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DO YOU REMEMBER?

If you have read the Wall Street Journal from September 30th- October 4th 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. What percentage of American lack health insurance: (a) 2 percent, (b) 15 percent, (c) 30 percent, (d) 50 percent? Click for answer.
2. U.S. Treasury Secretary Paul O’Neill met with government officials from Japan recently about how they plan to revive the Japanese economy. Did Secretary O’Neill leave the meetings with a clear idea of what their plans? Click for answer.
3. Dot-com IPOs were significantly underpriced in the late 1990s compared to earlier years. What explanation do behavioral economists give for this phenomenon?  Click for answer.
4. Retailers are worried about sluggish consumer spending for the holidays, but some economists believe spending will hold up. Upon what do they base their beliefs? Click for answer.
5. What is the North Dakota Wheat Commission petitioning the Commerce Department to do? Click for answer.
6.  Characterize current business activity in the manufacturing industry.  Click for answer.
7. What does the Ahmanson Ranch, the San Fernando Valley spine flower and the red-legged frog have in common?  Click for answer. 
8. What company has received the most patents every year since 1993—IBM, Microsoft, or AT&T? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. b. 15 percent (precisely 14.6 percent). (See “More People Lack Health Insurance” September 30, page A2.)
2. No he did not.  (See “Japan Is Unclear on Plans to Spur Growth, Boost Global Economy” September 30, page A2.)
3. Behavioral economists suggest that executives believed that strong IPO openings would create a buzz about the company and attract customers. (See “Dot-Com IPO Pricing Baffles Economists,” September 30, page A2)
4. Personal income continues to grow—most recently by 0.4% in August. (See “Consumer Spending May Hold Up” October 1, page A2.)
5. They are petitioning the Commerce Department to launch an investigation into whether Canada’s Wheat Board is dumping wheat in U.S. markets at prices that are below-cost. (See “U.S.-Canada Trade Dispute Erupts Over Sales of Wheat” October 1, A2) 
6. The manufacturing industry shrank for the first time in eight months in September. (See “Slowing activity in Manufacturing Imperils Recovery” October 2, page A2)
7. The spine flower and red-legged frog, both of which can be found on the ranch, are endangered and could keep the ranch from being developed into residential neighborhoods. (See “In the Balance: A Final Slop of Open Southern California” October 2, page B1.)
8. IBM. (See “More Patents, Please!” October 3, page B1.)
Return to Questions 
Latest Labor Data Support
Fed's Steady Line on Rates

By GREG IP 
Staff Reporter of THE WALL STREET JOURNAL
WASHINGTON -- With the economy muddling along with sluggish growth but no new recession in sight, Federal Reserve officials apparently remain no more inclined to cut interest rates than they were two weeks ago.

On Friday, the Labor Department reported that total employment outside agriculture declined by 43,000 jobs in September from August, the first drop since April. But the unemployment rate actually dropped to 5.6%, its lowest level since February, from 5.7%.
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1. How could it be that non-farm employment fell and the unemployment rate also fell?
The report's different trends arise from the fact that the payroll figure comes from a survey of employers and the unemployment rate from a survey of households. Overall, there was enough positive news in the report to suggest the economy is still growing, though not vigorously. Payroll growth in August was revised up to 107,000 from 39,000, and in September, the average work week expanded to 34.3 hours from 34.1. Companies often increase the hours of existing employees as a prelude to hiring new employees.

The report appears to solidify the case for the majority of Fed policy makers who voted Sept. 24 to leave their short-term interest-rate target at a 41-year low of 1.75%, while acknowledging economic weakness was a greater risk than inflation. Two of the 12 officials dissented, preferring an immediate rate cut.

2.  Explain how the report supports the Fed’s decision to keep interest rates unchanged. In your answer, state what the short-term interest rate the Fed targets. 
There is no single reason why most officials prefer to stand pat. Some maintain the risks facing the economy are political, such as corporate-governance scandals and war with Iraq, which Fed policy can't solve. Jack Guynn, president of the Federal Reserve Bank of Atlanta, said last week that as corporate miscreants are sent to jail, "ethical uncertainty" might deter business investment. So, even with low interest rates, "the other thing we need right now is ... the patience to allow the U.S. to work, to get itself back on track."

Should a risk become reality, such as a war with Iraq disrupting oil supplies and hurting the economy, then the Fed might have to act. "There are downside risks in the outlook, and they need to be monitored especially closely by policy makers in the period ahead," Richmond Fed President J. Alfred Broaddus said last week. But in the absence of an external shock, many officials seem content to leave rates alone on the view that the recovery is likely to strengthen.

3. Demonstrate using the AS/AD model how the external shock mentioned in the article would affect the U.S. economy. How could monetary policy offset that shock?  

On the other hand, other officials can see a case for cutting rates if the mere uncertainty about such risks threatens to smother the recovery, such as wiping out more stock wealth or keeping business investment flat. The U.S. doesn't appear to be there yet, as business investment in equipment has slowly advanced.

But stock prices have returned to their July lows, and sharper declines could undermine consumer spending. "If lower stock prices were maintained, [it] would be a negative factor for future household spending," Chicago Fed President Michael Moskow said.

Of growing significance to some officials' thinking is the possibility that weak growth could eventually push inflation down to zero, perhaps to deflation, which would make it far harder for the Fed to stimulate the recovery. This may have been a factor for Dallas Fed President Robert McTeer, one of the dissenters two weeks ago. "I don't know at what point welcome [declines in inflation] might morph into unwelcome deflation," he said last week, though he added, "I don't think we're there yet."

4. State the components of aggregate expenditures and explain the risks to the U.S. economic recovery in terms of those components. 
But most Fed officials see deflation as a remote possibility and one to which they will have lots of time to react.

In the meantime, economic data so far have offered no compelling argument to cut rates immediately, and probably not at the Fed's Nov. 6 meeting. One possible cause for optimism is the contradictory trends in Friday's jobs report. Employment has grown 64,000 in the past two months, but has expanded 1.1 million according to the household survey, which is why the unemployment rate has dropped.

Most economists consider the employer survey more reliable, and expect the unemployment rate to rise again soon. But others think the difference is so large that the job market must be better than it appears, perhaps because of more vigorous job creation by small firms, which aren't measured as comprehensively as large firms. "At turning points you're supposed to watch both," said J.P. Morgan economist James Glassman. "I think history books will show the tide is shifting."

5. What does the report suggest about monetary policy—is it more a science or more an art? 

ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 25-26, 29 in Colander’s Economics and chapters 9-10, 13 in Macroeconomics.

Refer to chapters 9-10, 15 in McConnell and Brue’s Economics and Macroeconomics.

1. There could be a number of reasons. The article mentions that the discrepancy is the result of the fact that the two figures derive from different surveys. Another possible explanation has to do with changes in the labor force, though only reading this far into the article, we cannot tell whether this is the case here. Here’s how: the unemployment rate is total unemployment divided by the labor force times 100. If the labor force rises by more than the rise in the total number of unemployed, the unemployment rate will fall even when the total number of unemployed also rises. Return to article.
2. The report supports the decision because it suggests that the economy is not in recession. Because output is not shrinking, there is less need for expansionary monetary policy. The interest rate the Fed targets is the federal funds rate—the rate banks charge one another to borrow funds over night to meet reserve requirements. Return to article.
3. A war with Iraq would disrupt oil markets, perhaps so much so that oil prices would rise dramatically. Because oil is an important input to much of U.S. production, the AS curve would shift up, reducing output and increasing the price level. Expansionary monetary policy could offset that shock (shifting the AD curve to the right), increasing output. If the AS curve is flat, as shown below, the price level will not rise. If, however, the AS curve is upward sloping, the price level will rise even further.
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 Return to the article
4. The components of aggregate expenditures are consumption expenditures, investment expenditures, government spending, and net exports. The article mentions that the continued decline in stock prices, by reducing people’s wealth, could lead to lower consumption expenditures. In addition, lower stock prices could lead to lower business investment because lower stock prices makes issuing new stock a less attractive source of funds for investment. Return to article.
5. Monetary policy is definitely an art. Policymakers must make decisions with incomplete, and sometimes contradictory, information about what is happening in the economy.  Monetary policy is made even more difficult because it affects the economy with a lag, taking as many as 18 months for a change in monetary policy to affect the economy. By the time expansionary monetary policy has had its effect, the economy may need contractionary monetary policy instead. Return to article.
Return to Top
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