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DO YOU REMEMBER?

If you have read the Wall Street Journal from March 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. What is making China a Global magnet for R&D? Click for answer.
2. What do U.S. farm subsidies have to do with agriculture in Africa? Click for answer.
3. What percent of electricity in the United States is generated by coal (a) 10%, (b) 25%, (c) 50%, (d) 80%? Click for answer.
4. Does Fed Chairman Ben Bernanke believe that the government should ignore tax increases as a way to reduce the Federal budget deficit?   Click for answer.
5. What percent of total fuel consumed in the United States is from renewable fuels such as wood, waste, wind, and solar power (a) 3%, (b) 23 %, (c) 53% or (d) 73%?  Click for answer.
6. At the next FOMC meeting is the Fed expected to raise, lower, or keep the federal fends rate the same? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. Low costs and plentiful talent. (See “Low Costs, Plentiful Talent Make China a Global Magnet for R&D” March 13, page A1.)
2. U.S. farm subsidies depress world grain prices, making it difficult for African farmers to make money. (See “In Fight Against Farm Subsidies, Even Farmers are Joining Foes” March 14, page A1)
3. (c) 50 %.  (See “As Utilities Seek More Coal, Railroads Struggle to Deliver” March 15, page A1)

4. No. He thinks they should be considered. (See “Bernanke Wants Lower Deficits, Doesn’t Rule Out Tax Increases” March 15, page A2) 
5. (a) 3%. (See “Crop Fuels Power New Allies” March 15, page A4)
6. Raise the federal funds rate. (See “Bernanke Is Expected to Follow Greenspan’s Lead” March 16, page A3)
Return to Questions 
CAPITAL 

By DAVID WESSEL

Why Inflation Seems
To Have Sharper Teeth
Than the CPI Suggests
March 16, 2006; Page A2
Write about inflation, and readers are quick to complain that the U.S. government's consumer-price index fails to capture the reality of rising prices.

"If you did your own personal study of inflation in your neighborhood...where you shop, you would be appalled at how much prices go up without being reported as inflation," Reggie Marselus emailed from Lenexa, Kan. "Government inflation figures are the most bogus numbers reported in the entire economic world."

The Bureau of Labor Statistics releases the latest CPI this morning. Forecasters say a drop in gasoline prices in February will keep the monthly increase in the CPI to a comfortable 0.1%, though that still is a sharp 3.7% above a year ago. Wall Street traders, private forecasters and Federal Reserve officials will scrutinize the details to divine if energy-price increases are spilling over into other items, pushing up inflation.

Americans coping with rising health-insurance premiums, or paying college or private-school tuition bills, or trying to buy a house, look at those numbers and scoff. The cost of living, they often say, seems to climb a lot faster. Some economists don't much like the most commonly used version of the CPI, either. They say it overstates inflation, but that is another story.

Some consumer skepticism is inherent in the way a price index is calculated. It is an average -- and no one is average. It measures the change in prices in a basket of goods and services that matches no one person's shopping list: Medical care accounts for 4.8% of the CPI. But if you are chronically ill, you will notice rising health-care costs more. College tuition accounts for 1.1%. But if you have a child in college -- well, you get the idea. The CPI is a national average: The fine print shows that prices rose 1.7% in 2005 in the San Francisco area, but 4.8% in the Miami area.

Monthly changes in the CPI, the ones that get the most media attention, are adjusted to remove usual seasonal fluctuations. "In many cases, we may talk about a component declining when it actually rose, but less than it historically did in that particular month," says Patrick Jackman, the Bureau of Labor Statistics price maven. "It doesn't make much sense to the man in the street to tell him that gasoline prices declined, when they just rose less than the seasonal pattern expects."

1. What does it mean for the CPI to be seasonally adjusted? Can the seasonally adjusted CPI for fuel decline when actual fuel prices rise? How?

2. Why is it important, particularly for the Federal Reserve, to look at seasonally adjust inflation numbers?
 
U.S. government inflation figures also recognize that a $1,500 personal computer available today is more powerful than a $1,500 PC purchased three years ago. If it is twice as powerful but carries the same price tag, then the BLS counts that as a price cut, a decline that offsets price increases in other things.

3. How can a computer that is twice as powerful but costs the same be called a price cut? Can you think of an argument against this practice of calling it a price cut? 
And then there is housing. To the consternation of some economists, the CPI doesn't track the rising price of houses directly, but instead relies on rents, which have been rising more slowly than house prices. The rationale: The CPI tracks the cost of living in a house, not its investment value. "Homeowners are assumed to rent to themselves at the market rent," the BLS explains. Japan does the same. Europe, in contrast, currently excludes owner-occupied houses from its pan-European price index.

The mismatch between official inflation statistics and consumer perceptions reflects more than the fine points of measurement.

When consumers get a good deal -- a bargain airfare on the Internet or a case of soda on special -- they think they are great shoppers. When consumers see their electric bills go up, they curse rising prices. They don't look at airfare savings as offsetting electric-bill increases. They don't notice what the CPI does: The price of men's pants has fallen more than 5% in the past year.

4. Does this asymmetric perception of prices have consequences for how inflation expectations are formed and therefore the mechanism through which inflation perpetuates?  How?
That's not all. Consumers who complain that the government understates inflation may really be saying that their paychecks don't seem to go as far as they once did. For many Americans, that is true. But it isn't that prices are going up faster than the government estimates. It is that their wages aren't keeping pace. Blame the boss, not the BLS.

Not so long ago, inflation preoccupied Americans. A check of the Factiva electronic archives -- jointly owned by Dow Jones & Co., publisher of this newspaper, and Reuters Group PLC -- found 760,288 mentions of "inflation" from 1986 through 1996 in all publications tracked, outnumbering 636,074 mentions of "sex."

Then inflation receded. In the past 10 years, "sex" has been mentioned 3,317,716 times and "inflation" just 3,085,544 times.

But the complaining -- about the inflation measures, that is -- never stops.

• Email David Wessel at capital@wsj.com. WSJ.com subscribers can see a Q&A Tuesday.\

ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapter 22 in Colander’s Economic, and chapter 6 in Macroeconomics for help when answering these questions.
Refer to chapter 8 in McConnell’s Economics and Macroeconomics for help when answering these questions.

1. Prices tend to fluctuate over the year in predictable ways. For example, gasoline prices tend to rise in the summer as demand for gas rises due to summer vacations and tends to rise again in the winter as demand for heating oil rises. These increases, however, are generally offset in the spring and the fall. So that analysts can see underlying changes in prices, the government adjusts the CPI to take out these seasonal changes. If fuel prices rise less than is typical for a particular season, a seasonally adjusted fuel price will decline even when the prices you see and pay rise. 
    Return to article.
2.
Through monetary policy, the Fed can affect aggregate inflation over a long period of time. It cannot accurately affect particular prices or prices within a particular season. Therefore, it is interested in knowing the underlying trend rate of inflation—that is, prices that are unaffected by seasonal supply and demand factors.  Return to article.
3. A computer that costs the same but is twice as powerful would be like buying two computers at the same price. Therefore, adjusted for quality differences, the price has fallen in half. One difficulty with this adjustment is that the half-as-powerful computer may not even be an option for sale and the consumer doesn’t need the more powerful computer.   Return to the article.
4. If people discount “deals” and overweight price increases, they will perceive inflation to be higher than it really is. This will make consumers negotiate for wage increases. To the extent that workers are successful this will lead to cost increases for firms and eventually product price increases. Such asymmetric perceptions, therefore, may create inflation. Return to article.









