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DO YOU REMEMBER?

If you have read the Wall Street Journal from October 1st-5th 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. Monday’s Outlook discusses fiscal policy. What is the author’s final recommendation? Click for answer.
2. Production in what non-OPEC country threatens to weaken oil prices?  Click for answer.
3. What is the Labor Department doing to help investment companies deal with the possibility that employees would switch their savings from equity to more conservative funds in the wake of the September 11th attack? Click for answer.
4. Is the Fed’s target for the fed funds rate above or below inflation? Click for answer.
5. What are the three main components the fiscal policy that is expected to be proposed?  Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. “It’s worth remembering that sometimes the most effective fiscal policy is none at all.” (See “For a Quick Stimulus Cut Personal Tax Rates” October 1, page A1.)
2. Russia.  (See “OPEC’s Move to Maintain Output Alerts Russia to Possible Price War,” October 1, page A2)
3. It plans to let investment companies make interest-free loans to aid in fund’s liquidity so that plan managers will not have to sell stocks when their values are low. (See “U.S. Grants Relief for Retirement Plans,” page A2)
4. The Fed cut its Fed funds rate target to 2.5%, below August’s 2.7% inflation rate (See “Fed May Cut Interest Below Inflation Rate” October 2, A2; “Fed Cuts Rates Yet Again, Its Powers Seem to Be Limited” October 3, A1) 
5. Business and individual tax breaks; spending for transportation, utilities and public-health improvements; and expanded employment benefits. (See “Bush Seeks Jobless Benefits in Stimulus Package” October 3, page A2; “Bush Calls for $75 Billion Economic Boost,” October 4, page A2; “Bush Seeks More Tax Cuts, Democrats Higher Spending,” October 5, page A2)
Return to Questions 
Fed May Cut Interest Below Inflation Rate,
Reaching Lowest Level Since Kennedy Era

By GREG IP 
Staff Reporter of THE WALL STREET JOURNAL
WASHINGTON -- The Federal Reserve Tuesday could reduce interest rates below the inflation rate for the first time in almost eight years.

1. Practically speaking, how does the Fed lower interest rates?
The question is: Would the cut do too little or too much to boost the economy?

2.  Demonstrate using the AS/AD model how an interest rate cut by the Fed would boost the economy. How would a policymaker decide whether the cut was too little or too much?
The Fed is widely expected to reduce its target for the federal-funds rate from 3%, with most analysts expecting a half point cut to 2.5%. Even with a quarter-point cut, the rate would be the lowest since the Kennedy administration.

Either way, the new target rate would be at or below August's 2.7% inflation rate, excluding volatile food and energy prices. That would make the "real" interest rate, considered a better indicator of monetary stimulus than unadjusted rates, zero or slightly negative. The last time that happened was from early 1992 until the end of 1993. Market rates such as the two-year bond yield suggest investors believe the real federal-funds rate will be at zero for some time to come.
3. Given the information in the article, calculate the real interest rate. Why is the real interest rate important when making borrowing decisions?
The Sept. 11 terrorist attacks have forced the Fed to take a much more aggressive stance than before. At the time, the economy was close to recession, but Fed officials had seen some positive signs. Consumer spending, bolstered by $40 billion in tax rebates, held up well into early September.

Monday, the Commerce Department reported personal consumption rose 0.2% in August from July, even though incomes, depressed by job losses, didn't grow. The hard-hit manufacturing sector also showed signs of having hit bottom. Monday, the National Association of Purchasing Management said its index of manufacturing activity declined only slightly, to 47 in September from 47.9 in August. That suggested that while manufacturing shrank for the 14th straight month, it did so at a much slower rate than earlier in the year, and the production and new-order components actually signaled modest expansion.

4. What policy action before September 11th helped to boost aggregate demand. Would equilibrium output be expected to rise by less than, the same as, or more than the expenditures associated with that action? Explain your answer. 

Norbert Ore, chairman of the purchasing-management association's survey committee, said a "significant majority" of responses to the survey came in after Sept. 11, but he said most respondents didn't know what impact the attack would have on their business. "October will give a much better sense," he said.

The terrorist attacks have prompted almost everyone, including Fed officials, to up the odds that the economy would contract, and the Fed wasted no time in responding to that threat. It slashed the federal-funds rate, charged on overnight loans between banks, to 3% from 3.5% the Monday after the attack and signaled it was ready to do more. Indeed, markets anticipate the funds rate will be 2.25% by year's end.

But some analysts worry that rates, no matter how low, might not stimulate spending when consumers are worried about their jobs, and businesses are stuck with too much capacity. Indeed, the Commerce Department reported construction spending sank 1.1% in August, mostly because of plunging commercial construction, after falling 0.8% in July (revised from an initial estimate of a 0.1% decline).

5. What are some factors that might change your answer to question #4?
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 25, 26, 29 in Colander’s Economics and chapters 11, 12, 15 Macroeconomics. 

Refer to chapter 10, 12, 13 McConnell and Brue’s Economics and Macroeconomics.

1. The Fed lowers interest rates by buying government bonds. When the Fed buys bonds, the price of those bonds rises, which lowers their yield (or the interest rate).  Return to article.
2. When the Fed lowers interest rates, firms and consumers can borrow at lower interest rates. This boosts both consumer spending and business investment, two components of aggregate demand. Therefore, a Fed interest rate cut would be expected to shift the AD curve out to the right. A Fed interest rate cut would be too little if short-run equilibrium output is below potential (there will be deflationary pressures) and too much if short-run equilibrium output is above potential (there will be inflationary pressures).
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3. The real interest rate is the nominal interest rate (expected to be 2.5 percent) less inflation (2.7 percent), or –0.2 percent. The real interest rate is important to household borrowing decisions because inflation reduces the value of the dollars with which the loan will be repaid. Suppose inflation is 50 percent and I lend you $1 at a 10 percent interest rate. In one year, you repay the loan plus interest, $1.10. But since inflation was 50 percent, everything is 50 percent more expensive. I could have purchased a $1 pen a year ago, but now I only have $1.10 and the pen costs $1.50.  You, on the other hand, could have purchased that $1 pen a year ago and sold it for $1.50 today, repaid me $1.10 and pocketed 40 cents. You’re better off because you borrowed at a negative interest rate. Return to article.
4. Previous policy action was the $40 billion in tax rebates (fiscal policy). This would be expected to increase equilibrium output by more than $40 billion. Specifically, equilibrium output would be expected to rise by the multiplier times $40 billion (more than $40 billion). Return to article.
5. A number of factors could impact the effect of this fiscal policy. The impact of this action rests on consumers spending their tax rebates. If consumer sentiment weakened, consumers might save their rebates and the policy will have no effect.  Other factors, such as declining business investment, might offset the positive impact of the fiscal stimulus package. Business will not increase production or investment spending unless they believe they can sell their products. Another scenario that is more likely in the future is that the economy will be at potential output in which case the policy would result in higher prices, not higher output. Return to article.
Return to Top
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