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DO YOU REMEMBER?

If you have read the Wall Street Journal from October 16th to 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 upon which the question is based. 
1. How could the Middle East undo the U.S. economy--again? Click for answer.
2. State one of the six myths that have driven tech stock prices over the past 5-6 years.  Click for answer.
3. According to consulting firm Economy.com, is job growth or income growth a better measure of a regional economy’s health? Click for answer.
4. What has been the measured effect of higher oil prices on consumer spending?  Click for answer.
5. According to the National Federation of Independent Businesses is the U.S. economy experiencing a credit crunch?   Click for answer.
6. Chevron and Texaco plan to merge.  Is the U.S. Justice Department concerned about the effect of this merger on competition?  Click for answer. 
7. Next month a new market that will help curb global warming is going to be launched.  What will that market trade?   Click for answer.
8. What is “susu” and why will banks consider it as a measure of creditworthiness? Click for answer.
9. Who currently keeps the revenue from tariffs imposed on importing companies selling goods below market prices (dumping)? Who has been proposed to receive it in a bill before Congress?  Click for answer.
10. How can a love story teach economics? Click for answer.
11. Do analysts believe the stock market decline will affect capital spending? Why or why not?  Click for answer.
12. How have oil prices affected the consumer price index?  Click for answer.
13. Does Fed Chairman Greenspan believe that higher oil prices have affected inflation expectations?  Click for answer.
14. Did the U.S. trade deficit get bigger or smaller in August? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. Threat of religious war, rising anti-U.S. terrorism and spiking oil prices all threaten the U.S. expansion.  Monday’s outlook, however, says that oil prices would have to rise to $50 a barrel before it slowed the U.S. economy.  (See “Will the Mideast Undo the Economy again?” October 16, page A1.)
2. The six myths listed in the article are: (1) Tech companies can generate breakthrough gains in earnings, sales, and productivity for years to come, (2) tech companies aren’t subject to ordinary economic forces, such as a slower economy, or rising interest rates, (3) monopolies create unbeatable advantages, (4) exponential Internet growth has just begun and, if anything, will accelerate, (5) prospects are more important than immediate earnings, and (6) this time, things are different.  (See “Here Are Six Myths that Drove the Boom in Technology Stocks,” October 16, page A1)
3. In today’s economy where nearly everyone who wants a job has one, income growth and other measures such as real estate appreciation are becoming more important barometer’s of a regional economy’s economic well-being.  (See “Wages Alter View of Las Vegas’s Job Boom” October 14, page A2.)
4. Higher oil prices don’t seem to have slowed consumer spending.  Retail sales rose 0. 9 percent in September according to the Commerce Department. See http://www.doc.gov. “Oil Begins to Push Up Wholesales Prices, But Consumer Spending Remains Solid” October 16, page A2) 
5. No.  Their survey indicates that credit access is good.  Only 7 percent of small businesses reported having more difficulty obtaining loans in September. (See “Most Small Businesses Say Credit Access is Good” October 16, page A4)
6. Yes.  The two companies have overlapping refining and marketing assets.  The combined company would be the world’s fourth largest producer of oil and gas. (See “Deal-Makers Vow More Oil, Lower Costs” October 17, page A3.)
7. Emissions credits. Companies and nations emitting pollution below their quotas will be able to sell credits to companies and nations polluting more than their quota. (See “Systems to Trade Emissions Credits May Be Like Commodity Markets” October 17, page A4.)

8. Susu is an underground pooled savings system among groups of close family members with roots in Caribbean culture, and which is helping small U.S. Caribbean businesses obtain credit.   (See “Pooled Savings Help Jamaicans Business Businesses” October 17, page B1.)
9. The government currently receives the revenue. The bill would change that to giving the revenue to U.S. companies harmed by the dumping.  (See “Dumping Provision in Bill Puts Clinton at Odds with Union Voters Gore Needs,” October 18, page A2.)
10. As the love story “Life, Love & Economics” shows, having a date with your boyfriend (or girlfriend) has opportunity costs.  (See “Novel Economics: Putting Life and Love Into the Dismal Science,” October 19, page A1.)
11. As stock market and bond prices decline, the cost of borrowing rises. This raises the cost of spending on capital by firms.  (See “Market Turmoil Adds to a Rising Wariness on Capital Spending,” October 19, page A1)
12. Rising oil costs contributed to the 0.5% rise in the CPI in September. Go to http://stats.bls.gov for the full CPI report. (See “Consumer Prices Jumped in September, Prompting Boost in Medicare Benefits,” October 19, page A2)
13. No. (See “Greenspan Is Cautious about Rising Energy Costs,” October 20, page A2)
14. It unexpectedly got smaller.  The U.S. trade deficit in goods and services was $29.44 billion in August.  Go to http://www.doc.gov for the full report. (See “August Trade Gap Unexpectedly Shrank on Solid Performance by U.S. Exporters,” October 20, page A2)
Return to Questions 
Here Are Six Myths That Drove
The Boom in Technology Stocks

By E.S. BROWNING and GREG IP 
Staff Reporters of THE WALL STREET JOURNAL
There's just about no limit to the earnings, sales and productivity gains technology companies can generate.

Tech companies aren't subject to ordinary economic forces, such as interest rates.

A tech company's prospects are more important than its earnings.

These were some of the guiding principles that millions of investors embraced as they created the historic surge in tech stocks that started in late 1998. The hottest stocks were pioneers of the young Internet. But they weren't the only highfliers buoyed by a widespread faith that a new set of rules applied to tech stocks.

Microsoft Corp. stock rose 16-fold between the end of 1994 and its high last year, powered by the belief that its software had secured a permanent monopoly. Dell Computer Corp. multiplied 93-fold between the same starting point and its peak this March, on the view that it could generate astonishing personal-computer sales growth no matter how big it became. Similar arguments drove up Intel Corp. 19-fold and Lucent Technologies Inc. 12-fold during roughly comparable periods.

These companies, and dozens of others, propelled the greatest bull market in history. The Dow Jones Industrial Average jumped 200% from the end of 1994 to its peak in January, and the tech-heavy Nasdaq Composite Index had leapt 571% when it reached its high in March.

"It's Not Tulip Mania," declared a report by Merrill Lynch & Co.'s chief economist, Bruce Steinberg, that attempted to justify the stratospheric gains of big tech companies. The report was published March 13, just after the Nasdaq Composite Index had hit a peak of 5048.62.

But suddenly all bets are off. The Dow is down 11% this year. The Nasdaq Composite Index is in the throes of a savage bear market. By late last week, it had collapsed almost 40% from its March high, before recovering almost 8% on Friday. Even after Friday's gain -- the second-biggest percentage jump ever for the Nasdaq -- the index remains 34% off of its high and deep in bear territory.

And look what's happened to the tech stars that led the markets up: Dell, down 54% from its peak this year. Microsoft down 55%. Intel down 47%. Lucent down 72%.

What's clear now is that many of investors' most cherished beliefs about technology stocks have come unraveled. Here are six of the most potent myths -- and the difficult truths that, in hindsight, they were masking.

Myth No. 1:
Tech companies can generate breathtaking gains in earnings, sales and productivity for years to come.

This was probably the most pervasive and influential of all tech-stock myths, partly because it seemed so hard to challenge. Growth in tech-company sales and earnings was undeniably outpacing growth elsewhere. This discrepancy was widely believed to make big New Economy companies different from big Old Economy companies, most of which typically achieve single percentage-point increases in annual sales.

In February, Jeffrey Warantz and John Manley of Citigroup Inc.'s Salomon Smith Barney unit published a report claiming that the huge gains in tech-stock prices were reasonable because "the growth in projected earnings has been equally impressive."

Technology's contribution to economic growth underpinned the analysis by Merrill's Mr. Steinberg in his Tulip report. In the late 1980s, he noted, earnings at big tech companies grew more slowly than at most other companies. By the late 1990s, tech earnings were growing twice as fast as those of other companies, which was a good reason to value tech stocks more highly.

1. What fundamentally drives the price of a company’s stock? Does this explain the rapid rise in stock prices since 1998 and the recent decline?
The facts weren't wrong. But this view didn't take into account that the price of tech stocks had grown so fast that the stocks had become "priced for perfection," as the skeptics like to put it. Any false step and the stocks would plummet. Nor did this perspective on the market take into account a historic reality: No matter how good a company is, it can't maintain as a large organization the same growth rate it had when it was much smaller.

Dell, for example, boosted revenue by about 50% a year from 1996 through 1998. Skeptics said that a company selling a commodity like a personal computer just couldn't keep posting those kinds of gains year after year. Dell enthusiasts, whose numbers grew as the astounding results rolled in, maintained that its direct-sales model and use of the Internet would permit it to surprise skeptics for years to come.

Then, in 1999, sales growth slowed to 38% -- still enormous, the bulls enthused. But earnings growth also slowed, and in the fall of 1999, Dell warned investors that its earnings would fall short of estimates. The stock bounced around as bulls and bears fought it out over the company's growth prospects. But in the end, the skeptics were proved right. Dell warned repeatedly that its performance would disappoint. On Oct. 4, it said that this year's third-quarter revenue and fourth-quarter earnings would miss targets.

Myth No. 2:
Tech companies aren't subject to ordinary economic forces, such as a slower economy or rising interest rates.

Until the late-1990s, technology was considered a cyclical business, its sales and profits rising and falling with the overall economy. But as the tech craze shifted into high gear, one of the most popular arguments in favor of technology companies was that demand for their products was so enormous that it would keep growing through the peaks and troughs of the Old Economy.

Demand has remained strong, but not as strong as many more-optimistic investors had hoped. Personal-computer sales, for example, were thought to be able to grow regardless of general economic conditions, as they had through most of the 1990s, says Andrew Neff, an analyst at Bear Stearns Cos. As recently as early August, he told clients to expect a strong second half for PC sales, "driven by multiple factors," including the end of Y2K hangover, Microsoft's Windows 2000, a turn-up in Europe and the launch of Intel's Pentium 4 chip.

But then one PC-related company after another shocked investors with warnings of softening business, from Intel to Dell to Apple Computer Inc. Mr. Neff, who used to dismiss such warnings as "company specific," now says he has changed his thinking. "Demand problems are serious and difficult to quantify," he says. The PC business is now cyclical, he adds, and investors should sell PC stocks when the fundamentals begin to deteriorate.

In the same vein, rising interest rates were once thought bad for tech companies because they slowed the economy and made it costlier for customers to finance purchases of tech equipment. But as the Fed began raising rates last year and tech stocks, after a brief dip, kept rising, many analysts argued tech companies were immune to interest rates because demand for their products was so strong and their borrowing needs so slight.

As it turns out, even though tech companies don't borrow much themselves, their customers do. And as buyers have curtailed spending, tech suppliers have suffered. Lucent, for example, has warned investors that fiscal fourth-quarter profit would be hurt by reserves it is taking against bad loans extended to its customers.

Myth No. 3:
Monopolies create unbeatable advantages.

Some tech companies were thought to deserve extraordinary valuations because the nature of their products created near monopolies.

The huge number of people using Microsoft's operating-system software or America Online Inc.'s instant-messaging service gave those companies a critical mass of customers -- a network -- that made it hard for others to break in and compete.

2. Why would the belief that Microsoft “secured a permanent monopoly” lead to a higher price for Microsoft stock? What forces were operating against this monopoly? 
"Networks offer the opportunity for explosive shareholder returns," Michael Mauboussin, Credit Suisse First Boston Corp.'s chief investment strategist, wrote in May. "Network effects played a prime role in Microsoft's ability to create $350 billion in market value over the past 15 years."

One problem with this argument is that government may become suspicious of monopoly power. The Justice Department's antitrust suit against Microsoft has helped cut its stock in half and reduce its market value to about $285 billion. Now, authorities are raising questions about AOL's instant-messaging service. WorldCom Inc., the dominant carrier of Internet traffic, has seen its stock hammered since a proposed merger with Sprint Corp. was derailed by antitrust concerns.

Moreover, monopolies may erode as the marketplace evolves. Beyond the government antitrust suit, Microsoft faces the far more daunting danger that its customers will reject the desktop computer as online and wireless technologies open the way for new handheld devices and inexpensive "dumb" terminals that can connect to the Internet.

Mr. Mauboussin notes that he always acknowledged that some network effects are stronger than others and that in technology, the effects tend to have a shorter life span than elsewhere.

3. What are network effects? How do they lead to monopoly? How could they lead to exponential growth in product sales (myth #4 below)? 
 4. Even though Microsoft has 90% of the software market, from where or whom does it face significant competition?
Myth No. 4:
Exponential Internet growth has just begun and, if anything, will accelerate.

J. Thomas Madden, chief investment officer at the Federated Investors Inc. mutual-fund group in Pittsburgh, a one-time skeptic of tech stocks, gradually found himself embracing the idea that the Internet would strongly influence the future of the stock market. He recalls being told by a scientist at Carnegie Mellon University that if you plotted on a chart the number of Internet users or of network parts needed, it would rise geometrically.

When an investor "begins to believe that such growth may continue for years to come, it is easier to withstand very lofty valuations," Mr. Madden has explained.

But demand for Internet products and services, though strong, hasn't proven infinite. Once most companies set up a Web strategy and a home page, growth in their Internet spending tends to slow. As the overall economy has downshifted a bit, Internet-advertising dollars have flowed less readily. Last week, the stocks of Yahoo! Inc. and DoubleClick Inc. were clobbered on signs of flagging growth in Web advertising, finishing the week down 76% and 91% from their highs, respectively.

What's more, Internet companies had assumed shareholders would wait patiently for years before demanding that they show significant profits. Instead, investors are bailing out of companies that spent aggressively on attracting customers: Amazon.com Inc. is down 75% from its all-time high, E*Trade Group Inc. 81%, and iVillage Inc. 98%.

The myth was "that there was no price that was too high for a good tech company," says Ed Keon, director of quantitative research at Prudential Securities, himself a reformed advocate of high-priced technology stocks. But "eventually, there is a price that is too much to pay even for a fabulous stock such as Cisco Systems or JDS Uniphase," makers of communications equipment used in building the Internet. "At some point," Mr. Keon says, "you had to ask yourself, wait a minute, is there anybody left that doesn't have a Web site now?"

Myth No. 5:
Prospects are more important than immediate earnings.

Henry Blodget of Merrill Lynch expressed the core of this myth in December, when he wrote of Internet leaders like Yahoo! Inc., "It is a mistake to be too conservative in projecting future performance." Yahoo at that time was trading at 500 times projected profits for 2000. "The real 'risk,' " Mr. Blodget asserted, "is not losing money -- it is missing major upside."

Today, investors are nervous about Yahoo's slowing revenue growth, and the company's stock is down 68% since December. In retrospect, Mr. Blodget concedes that while advising investors not to be too conservative "was the right prescription for 1995 to 1998, as soon as we got into 1999, it was a mistake. Expectations got ahead of reality." Valuing these stocks on prospects and potential size of market sometimes made analysts forget what could change -- such as competition. FreeMarkets Inc., which operates online auctions for industrial companies' purchasing needs, went public at $48 last December. By February, when co-lead underwriter Goldman Sachs & Co. initiated coverage, it was trading at $217. Goldman analyst Jamie Friedman said that in six to 12 months, the stock would be worth between $300 and $400. That was based, among other things, on the expectation that FreeMarkets would eventually handle 5% of an estimated $5 trillion in global procurement. But FreeMarkets' potential customers saw similar opportunities and began forming their own online procurement consortia. Since February, FreeMarkets has lost 81% of its value. Mr. Friedman says he didn't foresee the creation of competing consortia.

5. What conditions are necessary for a company to earn above-normal profits in the long run?  Explain how the drop of the price of FreeMarket is driven by the process of competition.
Myth No. 6:
This time, things are different.

More than any other misconception, this was the most fundamental of the myths to which people succumbed. And like many of the others, what made it so seductive was that it had so many elements of truth to it.

Rarely had a series of phenomena -- the Internet, wireless communications and computer networking -- so quickly become such a big part of so many people's lives. Analysts compared the situation to revolutionary developments of the past -- the popularization of the telephone, radio, television and car -- all of which took far longer to grab the national consciousness.

But tech fans ignored the fact that even companies involved in a revolution eventually face market forces. Most early auto makers failed to survive. Radio Corp. of America and General Motors Co. were two of the hottest stocks of the 1920s, but that didn't prevent both from crashing along with the rest of the market in 1929. RCA eventually lost 98% of its value.

Some analysts remain unrepentant defenders of their views on tech stocks. Mr. Steinberg of Merrill Lynch says he never tried to justify the highest of the tech valuations. As for the rest of the sector, he adds, it will recover. "I think the new economy is alive and well," he says, "and I don't think this is the end of the story right now."

But some money managers warn that certain tech stocks, notably in the networking and optical-fiber area, still haven't fallen enough to reflect the real world. Says Michael Weiner of Banc One Corp.'s money-management unit in Columbus, Ohio: "It doesn't look to me like we have entirely learned our lesson."

Write to E.S. Browning at jim.browning@wsj.com and Greg Ip at gregory.ip@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to the following chapters in Shiller’s Economics and Microeconomics for help when answering these questions:  Econ (23-25, 32); Micro (8-10, 17).

Refer to the following chapters in Colander’s Economics and Microeconomics for help when answering these questions: 3, 11, 12, 14.

1. The price of a company’s stock reflects the present value of the future income that will be provided by ownership of that stock.  This includes all future profits and the value of the assets owned by the firm.  Yes—the rise in the price of stocks did reflect the belief that the profits of these companies would be very high for a number of reasons.  Investors were betting that the company in which they were investing would establish itself as the dominant firm by being the first one in the market to create brand recognition or establish industry standards. Productivity was also rising, which would translate into lower cost of production and higher profits. Return to article.
2. Monopolists, by restricting output and charging a higher price for its goods, earn above-normal profits.  The expectation of continued above-normal profits contributed to higher price for Microsoft stock.  The forces of competition are always working against the forces of monopoly.  Return to article.

3. Network effects (or network externalities) are when greater use of a product increases the benefit it provides to everyone.  Network effects can lead to monopoly because network effects result from the communication among users, which requires the development of industry standards.  The company that establishes those standards (and owns those standards through patent protection) stands to gain a monopoly position.  Network effects can lead to exponential growth in sales because as sales grow, the benefit that the product provides increases.  That means, increasing sales feeds back into increased demand. Return to the article.
4. As the article suggests, Microsoft faces competition from alternative technologies.  Specifically, the desktop is being threatened by “dumb” terminals. Return to article.
5. For a company to earn above-normal profits, it must have some monopoly power.  To maintain monopoly power, there needs to be some barrier to entry into the market, such as a patent or large set-up costs. FreeMarket’s price rose so high on the belief that the first company to the market will establish sufficient brand name recognition that it would become a barrier to entry.  That’s why “missing (a) major upside” is a big risk.  Unfortunately for FreeMarket, the lure of future profits provides an incentive for competitors to enter the market.  The barriers to entry weren’t strong enough to overcome the forces of competition. Return to article.
Return to Top






