal-funds rate, charged on overnight loans between banks, at 1.25%, as widely expected.

3. What is the Fed funds rate? Operationally, how does the Fed target the Fed funds rate? 
The Fed's statement marks a significant change in the Fed's concern about prices -- away from inflation and toward deflation, or falling prices, which would weaken economic growth. Since the end of World War II, Fed officials' primary goal has always been avoiding inflation or reining it in since inflation interferes with the smooth working of the economy and undermines confidence in the government.

Even in the 1950s, when inflation was generally lower than it is today, policy makers worried that it would shoot up. "When you become a central banker you are inoculated with anti-inflation serum," said Carnegie Mellon University economist Allan Meltzer, who has written a history of the Fed. Most of the terms of Fed Chairman Alan Greenspan and of his predecessor, Paul Volcker, were devoted to dragging the U.S. back to "price stability," a zone where inflation is imperceptible.

But in the past few years, as underlying inflation fell below 2% for the first time since the 1960s, Fed officials began to realize that it could go too low. In the past six months, underlying inflation has been running at just 1% based on the Fed's preferred measure, the price index of personal consumption excluding food and energy.
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When inflation is close to zero, an unexpected shock or prolonged period of economic weakness could push the economy into outright deflation, that is, generally declining prices. Deflation weakens the Fed's ability to boost spending because interest rates can't go below zero. Deflation also makes it harder for businesses and individuals to repay debts because their incomes fall while their debts are fixed.

Most Fed officials think deflation is highly unlikely, but they have been sensitized to its dangers by Japan's battle with deflation, which has crippled its economy and weakened its banking system. Federal Reserve Bank of San Francisco President Robert Parry, for years an anti-inflation "hawk," said last fall that in part because of Japan's experience, his views had changed and now he felt "the zero inflation objective is not desirable for the U.S. economy."

Though the Fed has no explicit inflation target, officials broadly agree that measured inflation ought to be kept above zero to maintain a buffer against deflation. Fed governor Ben Bernanke, an advocate of adopting an explicit inflation target, told a German newspaper last week that a range of about 1% to 2.5% would be appropriate.

4.What are the risks of deflation in an economy?
Many officials, including Mr. Greenspan, have previously said they see no risk of inflation heading higher. But Tuesday for the first time the central bank took the added step of saying that there is a risk, however small, of it going too low. Former Fed governor Laurence Meyer said the Fed sees two problems: Inflation is "below where they'd like it to be, and it's falling." Indeed, it has dropped a full percentage point in the past few years by almost any measure.

Any further signs of falling inflation -- or a failure of the hoped-for economic pickup to arrive -- could prompt the Fed to cut short-term interest rates as early as its next meeting, in late June. "Central banks need to be particularly aggressive when there's a risk of deflation ," Mr. Meyer said.

5. How much further could the Fed cut interest rates? How could expansionary monetary policy offset deflation? 

The economy has been stalled for months. Payrolls have declined by 525,000 over the past three months. Fed officials are divided on the cause: temporary uncertainty related to the Iraq war or more profound economic problems. Tuesday, the Fed acknowledged that reports on employment and production have been "disappointing," but indicated that falling oil prices and corporate bond yields and rising stock prices and consumer confidence signal a brisk recovery ahead.

All 12 policy makers voted at a regularly scheduled meeting of the Fed's Open Market Committee to hold rates steady and to support the statement that risks are tilted toward economic weakness. The wording of the Fed's end-of-meeting statement has been controversial inside the Fed since it began disclosing its view on the risks to the economy three years ago. The new refinement, which separates discussion of economic growth and inflation, emphasizes that developments on either front could trigger a Fed move.

If the Fed does cut rates further, it will be a more momentous decision than any of the 12 cuts that brought the federal-funds rate from 6.5% at the beginning of 2001 down to its current, 42-year low of 1.25%. Once the funds rate is below 1%, the Fed will have to consider other tools for boosting the economy. Staff at the Federal Reserve Board in Washington and the New York Fed have been studying alternative monetary policy tools, specifically how the Fed might pull down long-term interest rates by buying bonds or changing its rhetoric.

Policy makers haven't yet decided exactly what they would do if they "ran out of ammo," as Fed insiders put it, and hope they never have to. But they need to be prepared because they likely would need alternatives before the federal-funds rate hits zero, a development that would disrupt the functioning of the money markets.

6. What additional actions could the Fed take to expand the economy other than reduce the Fed funds rate?
Mr. Greenspan told Congress last week he expects a healthy economic rebound later this year. If economic reports in the next month or two suggest that the economy is pulling out of its current stall, the Fed will see that as evidence that the expected recovery is materializing, and stay on hold.

More pessimistic officials, such as Federal Reserve Bank of New York President William McDonough, have worried that the lingering effects of the burst stock-market bubble and corporate-governance scandals have been more important than war as burdens on business investment and thus recovery.

Even if the Fed doesn't cut rates soon, analysts said it is unlikely to raise them for a long time -- probably until well into next year.

Write to Greg Ip at greg.ip@wsj.com
Updated May 7, 2003 9:36 a.m.
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to Chapter 30 in Colander’s Economics and Chapter 14 in Macroeconomics.

Refer to Chapter 15 in McConnell and Brue’s Economics and Macroeconomics.

1. Deflation is a continual decline in the price level. Return to article.
2. A bond yield is the cost of borrowing. If the Fed is going to keep interest rates (the cost of borrowing low) and there is little fear of inflation, yields on longer-term debt instruments like bonds should be low as well. The price of bonds rose because the price of a bond is inversely related to its yield. For example, if you have a $100 bond that pays 6 percent, you will receive $6 per year. If the market interest rate falls to 5 percent, those bonds pay $5 per $100. People will increase demand for 6 percent bonds, raising their price to above $100 until its yield is also 5 percent. Return to article.
3. The Fed funds rate is the rate banks charge one another for reserves. Banks must hold a minimum percentage of their deposits as reserves. If a bank doesn’t have sufficient reserves, it must borrow reserves from other banks that have excess reserves. The overnight rate banks charge one another for use of these reserves is the Fed funds rate. The Fed targets the Fed funds rate by reducing or increasing bank reserves. For example, if the Fed wants to increase reserves it will buy t-bills from a bank, which increases reserves of the bank from which the Fed bought the t-bill.  Return to the article
4. Unexpected deflation can redistribute income from those whose prices are falling to those whose prices are not falling. One example is from debtors to creditors. A firm that has borrowed will have a harder time repaying the debt because the prices of its products are falling. That is, it will have to produce more goods to repay the same debt with falling prices. Another risk deflation presents to an economy is that it places a floor on real interest rates. Because nominal interest rates cannot go below zero, real interest rates cannot fall below the rate of deflation. This limits the Fed’s ability to follow expansionary monetary policy.  Return to article.
5.  The Fed can cut interest rates by only 1.25 percentage points. It cannot lower the Fed funds below zero. According to the quantity theory of money (MV = PQ), expansionary monetary policy will tend to lead to a higher price level. In the AS/AD model, expansionary monetary policy will increase investment and consumer spending, shifting the AD curve to the right. If the AS curve is upward sloping, this would be expected to lead to a higher price level and greater output. If the AS curve is horizontal and the expansionary monetary policy pushes the economy beyond potential, there will be a shortage of workers and wages will be bid up. Eventually, if productivity doesn’t rise as much as wages, the AS curve will shift up and the price level will rise.  Return to article.
6.  The Fed could try to convince the public that prices will rise (because it is committed to some inflation), thereby affecting inflation expectations. Workers who come to expect inflation will negotiate for higher wages, which will lead to higher production costs, and eventually higher product prices (inflation!). Or it can buy government debt directly to reduce the demand for loanable funds, which will lead to lower long-term interest rates. Return to article.
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