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DO YOU REMEMBER?

If you have read the Wall Street Journal from April 18th – 22nd 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. Why do some believe Blockbuster is doomed in a dying industry? Click for answer.
2. What has been the effect of recent oil price changes on consumer confidence?  Click for answer.
3. How has the increase in world oil prices affected the Big Oil companyies’ profit margins on new explorations? Click for answer.
4. What might China do to rein in its textile exports?  Click for answer.
5. What happened to consumer inflation in March and how might it affect future Fed policy action?  Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. New technology is providing lower-cost competition.   (See “At Blockbuster, New Strategies Raise Tensions Over Board Seats” April 18, page A1.)
2. Higher oil prices have lowered consumer confidence.  (See “Oil Damps Consumer Outlook; Factory Output Rises,” April 18, page A2.)
3. The increase in world oil prices has provided an incentive for small companies to enter the market and drive oil profits for the Big Oil companies down. (See “Oil Giants Face Competition for Future Oil Supply” April 19, page A1)
4. It may impose tariffs on textile exports. (See “China May Sharply Raise Tariffs to Rein in Its Textile Exports” April 20, A2) 
5. Consumer inflation rose 0.6 percent in March, increasing the possibility that the Fed will continue to raise interest rates. (See “U.S. Inflation Picks Up Speed, Raising Odds of Tighter Credit” April 21, page A2)
Return to Questions 
U.S. Inflation Picks Up Speed,
Raising Odds of Tighter Credit
Consumer Prices Rose 0.6%
In March on Energy Costs;
Mixed 'Beige Book' View

By GREG IP 
Staff Reporter of THE WALL STREET JOURNAL
April 21, 2005; Page A2
Underlying inflation accelerated in March, increasing the odds that the Federal Reserve will continue to raise interest rates despite a slowing economy.
Consumer prices jumped 0.6% in March from February, the Labor Department said, led by higher energy costs. But even excluding the volatile food and energy categories, "core" prices rose a relatively sharp 0.4%, after a 0.3% increase in February.

1.   Why might the Fed look more closely at “core” prices than at the overal CPI? 
Separately, a Federal Reserve survey of business conditions in its 12 districts found "upward price pressures have strengthened, although actual increases to date ... have generally remained moderate." The Fed's "beige book," released yesterday, added: "Much of the pressure derives from energy costs, although contacts cited the lower dollar and rising costs of building materials as well." (Full text) 

The two reports send stocks tumbling on fears of tighter credit. The Dow Jones Industrial Average fell 115.05 points, or 1.14%, to 10012.36, its lowest close of the year. Bond yields only rose slightly. (See related article).

Consumer prices rose 3.1% in March from a year earlier, a bit higher than February's 3% inflation rate. Annual core inflation edged down to 2.3% in March from 2.4%. But in the past six months, core prices have risen at a 2.7% annual rate, the highest in nearly four years.

"This is getting into the danger zone for monetary policy," said veteran Wall Street economist Henry Kaufman, president of Henry Kaufman & Co.

2. What monetary policy change is likely when there is increasing inflation? Operationally, what does this mean for Fed targets?
The Fed has raised its target for the federal-funds rate, charged on overnight loans between banks, to 2.75% from 1% in seven quarter-percentage-point moves since June, and it has said it plans to continue on that "measured" pace. Mr. Kaufman said one more similar-size increase in core prices will force the Fed to abandon its "measured" pace.

3. What does the Fed do to raise the targeted federal funds rate?
The report is likely to convince Fed officials that for now inflation pressures are a bigger concern than softening growth. They are unlikely to pause in their campaign to raise rates to a more- normal level, and moving to half-point from quarter-point increases remains possible.

"There are emerging signs of inflation" and "we need to track pricing developments quite closely," Fed Vice Chairman Roger Ferguson said after a speech in North Carolina, while acknowledging "there was possibly a soft patch" in the economy last month.

4. Using the AS/AD model, demonstrated how contractionary monetary policy will result in lower inflation 
The beige book said that in most of the country, "firms were having partial success passing on higher energy and materials costs to their customers. But several cited instances of firms having to rescind price increases and accept lower margins."

The Boston district reported "firming prices for telecommunications services;" the Kansas City district said there are shortages of "truck drivers, computer technicians, and both entry-level and experienced workers in the retail, manufacturing, and energy sectors;" and a contact told the Minneapolis district that real estate in Fargo, N.D., is "hot as a pistol."

But these reports may not be enough to trigger half-point interest-rate increases. About half of March's increase in core prices was due to a 3.9% jump in hotel rates. Ian Shepherdson, chief U.S. economist at High Frequency Economics, a research service, said that the early Easter holiday may have prompted hoteliers to raise their rates earlier than usual, and that effect might unwind in the next month or two.

The Fed also pays more attention to the lesser-known price index of consumer expenditure, to be released April 29, and several economists predicted it will show a tamer inflation picture. Fed officials generally have felt inflation is likely to flatten in the months ahead based on a decline in oil and other commodity prices, a stable dollar, and still soft wage growth.

The beige book found some signs that higher energy prices are slowing the economy. A national trucking company told the Richmond district that "higher diesel fuel prices had trimmed their business in recent weeks" and New York district retailers said March sales were soft because "customers have been pinched by high energy costs."

5. How do high energy costs reduce output? Demonstrate with the AS/AD Model.
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 25 and 28 Colander’s Economics and Chapters 9 and 12 in Macroeconomics for help when answering these questions..

Refer to chapter 11 and 15 in McConnell’s Economics and Macroeconomics for help when answering these questions.

1. The Fed is likely to look more closely at “core” prices that exclude food and energy prices because food and energy prices fluctuate widely due to their particular market conditions. These prices are less likely to indicate whether an economy is getting close its productive capacity, when the Fed might raise interest rates. Return to article.
2. The Fed is more likely to following contractionary monetary policy when there is increasing inflation. That means, they are likely to raise interest rates. Return to article.
3. To raise the targeted Federal Funds rate, the Fed reduces aggregate reserves available to the banking system. In terms of open market operations, it sells bonds to banks.  Return to the article.
4. Contractionary monetary policy raises interest rates, which raises the cost of borrowing. Investment and consumption expenditures fall, which shifts the AD curve to the left by a multiple of the initial change in expenditures. As a result the price level and output fall. This is the short run effect. The effect in the long run depends on where the economy is relative to potential.
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Return to article.
5. 
To the extent that energy costs are a large portion of production costs and the rise in energy prices is significant, the rise shifts the SAS curve up. This lowers output and raises the price level. This is a short-run effect. The effect in the long run depends on where the economy is relative to potential.
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