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DO YOU REMEMBER?

If you have read the Wall Street Journal from November 17th- 21st 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. Do analysts believe the EU will back down in its threat to impose punitive tariffs on American imports in retaliation of steel tariffs the U.S. instituted last year? Click for answer.
2. Which of the following countries has the highest health-care spending as a percent of GDP—(a) United States, (b) U.K, or (c) Germany? Click for answer.
3. What is Intel’s new strategy in the chip market—increased speed of chip, chips that use less energy, or chips that expire automatically? Click for answer.
4. What does it mean that online music downloads is a loss leader for firms? Click for answer.
5. What percent of the world’s clothing exports is supplied by China—(a) 5%, (b) 20%, (c) 50%?   Click for answer. 
6. Why is the Federal Reserve concerned about protectionism?   Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. No. (See “EU Appears Disinclined to Compromise on Demand U.S. Drop Its Import Levies” November 17, page A2.)
2. United States. (See “Europeans Face Health Cuts” November 17, page A18.)
3. Chips that use less energy. (See “Big Bet Behind Intel Comeback: In Chips, Speed Isn’t Everything,” November 18, page A1)
4. It means that companies are likely losing money when selling singles for 99 cent a pop, but that offering such inexpensive music gets consumers to a site that sells other goods for a profit. (See “With the Web Shaking Up Music, A Free-for-All in Online Songs” November 19, page A1.)
5. 20%. (See “Poor Nations Fear a Shakeout in End of Garment-Trade Quotas” November 20, A1) 
6. Protectionism can fuel inflation. (See “Fed Chief Warns on “Protectionism,” November 21, A2)
Return to Questions 
Fed to Keep Rates
At Historic Low
Despite Growth

Officials Focus Instead
On Spare Capacity, Jobs;
No Move Likely Before Spring

By GREGORY IP 
Staff Reporter of THE WALL STREET JOURNAL
Recent upbeat news about the U.S. economy isn't altering the Federal Reserve's intention to keep interest rates low for many more months.

That's because key Fed officials aren't focused primarily on the fast pace of growth, but on two other factors: businesses are producing far less than they are capable of and U.S. joblessness remains high.

1. Why do these two factors make the Fed less focused on the fast pace of growth? What does this mean about interest rates? 

The economy grew at a blistering 7.2% annualized rate in the third quarter and is projected by many economists to grow at a healthy 4% pace this quarter. But the combination of underutilized industrial capacity and stubbornly high unemployment continues to constrain businesses' ability to raise prices, and that makes the Fed concerned that the already low U.S. inflation rate could fall further.

2. Demonstrate using the AS/AD model where the economy is today. Be sure to include both the short and long-run aggregate supply curves. What will happen if the Fed’s policy is neutral and takes no additional action? 


 While that concern has eased in recent months, the Fed nonetheless likely remains months away from even hinting that it is considering lifting the federal funds rate, the cornerstone interest rate that the Fed uses to tighten or relax credit. That rate is now at a 45-year low of 1%.

3. How is the federal funds rate the “cornerstone interest rate that the Fed uses to tighten or relax credit”? 
"In the past two years, the unemployment rate has increased and capacity utilization rates in the U.S. have declined," the president of the Federal Reserve Bank of Chicago, Michael Moskow, said in a speech in Vienna Thursday. That suggests there's a sizable gap between what the economy is producing and what it could produce, and that gap has "contributed to falling inflation," he said. The Fed is keeping rates low to "provide some insurance" against it falling too far, he added. With inflation at just 1% excluding food and energy, further declines could increase the risk of deflation, or generally falling prices.
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It's rare for the central bank to discuss how it will set rates in the future. But it broke with that tradition in August and began saying rates could stay low for a "considerable period." The point, officials said, was to emphasize that the Fed would behave differently than in previous expansions.

The commitment was controversial both inside and outside the Fed , but it has had the desired result: Despite proliferating evidence that the economy is gathering momentum, long-term interest rates haven't risen in the bond market.

In previous recoveries, inflation started at a much higher level and the Fed was quick to raise rates when growth took off for fear of losing progress towards stable prices as the economy gathered steam. Investors, expecting just that reaction from the central bank, were quick to push up long-term rates at the first whiff of strong growth.

4.What does it mean for the Fed policy to have the desired result?
Nearly all economic indicators have been pointing up since August. Employment grew an average of 95,000 in each of the last three months, the best such stretch since before the economy slid into recession in early 2001, and new claims for jobless benefits have dropped to their lowest level in over two years. Yet the yield on the 10-year Treasury closed at 4.27% Thursday down from a peak near 4.6% in August. The rate on 30-year mortgages averaged 6.03% last week, compared with 6.34% in early August; that has helped housing sales remain strong.

Some analysts and even some Fed officials worry about an adverse market reaction when the Fed inevitably changes or drops its stated commitment to keep interest rates low for a "considerable period." But most officials, while not denying that changing their wording could roil markets, appear to believe the reaction will not be severe, in part because economic data and public remarks by Fed officials in the interim should make any such change less of a surprise.

Last week, Fed Chairman Alan Greenspan said the central bank could be more "patient" about reacting to improving economic growth. Thursday, William Poole, president of the Federal Reserve Bank of St. Louis, said in an interview with Bloomberg News that if consensus forecasts of the economy prove accurate, the current environment of low interest rates could "extend well beyond March," though that depends on incoming data.

Mr. Poole's remarks, coming from a Fed official who is generally more hawkish on inflation than most of his colleagues, prompted investors to sharply mark down the odds of a rate increase next spring. A new survey of 53 economists by The Wall Street Journal Online taken before Mr. Poole spoke found nearly half expect the Fed to make its move in the first half of next year, a third expect the Fed to wait until the second half and the remainder say the Fed could hold rates down until 2005 or later.

The key to the Fed's patience is how much pressure there is on the economy's productive capacity, which determines businesses' ability to raise prices. Right now, there is ample spare capacity, and capacity may be expanding faster than expected as businesses reorganize and take advantage of advances in information technology. The extraordinary growth of the third quarter came through increased output per hour, or higher productivity; employment actually edged down. Mr. Greenspan called the 7.5% annual growth rate in productivity in the second and third quarters "astonishing."

5. How is the increase in productivity depicted in the AS/AD model? How does this affect inflationary pressures?  

While that rate is unlikely to be sustained, it is leading some Fed officials to speculate the economy's long-term growth rate -- equal to labor-force growth plus productivity growth -- could be 4% or higher. If so, then unemployment wouldn't decline significantly and the risk of inflation falling would remain even if the economy meets private forecasters' expectations of 4% growth over the next year.

While the recent good news on employment suggests the job market has turned the corner, payrolls are growing well below the 150,000 jobs per month that Fed governor Ben Bernanke said last week is needed to match growth in the labor force. In order to lower the unemployment rate, far more jobs would be needed to employ those who have lost jobs in the past couple of years.

Still, officials acknowledge that the economy is improving and at some point their statements will have to take that into account. They have yet to decide just how to do that. But officials say far more important than any change to their words, such as whether they keep the phrase "considerable period," is what they do with rates. A more optimistic message about the economy that is not followed by an interest-rate increase should limit the fallout in markets, they figure.

Furthermore, even once the Fed is confident that economic slack is being used up and unemployment is dropping, it is likely to be slow to raise interest rates, even at the risk of letting inflation creep up. That's because officials want to be certain they don't raise rates prematurely and short-circuit the recovery.

This is likely to be of comfort to President Bush, whose re-election chances improve if the economic expansion strengthens and the unemployment rate, now at 6%, drops. The president's father blames Mr. Greenspan's slowness to cut rates in 1992 for costing his re-election. If the Fed does raise interest rates in the runup to next fall's election, it will likely be against the positive backdrop of steadily falling unemployment and strong economic growth, which will offset the negative impact of rising rates.

Write to Gregory Ip at gregory.ip@wsj.com 

Updated November 14, 2003
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to Chapters 25, 27-29 in Colander’s Economics and Chapters 9, 11-13 in Macroeconomics (fifth edition).

Refer to Chapters 11, 13-15 in McConnell and Brue’s Economics and Macroeconomics.

1. Because productive capacity is so much larger than actual production and the jobless rate is high, the economy is below potential output so that the risk of inflation is low.  This means the Fed doesn’t have to worry as much about the economy exceeding potential (too much growth) and can keep the interest rate low. Return to article.
2. The economy is likely at a short-run equilibrium shown at point A in the graph below. This is below potential output YP. If the Fed does nothing, there will be pressure for wages to fall, shifting the AS curve out to the right. As long as no other event shocks the economy, income will rise and the price level will fall until the economy reaches point B, which is both a short and long-run equilibrium.
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.  Return to article.
3. The Fed funds rate is the rate banks charge one another to borrow reserves overnight. The Fed can directly affect the amount of excess reserves in the banking system by buying and selling bonds. Doing so either adds or removes excess reserves from the system.  If excess reserves are scarce, the Fed funds rate will be higher. Greater excess reserves will lower the Fed funds rate. The Fed funds rate is likely to change other short-term interest rates in the same direction, changing the cost of credit to businesses and consumers and thereby changing the level of aggregate demand.  Return to the article
4. The Fed generally targets inflation and growth. Successful Fed policy means inflation is at its target (low) and growth is at its target (long-run trend). Return to article.
5. Increases in productivity are depicted by a shift to the right in the LAS curve (an increase in potential output). As long as AD doesn’t increase, this means there is pressure for the price level to fall. Or at least there is more room for aggregate demand to rise without increasing the price level.  Return to article.
Return to Top
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