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DO YOU REMEMBER?

If you have read the Wall Street Journal from August 22nd – 26th 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 are some heartland towns using to fuel competition for tourists? Click for answer.
2. What factor is the major contributor to the recent widening in the U.S. trade gap  Click for answer.
3. Companies from which country account for the largest acquisitions of U.S. companies since 1997:  (a) Israel, (b) China, (c) Saudi Arabia? Click for answer.
4. Is the U.S. birth rate high enough to keep the size of its workforce stable?  Click for answer.
5. In Richard Vedder’s commentary, “Why Does College Cost So Much?” what is one reason given for the high cost of college?  Click for answer.
6. How have “green groups” (environmental groups) changed their views of economists in the past 40 years? Click for answer.
7. What has wannabe Main lobstermen in a rage? Click for answer.
8. Which U.S. state has set a limit on gasoline prices? Click for answer.
9. Whose term on the Board of Governors will expire at the end of January 2006 and cannot be renewed? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. Cow chips.   (See “Smelling Opportunity, Farming Towns Bet on Cow-Pie Throws ” August 22, page A1.)
2. Rising oil prices.  (See “U.S. Trade Gap Widens as Oil Soars,” August 22, page A2.)
3. Israel. (See “Oil Giants Face Competition for Future Oil Supply” April 19, page A1)
4. Yes. The United States is one of the few developed countries whose birth rate, at 2.1 births per woman, is high enough to keep its workforce size stable. Birth rates in other industrialized countries is 1.5 per woman or lower. (See “U.S. Birth Rates Remain High” August 23, A2) 
5. He gives six reasons: (1) rising demand, (2) lack of market discipline, (3) de-emphasizing undergraduate education, (4) price discrimination, (5) stagnant productivity, and (6) rent-seeking. (See “Why Does College Cost So Much?” August 23, page A10)
6. Green groups have increasingly used the tools of economics to develop programs to attain their goals. (See “Green Groups See Potent Tools in Economics” August 23, page B1)
7. Maine municipalities are placing greater restrictions on lobstering permits and reducing the number of moorings at the harbor. This increases the revenue of existing lobster fisherman at the expense of excluding new members. (See “In  a Maine Town, A Lobster Tale Ensnarls a Fisherman” August 24, page A1)
8. Hawaii (See “Energy Prices Continue To Surge as Hawaii Sets Cap on Gasoline” August 25, page A1)
9. Fed Chairman Alan Greenspan. (See “Greenspan’s Legacy Explored” August 25, page A2)
Return to Questions 
Energy Prices Continue to Surge
As Hawaii Sets Cap on Gasoline
By RUSSELL GOLD and THADDEUS HERRICK 
Staff Reporters of THE WALL STREET JOURNAL
August 25, 2005; Page A1
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Energy prices continued their recent rapid surge yesterday, with both oil and natural gas setting new nominal records in trading, as the state of Hawaii prepared to impose a cap on rising gasoline prices -- the first such move in the U.S. since the early 1970s.
Yesterday, crude oil for October delivery leapt $1.61, or 2.5%, to $67.32, to set its latest benchmark on the New York Mercantile Exchange, topping the front-month contract's previous closing high of $66.86, set Aug. 12. It was the first close above $67 for the front-month crude contract.

Adjusted for inflation, it is the highest crude has traded since November 1982, though still short of the adjusted, all-time high above $90 a barrel that was reached in April 1980. Year-to-date, crude is now up 55%. (See related article.)

1.   What does it mean for the price of a product to be adjusted for inflation? 
But while oil's surge has been grabbing headlines, the rise in natural-gas prices has been even more steep. Yesterday, natural gas rose 3.1%, or 30.1 cents, to close at $9.984 per million British thermal units, a Nymex record settlement for the front-month contract. That is up more than 80% from $5.44 a year ago.

The main driver yesterday appeared to be worries about Tropical Storm Katrina, which was on track to enter the Gulf of Mexico late this week and potentially disrupt oil and natural-gas production. But energy markets across the board have been moving higher for months, and often pushing each other upward.

2. Is the effect of Tropical Storm Katrina on the oil and gas markets a shift factor of demand or supply? Which direction is the shift and what is the effect on equilibrium price and quantity?
Both oil and natural gas are in heavy demand by the fast-growing economies of China and India, and both have supply bottlenecks. Moreover, as growing demand has pushed up global oil prices, making gasoline -- which is refined crude -- more expensive, it also has pulled up natural-gas prices, because natural gas competes with crude-derived heating oil. As heating-oil prices climb, natural-gas traders worry there will be too much demand for natural gas and bid up prices.

3. Does this paragraph talk about supply or demand factors? How are the fast-growing economies of China and India affecting demand and supply? What is the effect on equilibrium quantity and price?
4. Using the supply-demand model, demonstrate how the factors in questions #2 and #3 will impact equilibrium price and quantity of oil.
So far, soaring natural-gas prices haven't stirred the type of public and congressional concern that comes with high oil and gasoline prices. Consumers tend to use the most natural gas in the winter, so they haven't borne the brunt of bulging heating bills yet.

"High oil prices are highly visible to the customer because we see the high price of gasoline when we fill up our car," said J. Larry Nichols, chairman and chief executive of Devon Energy Corp., one of the largest North American energy producers. "Natural-gas prices are passed through to the consumer in so many different ways and spread over time, so you don't tend to see it that much."

But market forecasters are warning that a cold winter could push natural-gas prices even higher, topping $12 per million BTUs in the coming months. That could mean far heftier heating bills for any consumers this winter. The government estimates the average residential bill this winter will be 23% higher than it was a year ago, when gas prices were driven up by colder weather.

Even with normal weather, "it will be a challenging winter" for natural-gas prices, says Marshall Adkins, director of energy research at Raymond James & Associates. Already, some consumer advocates are stepping up efforts to persuade homeowners to curb their use of natural gas. For instance, Janine Migden-Ostrander, head of the Office of the Ohio Consumers' Counsel, says her office is advising people to use duct tape to seal drafts and trying to get local utilities to participate in a program to encourage people to buy more efficient furnaces.

To be sure, crude oil and its byproducts are still the dominant fuel in the U.S., making up 59% of the more than $1 trillion expected to be spent on energy this year, according to the Energy Information Administration, the statistical arm of the Energy Department.

That statistic in part explains Hawaii's move to cap gasoline prices -- the first such attempt in the U.S. since the Arab oil embargo three decades ago. Congress authorized price controls in 1973, but President Reagan removed them in 1981 as one of his first official acts in office.

Hawaii's legislature first authorized the cap on wholesale gasoline prices in 2002, and amended it last year, in an effort to control what have long been higher prices than those on the mainland U.S. The state plans to set a weekly cap that is pegged to an index made up of average wholesale prices in California, the East Coast and the Gulf Coast. Yesterday, its Public Utilities Commission imposed its first such price ceilings, which take effect Sept. 1.

5. What will be the effect of a price cap on price of gasoline in Hawaii? Will there be a surplus or shortage of gas? What form will that likely take? Domonstrate your answer with a graph.
Because of the state's relative isolation, Hawaiians have long paid more for basic commodities such as milk and bread. The average for regular unleaded gasoline in Hawaii currently is $2.84, according to the automobile association AAA; nationwide, the average price is $2.61, according to the Department of Energy.

The move lacked the backing of Gov. Linda Lingle, who has tried to repeal the cap. She does not support artificial price controls, according to spokesman Russell Pang. "It's not the right solution to what the legislature is trying to accomplish, which is lower gas prices," he said.

Indeed, some critics said the cap may cause pump prices to rise, since it affects wholesale prices but not retail prices, and refiners and marketers have long warned that caps could spur shortages and long gas lines. "Any steps to interfere with market forces have undesirable consequences," said Chevron Corp. CEO David O'Reilly in 2002.

Fereidun Fesharaki, an energy expert at the East-West Center in Hawaii, said the index used by the state's PUC is likely to push up gasoline prices that in some cases are cheaper than on the mainland. "I think it's a really stupid idea," he said, adding that the move will create "a negative business environment" that could discourage the state's two refiners, Chevron and Tesoro Corp., from making additional large investments. "One of them may close down," he said.

In a statement, Chevron said, "We continue to believe that this law is flawed and not in the best interest of the state." Tesoro said its Hawaii operation believes any cap "will only serve to distort market forces and will result in long-term negative impacts to the citizens and the economy of Hawaii."

But State Sen. Ron Menor, a leading advocate of the measure, said the cap is designed for a market in which oil companies and gasoline marketers are free to charge what they want. "Consumers have been price gouged for a very long time," said Sen. Menor, chairman of the commerce, consumer protection and housing committee.

Sen. Menor argued that regulating gas prices is no different than regulating the price of electricity, saying that with only two refiners, Hawaii "is not really a free market." He also dismissed concerns about gas lines or pressure on refiners and marketers as "scare tactics." Both of Hawaii's refiners have considerable investment in the state, he said, and "I doubt they would abandon it."

Compared with oil, natural gas eats up only 18% of domestic fuel spending -- a distant, but fast-growing, second place. Besides electricity and home heating, natural gas is used in a range of industries such as plastics and fertilizers and is reflected in the price of an assortment of foodstuffs and products.

Demand for natural gas has risen as a growing percentage of electricity generation and residential heating comes from natural gas, which is cleaner and more efficient than other fossil fuels. Federal policy dating back to the Clinton administration has strongly encouraged electricity production from natural gas, helping spur a power-plant building boom. Slightly more than half of heated U.S. homes now depend on natural gas to stay warm and nearly seven of 10 new homes are built with gas furnaces, according to the American Gas Association, a producers' trade group.

In 2003, 17% of all electricity was generated by natural gas, up from 13% a decade earlier, according to the EIA. By the end of the decade, U.S. energy officials expect natural gas to pass nuclear power as the second-largest source of electricity generation behind coal.

This summer's surge is being driven in part by hotter-than-usual weather in many parts of the country, which has boosted demand for gas-generated electricity to keep air conditioners running on high. August is likely to enter the record books for having the highest monthly average for spot natural-gas prices in the U.S.

As with oil, the rise in natural-gas prices also has been fueled by rising demand for the cleaner-burning fuel around the globe. United Kingdom long-term contract prices for gas from the North Sea are up 62% from a year ago, while Italy's pipeline imports from Russia are up 37% in price, according to Argus Global LNG, an industry newsletter.

China, which is rapidly ramping up its fuel needs, is building several terminals to begin importing gas via supercooled tanker ships, bringing it into competition with major gas importers Japan and Korea. The unsuccessful bid for Unocal Corp. by China's Cnooc Ltd. this summer was in good part driven by its hunger for Southeast Asian gas reserves.

To keep up with seasonal demand, utility companies are putting above-normal amounts of natural gas into underground storage in preparation for the winter. But that's not enough to temper concerns about supply shortages. The EIA says it expects gas prices to remain high, citing the strength in the economy, concerns that hurricanes could disrupt Gulf of Mexico production, high global oil prices and limited ability to increase domestic gas production.

Natural-gas prices have twice spiked higher than current levels, to nearly $20 one day in the winter of 2003 and to $10.50 in December 2000, as cold weather led to a surge in demand for residential heating. But prices quickly dropped back, making the current period of sustained high prices unprecedented.

Write to Russell Gold at russell.gold@wsj.com and Thaddeus Herrick at thaddeus.herrick@wsj.com
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 price of a good is a relative price. That is, its price has meaning relative to the prices of all other goods. A pencil that costs 5 cents in 1950 is much more expensive relative to other goods compared to a pencil that costs 5 cents today. It was a reasonable cost in 1950, but really inexpensive today. The pencil’s real price has declined. The difference between 1950 and today is that there has been inflation. The average price of all goods have risen since 1950. That is what makes a 5-cent pencil a bargain today, but not in 1950.  To compare prices of goods between years we have to adjust for the change in the overall price level. In terms of the figures in this article, oil’s nominal price peaked at $32 in 1980 in nominal terms. In today’s inflated dollars that is $90 per barrel.   Return to article.
2. If Katrina will disrupts production, suppliers will have less quantity to supply at every price. This is a shift factor of supply. Supply will shift to the left. Other things equal, equilibrium price will rise and equilibrium quantity will decline. Return to article.
3. Growing economies mean greater oil consumption at every price. This is a shift factor of demand. Demand is shifting to the right. Equilibrium price is rising and equilibrium quantity is also rising.  Return to the article.
4. Katrina shifts the supply curve to the left and growing economies shift the demand curve to the right. Equilibrium price rises by a lot while the effect on equilibrium quantity depends on the relative strength of each shift. If the supply curve shifts to the left by more, equilibrium quantity will fall. If the demand curve shifts to the right more, equilibrium quantity will rise.
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Return to article.
5. A price cap will reduce the price at which gas is sold, but a shortage of gas will result. People will not have as much gasoline as they’d like and an alternative rationing mechanism such as long lines will result. The shortage is depicted in the graph below as the distance between QD and QS.
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. Return to article.
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