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DO YOU REMEMBER?

If you have read the Wall Street Journal from September 5th – 8th 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 #2 and #3 computer producers are nearing an agreement to merge. What are the names of these two firms? Click for answer.
2. Is the FOMC more likely to increase or decrease interest rates in the near future?  Click for answer.
3. Which two legal traditions appear to be better suited to promoting economic growth—common law or civil law? Click for answer.
4. Have American unions supported amnesty for immigrant workers? Click for answer.
5. How does back-to-school sales performance bode for the economy?  Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. Hewlett-Packard and Compaq.   (See “Hewlett-Packard Nears Pact to Buy Compaq for $26 Billion in Stock” September 4, page A1.)
2. The FOMC is more likely to increase interest rates because economic growth is weak and risk of inflation is low.  (See “Fed Officials Express Willingness To Continue 0.25-Point Rate Cuts,” September 4, page A2)
3. Common law, which relies on precedent-setting case law, has proven to be more growth-promoting than civil law, which relies on legal codes with specific rules. One reason is the flexibility of common law to change with dynamic business conditions. (See “The Legal DNA of Good Economies” September 6, page A1.)
4. Yes. Unions have actively enlisted immigrants into their unions. (See “Unions Press for Broad Immigrant Amnesty” September 6, A2) 
5. Not well. Discount stores performed well, but specialty-apparel retailers and high-end department stores suffered. Consumers are cutting back. (See “Back-to-School Sales Barely Register for Many Retailers” September 7, page A2)
Return to Questions 
How Much Longer Can Consumers
Overlook Job Cuts to Aid Spending?

By GREG IP, JIM VANDEHEI, and NICHOLAS KULISH 
Staff Reporters of THE WALL STREET JOURNAL
WASHINGTON -- The latest surge in unemployment is raising fears that this most unusual of business cycles may be entering a new and harrowing phase.

Most postwar slowdowns were driven by a sharp consumer pullback. This time -- so far at least -- consumers have stayed surprisingly upbeat. They've spent money on houses, cars and other big-ticket items even as businesses have slashed investment and stock prices have tumbled.

But the August jump in the jobless rate to 4.9% from 4.5% the month before -- combined with a loss of 113,000 jobs -- risks undermining the consumer prop, even as there are some tentative signs that business investment is near a bottom. The number of Americans earning wages and salaries has fallen by 700,000 since a year ago. Countless more are feeling nervous about their own futures.

Consumers' "single most important concern is with job and income prospects in the year ahead," says Richard Curtin, who has tracked consumer sentiment for years at the University of Michigan. The more nervous people are about their jobs, the less likely they are to spend.

The sharp rise in joblessness, which just last fall hit a 30-year low of 3.9%, comes amid other signs that consumers are losing faith. The latest consumer-confidence surveys show a slip, while purchases of autos and sales at major retail stores have eased. Many Americans are adopting the attitude of Dirk Page, a 39-year-old salesman for a health-insurance company in Pittsburgh. Mr. Page says he and his wife are making a concerted effort to cut back on spending and have put off major purchases such as a new refrigerator and a new washing machine. "My job, I'll say it's fairly secure, but there are no guarantees in life anymore," he says.

Investors, also concerned about a possible consumer slowdown, sent the Dow Jones Industrial Average down 234.99 points to 9605.85 on Friday. The S&P 500 index dropped below its lows of the spring. Several Wall Street economists slashed their forecasts, predicting little or no economic growth in the third quarter.

1. What two components of aggregate demand does the article mention? How are they affecting U.S. economic growth? Name the two remaining components.
The new threats to the economy are looming just as the main weak spot -- manufacturing, especially of high-tech goods -- is finally showing tentative signs of a bottom. Last week, the National Association of Purchasing Management's index of manufacturing activity jumped to its highest level in nine months, and its new-orders index signaled growth for the first time in 14 months. Cisco Systems Inc. and Intel Corp. -- two giant bellwethers of the entire high-tech sector -- both expect sales to be roughly flat in the current quarter from the previous one, after several steep quarterly drops. National Semiconductor Corp. expects sales to rise 5% to 7% in its current quarter, which would be the first quarterly increase in more than a year. All but two of its top 15 customers have increased their orders, Chief Executive Brian Halla said.

The uptick in activity appears driven in part by the success of individual companies in rapidly liquidating inventories. Lost amid the handwringing over the labor report, the Commerce Department said Friday that wholesale stocks of goods such as drugs, electrical equipment and paper decreased 0.7% in July, the largest amount in almost five years. At some point, production has to pick up if only because orders can no longer be filled from depleted inventories. But for the trend to be sustained, customer demand must also recover. And on that front, signs of improvement remain spotty.

The big question is which trend will prevail. Will businesses finish liquidating their inventories and resume investing in time to stem further layoffs and threats to consumer spending? Or will consumers stop spending first, snuffing out business incentives to invest?

2.  How is business investment and consumer spending related in the AS/AD model? How is that interaction affecting the economy?
In Washington, President Bush and the leaders of Congress scrambled to find new ways to address the ailing economy. They had hoped the flood of $300 and $600 tax-rebate checks that the government began mailing in July would buoy consumer spirits. Instead, there is mounting evidence that a lack of confidence in the president and Congress is further undermining consumer sentiment. And as a result, both the White House and the Republicans in Congress are rethinking their plans for the fall.

The rising concern among policymakers was evident even before the release of the jobless number. At a dinner in the basement of the Capitol last week, a group of GOP lawmakers from the House and Senate met over barbecue sandwiches as GOP pollster David Winston provided a PowerPoint presentation of voter views that few of the Republicans were prepared to stomach.

Mr. Winston reported a double-digit drop in the number of voters who felt the country was on the right track. Voters between the ages of 55 and 64 expressed veritable "panic," he told the lawmakers, citing a 29-point drop from late July to late August in the percentage of this age group who believed the country is on the right track. The reason, he concluded, was that their 401(k)s have dropped precipitously in the last 18 months and now they fear that politicians might spend their other nest egg, Social Security.

Other pollsters haven't found such a marked deterioration in public attitudes. But Arizona Rep. J.D. Hayworth was one of several GOP lawmakers who pointed fingers at the president. How can Republicans get their message out when the sign on the president's podium reads "gone fishin'," he asked, according to two people who were there. Rep. Hayworth says he doesn't comment on private meetings.

At the White House, President Bush and Vice President Cheney held emergency sessions with Republican Congressional leaders Friday to figure out a response to the economy. Prodded by GOP members of Congress, White House aides appear to be warming to the idea of a cut in the capital-gains tax, which could be structured to avoid losing revenue in the short term. On the Sunday morning talk shows, Democratic and Republican legislators expressed interest in a variety of other emergency tax-cut plans, such as some kind of cut, or rebate, aimed at lower and middle-income families paying payroll taxes.

3. How is the tax rebate expected to affect the economy according to the AS/AD model?  How would a tax cut affect the economy?
Social Security Promise
But the President and his GOP colleagues have found themselves trapped in a strange box as a result of their pledge not to "dip into" funds in the Social Security surplus. The economy's troubles now all but ensure that the government's overall surplus next year will be smaller than the approximately $170 billion surplus projected for Social Security. That means the government will almost certainly have to borrow revenue earmarked for Social Security to pay for other programs. And any of the conventional efforts to give the economy a short-term boost -- tax cuts or new spending -- would also force the government to "dip" even deeper into Social Security funds.

As a result, the White House said Friday the president is considering calling for automatic spending cuts next year if the overall surplus drops below the Social Security surplus. That may make some political sense, but it's questionable economics: Economists of all political stripes say enacting sharp spending cuts in the midst of a downturn would likely worsen the economy's woes. Curbing government spending, economists say, can have a similar impact to curbing private spending -- it reduces demand for goods and services and lowers growth.

4. Why is considering the Social Security surplus to be in a “lock-box” bad economics?
Meanwhile, consumers and businesses are eyeing each other warily. The softening labor market "raises the risk that this dichotomy between corporate-sector stress and sustained household demand is going to close with households having to retrench," warns J.P. Morgan Senior Economist James Glassman. Ford Motor Co. spokesman George Pipas says his company's already-reduced fall production schedule assumes a 5% unemployment rate. A big increase from current levels could force the auto maker to reconsider its production plans.

Mr. Glassman now projects zero growth in the third quarter, compared with his earlier expectation that gross domestic product, or the total value of goods and services produced by the economy, would crawl ahead at a 1% annualized pace, a slight improvement from 0.2% in the second quarter. Peter Hooper, chief U.S. economist at Deutsche Bank, now thinks GDP could fall 0.5% in the third quarter, down from his previous estimate of 1% growth. "This puts us very close to a recession given the prospects that the second quarter could easily be revised down into negative territory," Mr. Hooper warns. "Every time the unemployment rate has risen by more than one point in the past, the economy has gone into recession." A recession is commonly defined as two consecutive quarters of contraction in GDP.

Some economists and policymakers remain upbeat, continuing to project a recovery just around the corner. "We need to be patient. ... There's enough data to believe we are turning around," Treasury Secretary Paul O'Neill told anxious Pacific Rim finance ministers in China. The lagged effects of the Federal Reserve's interest-rate cutting campaign will soon boost investment, says Lawrence Lindsey, head of Mr. Bush's National Economic Council. "This is going to be a typical business cycle" with business spending soon resuming, he added. "There's no reason to think the textbook won't work this time."

And yet the textbooks haven't been such good guides to the economy's extraordinary performance in recent years -- either during the remarkable boom of the late 1990s or the slowdown that began last year.

The typical postwar downturn started with the Federal Reserve raising interest rates to cool inflationary pressure, which in turn drove down interest-sensitive consumer sectors such as housing and cars. During the last recession a decade ago, for instance, housing and durable-goods spending started shrinking several months before the broader economy. Consumer spending stalled as the recession officially began in mid-1990, while business investment didn't start declining until several months into the recession.

In this latest slowdown, the usual pattern seems to have been reversed -- with consumers so far hanging in there and businesses cutting back sharply. The New Economy boom was buoyed by bubbles in the stock market and technology as businesses dramatically ramped up spending on computers, communications gear and software. The New Economy slump was largely caused by the bursting of those bubbles, an event accelerated by Fed rate hikes in 1999 and 2000, as stock wealth melted away and businesses dramatically slashed their tech budgets.

The primary brake on the economy during the slump has been businesses' capital-goods spending, which has tumbled at a 10% annual rate through the first half of the year. Consumer spending, meanwhile, has held up, with consumption growing at a 2.7% annual rate through the first six months, and housing construction rising a vigorous 7%. One reason: Even before the Fed started cutting interest rates in January in response to the factory collapse, bond yields had tumbled in anticipation of the Fed's action, driving down mortgage rates.

Another crucial support to consumers was a job market that stayed remarkably strong through most of this year. Through the spring and early summer, to the surprise of many forecasters, the unemployment rate stayed unusually stable at the relatively low level of 4.5%.

Indeed, it's worth noting that even the jobless rate of 4.9% is very low by recent standards, suggesting that a very high proportion of Americans are still earning regular paychecks. After all, through numerous booms and busts between January 1974 and April 1997, the jobless rate never fell below 5%. Until the mid-1990s, many economists thought the rate couldn't stay below 6% for long without triggering an unhealthy dose of inflation.

5. How is this economic slowdown different from previous business cycles?
Yet the New Economy-style ultra-tight labor market could become an old-economy-type one of high joblessness very quickly if consumer spending falls off. The next few months could become the mirror image of the past few months. Just as the unemployment rate stayed relatively low and consumer spending high when business investment was plunging, joblessness could soar and consumer spending fall while businesses are recovering.

Part of the reason is that many companies, after years of struggling with tight labor markets, were slow to lay workers off, even with sales falling. Now, many companies see layoffs as key to their recovery, as they attempt to cut costs and boost

Lagging Layoffs
"We had a nine-year boom, and as recently as nine months ago, we had severe labor shortages, so people were reluctant to fire employees," says David Hale, global chief economist for Zurich Group. Layoffs often lag behind a downturn in business, and this time the lags appear to have been longer than usual. "But if your profits are off sharply, you have to do something," says Mr. Hale, who adds that he thinks unemployment could approach 6% by the end of this year as businesses belatedly recognize their overstaffing.

Last week, Motorola said sales across all divisions would be flat in the current, third quarter, compared with the second. That's an improvement from the quarter-on-quarter declines posted in the first two quarters of the year. Even better, although semiconductor sales were still dropping, orders were edging higher. Still, since sales will remain lower than what the company had expected, it said it plans to cut 2,000 jobs from its battered wireless infrastructure division, bringing to 32,000 the number of jobs Motorola has said it will cut by the end of this year.

In Jackson, Mich., Richard Stone, president of Airmaster Fan Co., says sales of his company's industrial and commercial fans have been hit by both the economy and cool summer weather, but in August they managed to surpass his admittedly pessimistic target by 10%. Still, he sees no need to start adding to his payroll yet, which has fallen to 110 from as high as 150 a year ago.

The August labor-market report showed a broad and spreading cutback in payrolls. Just 43.6% of the 353 private industries tracked by the Labor Department increased their payrolls that month, the lowest since the slowdown began, a sign of how broadly weakness, which began in durable-goods manufacturing, has since spread. Despite a strong housing market, construction employment has shown little change since March as commercial building slows. Restaurant employment fell, possibly a sign of cuts in business expense accounts.

For the Federal Reserve, the implications of the August labor report are clear -- more rate cuts ahead. After the Fed cut rates in late August, markets were putting even odds that that was its last cut. After all, some Fed officials had already begun pushing for an end to the easing, arguing rates were already so low that going further risked overstimulating the economy and creating the risk of an upsurge in inflation next year.

The sharp rise in unemployment in August and plunge in stocks is certain to make those inflation "hawks" less worried about a near-term risk of inflation and more worried about recession. Federal Reserve Bank of San Francisco President Robert Parry acknowledged Friday that the drop in stock prices and employment had made him "more concerned about the prospects for consumer spending," though he had "suspicions" about the reliability of one month's unemployment rate.

Deutsche Bank's Mr. Hooper thinks the Fed's short-term interest rate target, which has been cut to 3.5% from 6.5% at the beginning of the year, will fall to 2.75% by year end -- perhaps with the help of an emergency cut before the next scheduled meeting in October.

inflation.

6. How does the Fed counteract a decline in total output in the AS/AD model?


What the White House and Congress will do to help that effort remains less clear. For his part Mr. Bush stepped onto the White House lawn Friday to make clear he was "deeply concerned about the unemployment rates" and to declare his intention "to do something about it." But the "pro-growth agenda" he outlined was simply a repetition of his energy-production plan and free-trade agenda, policies that might lift the economy in the long run but would do little to ameliorate the current downturn.

Aides insist -- or hope -- they've already done enough. Once the tax cut and the Fed's rate cuts kick in, they say, no further major action will likely be needed.

"The president is very concerned, but there is a lot of stimulus left in the pipeline," says Glenn Hubbard, chairman of the White House Council of Economic 

ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 25 and 26 in Colander’s Economics and chapters 9 and 10 in  Macroeconomics.

Refer to chapters 9 and 10 in McConnell and Brue’s Economics and Macroeconomics.

1. The article mentions business investment and consumer spending in relation to the economy. Business investment has declined and consumer spending may begin to decline. Both reduce aggregate expenditures and would contribute to an economic slowdown. Two remaining components are net exports and government spending.  Return to article.
2. Consumer spending and business investment are inter-related in the AS/AD model. It’s helpful to distinguish two types of business investment—investment in capital and investment in inventories. A rise in business investment that arises from a rise in inventories will lead to a decline in production, which will lead to a decline in income and a decline in consumer spending. (The initial rise in inventories could have been caused a decline in consumer spending.) A rise in business investment for capital goods has the opposite effect. It will lead to a rise in production, a rise in income and a rise in consumer spending. The most recent expansion was driving in large part by rising business investment. Return to article.
3. The tax rebate and a tax cut would both increase disposable personal income. Households would be expected to spend a fraction of their increase in income, increasing consumer spending and offsetting the decline in aggregate expenditures caused by the decline in business investment and a possible slowdown in consumer spending. This is shown by a shift of the AD curve to the right and a rise in output.  Return to the article
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4. Currently payroll tax receipts exceed Social Security benefits so that the Social Security is running a surplus. By considering the Social Security surplus to be “off-hands” the government would effectively be following a balanced-budget strategy so that if aggregate income (and tax revenues) were to fall, government spending would have to be cut, leading to an even larger decline in income. Countercyclical fiscal policy calls for a rise in government spending (deficit spending) during an economic downturn. Return to article.
5. In the last recession, consumer spending declined first followed by a decline in business investment. This time, business investment declined first. Consumer spending has been buoyed by declining interest rates and an historically low unemployment rate. Return to article.
6. The Fed controls the money supply. To offset the decline in total output, the Fed reduces the cost of borrowing (lower interest rates). by buying government bonds (increasing the money supply). As borrowing costs fall, consumers and businesses will borrow and spend more, increasing demand for goods and therefore total income. Return to article.
Return to Top
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