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DO YOU REMEMBER?

If you have read the Wall Street Journal from February 13th – 17th 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. In 1990 profits earned in China by U.S. companies was zero. In 1995, were profits zero, negative, or positive? Click for answer.
2. Home appliance maker Whirlpool is acquiring competitor Maytag. Sales of the combined company will comprise about half of the dishwasher market and two-thirds of the washer/dryer market. Are Federal regulators blocking the merger?   Click for answer.
3. In what country is lace-making by hand “making a last stand”?  (a) India, (b) Belgium, (c) United States Click for answer.
4. The U.S. savings rate in 2005 was (a) 10%, (b) 5%, (c) 0% (d) negative?   Click for answer.
5. Did the January retail sales report make it more or less likely that the Fed will continue raising interest rates?  Click for answer.
6. What type of target is Fed Chairman Bernanke interested in establishing—interest rate, inflation, or growth? Click for answer.
7. Based on Ben Bernanke’s first testimony before Congress as Fed Chairmen, is the Fed likely to increase or decrease ratesat  its next few FOMC meetings? Click for answer.
8. The U.S. current account deficit has widened over the past ten years. What is the current account deficit as a percent of GDP? (a) 3%, (b) 6%, (c) 15% (d) 30% Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. U.S. company profits were $3 billion in 2004 and projected to exceed that in 2005. (See “As Congress Blusters About Trade With China, U.S. Companies Play Coy Over Profits” February 13, page A2.)
2. Federal regulators haven’t decided whether to block the merger or not. This reflects the more lenient antitrust policies of the current administration. (See “Whirlpool Faces Antitrust Fight on Maytag Deal” February 13, page A2)
3. (a) India. (See “In India, Women Work to Preserve the Craft of Lace” February 14, page A1)

4. (d) Negative. (See “Report Plays Down Economic Woes” February 14, A2) 
5. More likely to increase rates. (See “Retail Sales Surge 2.3%, Underlining Economy’s Health” February 15, page A1)
6. Inflation. (See “Fed Nominees’ Remarks Portend Debate over an Inflation Target” February 15, page A2)
7. Increase them.  (See “Blunt Talking Bernanke Warns of Inflation Risks” February 16, page A1)
8. (b) 6%. (See “Bernanke Sees Long Slog to Trim U.S. Trade Deficit” February 17, page A2)
Return to Questions 
Fed Nominees' Remarks Portend
Debate Over an Inflation Target

By GREG IP
February 15, 2006; Page A2
WASHINGTON -- Two nominees to the Federal Reserve Board expressed qualified support for an inflation target, suggesting Chairman Ben Bernanke has more work to do before the central bank adopts one.

The Fed must "provide clarity and transparency about monetary policy making and processes," Randall S. Kroszner, a University of Chicago economist, told the Senate Banking Committee. A target "is one possible way to increase transparency."

White House aide Kevin M. Warsh said, "The markets might well see [a target] as additional clarity and provide some incremental benefit going forward. That's a deliberation I look forward to participating in."

Mr. Bernanke has long argued such a target will help the public understand the Fed's goals and enable the Fed to better communicate what it is doing and why. He has also said he would press for a target only if he can achieve consensus on the 19-member Federal Open Market Committee. Of those 19 members, 12 vote: the seven governors, including Mr. Bernanke, of the Federal Reserve Board, and five of the 12 reserve-bank presidents.

Current FOMC members are split on support for a target. The fact the two nominees may also need convincing suggests adoption isn't a forgone conclusion.

President Bush nominated Messrs. Kroszner and Warsh to fill two board vacancies. Mr. Bernanke created one vacancy when he left to become chairman of Mr. Bush's Council of Economic Advisers in June. In an appearance on Capitol Hill today, he makes his first major remarks on the economy since becoming Fed chairman Feb. 1.

Appearing before the same panel, Stanford University economist Edward Lazear, nominated to take Mr. Bernanke's old job as chairman of the CEA, called the tax code "chaotic, somewhat inflexible and not necessarily conducive to economic growth." In particular the alternative minimum tax "has really run amok." The AMT was originally aimed at ensuring that the wealthy pay some tax but each year ensnares more upper-middle-income taxpayers.

Mr. Lazear served on Mr. Bush's advisory panel on tax reform, which recommended abolishing the AMT. However, Mr. Bush hasn't indicated when he intends to act on tax reform.

None of the handful of senators at yesterday's hearing objected to any nominee, suggesting confirmation will be straightforward. A committee spokesman said it is "realistic" that the Fed nominees will be confirmed in time for the next FOMC meeting, on March 27-28.

Write to Greg Ip at greg.ip@wsj.com
1. What is inflation targeting and how is it different than current Fed practices?

2. What specific actions could the Fed take if inflation was above its target?
 
3. How would the actions described in your answer to #2 have the desired effect of lowering inflation?
4. What are the costs and benefits of an inflation target?
5. What group will decide whether the Fed will target inflation or not? Is this group subject to political pressure from Congress?
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapter 12  Colander’s Economics, and chapter 28 of  Macroeconomics for help when answering these questions.
Refer to chapter 15 in McConnell’s Economics and Macroeconomics for help when answering these questions.

1. Inflation targeting is the practice of selecting a particular number for inflation below which the Fed will loosen monetary policy and above which the Fed will tighten monetary policy. Currently the Fed has two goals—price stability and growth. The Colander text suggests that Fed policy targets both inflation and growth, keeping inflation at some desired rate and keeping growth at its potential. This practice is described by the Taylor rule.
    Return to article.
2.
If inflation were above the Fed’s target it would want to reduce the money supply by selling government bonds (open market operations), increase the required reserve ratio, or increase the discount rate. Of these three, the most common action would be to sell government bonds.  Return to article.
3. Each of the three actions would reduce reserves in the banking system. As reserves decline, interest rates will rise and banks will reduce their lending.  As the cost of borrowing rises, both businesses and consumers would borrow less and therefore spend less. Total aggregate demand would decline. As slack in the economy develops input prices will tend to decline, which will eventually translate into lower product prices~lower inflation.   Return to the article.
4. One benefit of an inflation target is that Fed policy will be more transparent. As people better understand the Fed’s objective and that objective becomes a credible objective, people will behave in ways that are consistent with that objective. That is, in times when the price level begins to rise (greater inflation), they will be less likely to raise their own prices because they expect the Fed to follow tighter monetary policy.  We may likely see greater price stability without Fed intervention. The cost of an inflation target is that the Fed may be less able to respond to a financial disruption.  The risk is greater financial instability if the Fed is unable to respond to financial shocks to the economy.  Another cost of adopting an inflation target is if the Fed finds that it cannot, for some reason, follow its target, its credibility with be hurt for future inflation targeting efforts. Return to article.
5. The Federal Open Market Committee (FOMC) decides Fed policy. This group, therefore, will decide whether the Fed targets inflation or not. Because Fed governors are appointed for a 14 year term, once appointed, they are protected from short-term political pressure. They may face some political pressure if they have political aspirations that they might pursue after their term at the Fed that require they follow particular policies while a Fed governor.  Return to article.









