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DO YOU REMEMBER?

If you have read the Wall Street Journal from February 21st to February 25th  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. Fred Franzia, maker of the wine “Two Buck Chuck” which sells for under $3 a bottle is threatening the property rights of Napa wine growers. How? Click for answer.
2. What factors have led to economists as one of the top-paying professions in the United States?  Click for answer.
3. The Labor Department said yesterday that consumer prices rose just 0.1% in January from December but that core CPI rose 0.2%. What is the difference between the CPI and core CPI? Click for answer.
4. What does it mean that in Bush’s “ownership society” that citizens take more risk?  Click for answer.
5. Is it believed that in the near term Fed actions will become more predictable or less predictable?  Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. He is selling wine with names that are associated with Napa grapes, but his wine has no Napa grapes. This practice violates California law, but he claims that Federal law allows him to do so. The rights at issue are to Napa Valley wine labels.   (See “In Napa Valley, Winemaker’s Brands Divide an Industry” February 22, page A1.)
2. The supply of new PhDs in economics has not increased while demand has (economics departments are getting larger.  (See “Economists Gain Star Power,” February 22, page A2)
3. Core CPI is the CPI less the volatile food and energy prices. It is believed to provide a better guide to the direction of underlying prices. (See “’Core’ Inflation is Heading Higher” February 24, page A2.)
4. This is referring to Bush’s plan to privatize Social Security. If citizens are allowed to invest their own money, they will not be guaranteed any particular return. They will have to accept the rise and fall of market stock and bond prices. There will be less of a Social Security safety net. (See “In Bush’s Ownership Society, Citizens Take on More Risk” February 28, A1) 
5.  Less predictable. (See “Foreseeing the End of the Fed’s Predictability” February 28, page A2)
Return to Questions 
Foreseeing the End of Fed's Predictability
A Return to Limited Guidance
May Send Long-Term Interest Rates Higher

By GREG IP 
Staff Reporter of THE WALL STREET JOURNAL
February 28, 2005; Page A2
Will a less-predictable Federal Reserve bring the era of low long-term U.S. interest rates to an end?

For almost two years the Fed has been unusually clear -- by central-bank standards -- about its plans for moving short-term interest rates. In July 2003, Fed Chairman Alan Greenspan said U.S. short-term rates, then 1%, would stay low for a "considerable period." That November, he said the Fed could be "patient." In April, he said it could raise rates at a "measured" pace. And it did, lifting them one-quarter percentage point six times. Each move, perfectly anticipated, caused barely a ripple in financial markets.

1. How is it that the Fed can say what short-term interest rates will be?
This predictability removed a lot of the guesswork for investors, and, some analysts argue, has emboldened them to buy long-term bonds. This may help explain what Mr. Greenspan has labeled a "conundrum": yields on 10-year U.S. Treasury bonds are lower now than when the Fed began raising short-term rates last June. That has helped to keep down mortgage rates, maintaining housing and the economy aloft.

But the Fed's predictability , first adopted as part of its strategy to reduce the risk of destructive deflation, will end at some point. As the Fed becomes less certain about its next moves, officials are likely to remove the word "measured" from the statement they issue after each of their meetings. Mr. Greenspan said as much two weeks ago, though giving no hint when it would happen: "We're not going to have the same statement in perpetuity."

A return to limited guidance on the direction or pace of Fed interest-rate moves could send long-term interest rates in the bond market sharply higher. "You introduce uncertainty and you introduce risk, therefore, you need more reward," says Martin Barnes of the Bank Credit Analyst, a financial research journal.
This predictability removed a lot of the guesswork for investors, and, some analysts argue, has emboldened them to buy long-term bonds. This may help explain what Mr. Greenspan has labeled a "conundrum": yields on 10-year U.S. Treasury bonds are lower now than when the Fed began raising short-term rates last June. That has helped to keep down mortgage rates, maintaining housing and the economy aloft.

2. How can the amount of predictability affect interest rates on long-term bonds? Be sure to include a discussion of the relationship between bond prices and their interest rates in your answer.
But the Fed's predictability, first adopted as part of its strategy to reduce the risk of destructive deflation, will end at some point. As the Fed becomes less certain about its next moves, officials are likely to remove the word "measured" from the statement they issue after each of their meetings. Mr. Greenspan said as much two weeks ago, though giving no hint when it would happen: "We're not going to have the same statement in perpetuity."

3. Why would predictability be particularly important in a deflation?
A return to limited guidance on the direction or pace of Fed interest-rate moves could send long-term interest rates in the bond market sharply higher. "You introduce uncertainty and you introduce risk, therefore, you need more reward," says Martin Barnes of the Bank Credit Analyst, a financial research journal.
Some think the move could trigger turmoil across Treasury, corporate-bond and stock markets. The Fed's target for the federal-funds rate, charged on overnight loans between banks, is also the benchmark for borrowing by investment dealers, hedge funds and others to finance purchases of other securities. "Cheap and predictable financing rates have encouraged an explosion of leverage and hedge-fund activity," says Bianco Research LLC, a Chicago financial research firm. As evidence the firm says Wall Street bond dealers have steadily stepped up their short-term borrowing since 2000. Traders, the firm says, have piled into trades that are essentially bets that short-term rates rise -- perceived to be a sure thing given the Fed's guidance -- while long-term rates rise more slowly, or actually decline.

4.Are there circumstances under which the Fed might want to be less predictable? What risk might the Fed be taking by being less predictable?
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Some analysts believe the Fed's openness has contributed to the low level of stock-market volatility and the narrow spread between yields on Treasurys and riskier corporate bonds. "The low price of risk is a pervasive feature of financial markets," says Tom Gallagher of ISI Group, an economic research firm. "Much of this could be due to monetary policy." He says that volatility in the stock market began to decline about the time Mr. Greenspan first used the words "considerable period" to signal a long period of low interest rates.

An end to the Fed's predictability will push volatility up again, says Bianco strategist Howard Simons: "That could be a very unhappy time in the market."

Fed officials don't believe their words are the primary cause of low long-term rates. More-important factors, they believe, are a glut of global savings and confidence that inflation will remain low. They note that bond yields are low world-wide, not just in the U.S. Low volatility in markets may simply reflect a stable U.S. economy. Economic growth has been around 4% for five straight quarters. Inflation by the Fed's preferred measure has been at or near 1.5% for nearly a year.

Yet Fed officials acknowledge one of their objectives in being more predictable was to keep markets calm. In particular, Mr. Greenspan has been eager to avoid a repeat of the reaction to the Fed's rapid interest-rate increases in 1994 after a long period of easy money. Despite Mr. Greenspan's advance warnings, that surprised the bond market, and the resulting turmoil engulfed Wall Street dealers, hedge funds, and sank Orange County in California and the Mexican economy.

As the Fed began to raise rates last summer, Mr. Greenspan noted with approval that everyone seemed "reasonably well prepared." Fed officials believe to the extent their transparency has held down long-term rates and volatility, that's good: A less uncertain world reduces the cost of capital, boosting investment and economic growth.

But the Fed's willingness to forecast its interest-rate plans reflected an unusual confidence in those plans resulting from unique, and likely temporary, circumstances. Interest rates were exceptionally low, so they obviously had to rise. But the risk of inflation also was low, so the pace could be leisurely. "The crucial difference between now and in the past is an extraordinary productivity acceleration," Mr. Greenspan said last April. "That means that the price pressures are not anywhere near where they would be under normal circumstances. ... It means that you can go in a much more measured pace."

5. Why does productivity acceleration lead to lower price pressures? Demonstrate with the AS/AD model.
Since then, a lot has changed. The federal-funds rate, at 2.5%, is approaching a range in which Fed officials believe it will no longer be "accommodative," that is stimulating spending. Meanwhile, the economy's spare capacity has diminished, productivity growth has slowed, and the dollar has dropped, so inflation risks have risen.

"The period we've been through has been unusual enough that we knew the direction and that we had some ways to go, so it was easier to offer that kind of guidance," Jack Guynn, president of the Federal Reserve Bank of Atlanta, said in a recent interview. But a point will come when "it's not quite as clear how much more we need to do and how quickly we need to do it."

When that point is reached is unclear. ISI's Mr. Gallagher thinks Mr. Greenspan and Mr. Guynn are preparing the market to expect less guidance soon. Others see no such sign. Dropping "measured," Mr. Gallagher says, doesn't mean the Fed is about to jack rates up sharply. "But it may represent a turning point in the market's pricing of risk."

Write to Greg Ip at greg.ip@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 1, 15 in Colander’s Economics and Microeconomics for help when answering these questions..

Refer to chapters 1, 5, 32 in McConnell’s Economics and chapters 1, 5, 19 in Microeconomics for help when answering these questions.

1. The Federal Reserve Bank is the central bank in the United States and has the power to add or subtract reserves into the banking system to set the short-term interest rate called the federal funds rate. In fact, that is how the Fed generally states its monetary policy—by stating how it will change the federal funds rate. Return to article.
2. A bond trader purchases bonds to earn a return on the purchase price. That is, either to sell it at a higher price or to earn the interest by holding the bond. If the future is risky—that is, the trader doesn’t know as much about the future return, the trader will offer a lower price to be compensated for that additional risk Because a bond’s price and its interest rate is inversely related, as the bond price falls, its interest rate rises. Return to article.

3. During a deflation, the Fed will want to bring interest rates as low as possible to spur spending, but it is limited in how much it can lower real interest rates by the level of deflation. The Fed would want to increase predictability so that it could bring interest rates as low as it possibly can.. Return to the article.
4. The Fed might want to be less predictable if it wants to raise longer-term interest rates significantly. (Remember, it can only control short-term interest rates well.) The lack of predictability will, however, come at a cost: re-establishing predictability when it wants to lower interest rates. Return to article.
5. Increasing productivity will shift the short-run aggregate supply curve down and the long-run aggregate supply curve out to the right, allowing aggregate demand to increase, equilibrium output to increase and the price level to fall as the graph below shows. 
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Return to article.
Return to Top
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