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DO YOU REMEMBER?

If you have read the Wall Street Journal from September 19th-23rd 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. Compared to the record of central back authorities around the world, has Fed Chairman Greenspan’s record been (a) measurably better, (b) about the same, or (c) measurably worse? Click for answer.
2. OPEC is considering raising its output limit by 2%. What is the expected effect on gasoline prices?   Click for answer.
3. What did the threat of Tropical Storm Rita do to oil price futures? Click for answer.
4. China is sticking with its foreign-currency policy. Does China peg the yuan to the dollar or to a basket of currencies?    Click for answer.
5. Some industries are realizing that a significant portion of its workforce is eligible to retire within 5 years. What demographic event caused this to happen?  Click for answer.
6. What action did the FOMC take last week? Click for answer.
7. According to columnist David Wessell, is information always beneficial? Why or why not? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. If one is measuring with regard to economic performance, Fed Chairman Greenspan has done about the same as other central bankers.  (See “Don't Worry About Post-Greenspan Era: Central Banking Itself Has Been Elevated ” September 19, page A2.)
2. Nothing. Refineries are already producing at capacity. The move is likely symbolic (See “In Symbolic Move, OPEC Considers A 2% Increase in Output Ceiling” September 19, page A2. See also “OPEC Suspends Its Output Quotas” September 21, page A5)
3. The threat of Tropical Storm Rita caused oil price futures to rise. The Gulf region produces ¼ of the nation’s gas and oil. (See “Oil Prices Rise As Gulf Storm Looms” September 20, page A2)
4. In July China stopped fixing the yuan to the dollar and began pegging it to a basket of currencies. (See “First China Vows to Maintain Monetary Policy” September 20, A14) 
5. The baby-boomers. (See “Bye-Bye Boomers” September 20, page B1)
6. It raised rates ¼ percentage point. (See “On Inflation And Raises Rate” September 21, page A1)
7. Some information may not help the economy produce more, just change the distribution. This might not be beneficial. (See “Better Information Isn’t Always Beneficial” September 22, page A2)
Return to Questions 
Fed Keeps Focus
On Inflation
And Raises Rate
Increase to 3.75% Shows
Less Concern Over Impact
Of Katrina on Growth

By GREG IP 
Staff Reporter of THE WALL STREET JOURNAL
September 21, 2005; Page A1
WASHINGTON -- The Federal Reserve raised interest rates for the 11th consecutive time, concluding that Hurricane Katrina's impact on inflation is more worrisome than its effect on growth.
The Fed raised its short-term interest-rate target to 3.75%, from 3.5%. It indicated that it expects to raise the rate further at a "measured" pace, which has come to mean an increase of one-quarter percentage point at each meeting of Fed policy makers. (The Fed's statement)

1.   What is the Federal Reserve? What is its role in government policy?
2. What is the Fed’s interest rate target and how does it change that target? 
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The decision to raise rates and to signal more ahead amid the uncertainty created by Katrina as well as some political pressure to take a break attests to the Fed's mounting concern over inflation. Fed Chairman Alan Greenspan appears more willing to risk slowing the economy down by raising rates too much, then to risk letting inflation rise further by raising them too little.

Tuesday's increase wasn't wholly expected: A minority of economists thought the Fed would pause to assess Katrina's impact. And some Fed officials wanted to do so. Fed Governor Mark Olson cast the lone dissent Tuesday, breaking a two-year stretch of unanimous votes.

In a statement, the Fed acknowledged Katrina's "tragic toll," but predicted it wouldn't derail the economy's expansion, and may aggravate inflation. "The widespread devastation in the Gulf region, the associated dislocation of economic activity, and the boost to energy prices imply that spending, production, and employment will be set back in the near term," the Fed said. 

"While these unfortunate developments have increased uncertainty about near-term economic performance, it is the [Fed's] view that they do not pose a more persistent threat." Economic growth, it said, would be supported by still-low interest rates and brisk productivity growth, while "higher energy and other costs have the potential to add to inflation pressures."

It did say that underlying inflation is "relatively low" and longer-term inflation expectations are "contained," but this was less sanguine than the statement following its Aug. 9 meeting, which called such expectations "well contained.”

3. From your reading of the article, what are the two main goals of monetary policy? Which goal seems to be of more concern today?
In June of last year, the federal funds rate, charged on overnight loans between banks, stood at a 46-year low of 1%. The Fed's goal since then has been to return rates to a "neutral" level that neither fuels inflation nor restrains growth. Estimates of neutral range from 3% to 5.5%.

Financial markets now expect only one more quarter-point rate increase during the three remaining meetings before Mr. Greenspan's term ends Jan. 31 -- and possibly one more by next summer.

In response to the Fed move, commercial banks raised their prime lending rate, a benchmark for many short-term business and consumer loans, to 6.75% from 6.5%. Longer-term lending rates will be little affected, however, as bond markets, where long-term rates are set, had anticipated Tuesday's action and showed little response.

4. State the Taylor Rule. According to this rule, what is the neutral range for the Federal Funds rate when inflation is at a desired level of 2 percent?
With the economy growing steadily, unemployment falling and underlying inflation low, Fed officials had been comfortable with a steady diet of small, well-telegraphed rate increases for the past several months.

But in the weeks prior to Katrina, the Fed had increasingly fretted that rising energy prices in an economy with little spare capacity were a growing threat to inflation. The unemployment rate in August fell to 4.9%, a level many economists, including those on the Fed's staff, consider indicative of an economy operating at capacity.

Consumer prices rose 3.6% in the 12 months through August, matching the largest such increase in four years, and Morgan Stanley expects them to hit 4.3% in September. Excluding food and energy prices, inflation has hovered around 2%, but Fed officials worry other prices may creep higher as energy costs work their way through the pipeline. Several cities, for instance, recently have permitted taxi companies to boost fares because of higher gasoline prices.

"I'm concerned about core inflation running at the upper end of the range that I feel is consistent with price stability," Federal Reserve Bank of Chicago President Michael Moskow, who voted in favor of Tuesday's rate increase, said earlier this month.

Katrina has aggravated those concerns. Ken Simonson, chief economist for Associated General Contractors of America, recently predicted construction-materials prices would rise 10% next year, up from his previous forecast of 6% to 8%. He blames higher fuel and transportation costs, disruptions and shortages related to Katrina.

5. If rising energy prices translate into generally higher input prices, according to the AS/AD model, what will happen to output and the price level? How will this change take place? What will happen in the long run? Demonstrate graphically.
Anti-gouging laws also punish companies for building excess capacity and reserves in advance of a crisis like the one we're now having. One lesson of Katrina is that we should reward companies for stockpiling oil and gas for the times when it is most urgently needed. Price gouging laws give them no incentive to endure the costs of carrying this excess inventory.

We could fill these pages with all the ways government has undermined U.S. energy security and raised production costs. These include reformulated gas mandates, prohibitions on offshore and Alaska oil drilling, and environmental regulations and price controls that go a long way to explaining why not a single new oil refinery has been built in the U.S. since 1976. Not one -- in 29 years.

These are the longer-term causes of the post-Katrina price increases. And they are energy policy dysfunctions that Congress would do well to fix before the memory of this catastrophe fades. In the meantime we can only hope politicians don't make this crisis worse by engaging in profiteering of their own, at everyone else's expense.

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

1. The Federal Reserve is the central bank for the United States. It conducts monetary policy, which affects aggregate demand and therefore unemployment and inflation in the economy.  Return to article.
2. The Fed targets the Federal Funds rate, the rate at which banks charge one another for use of overnight reserves. The Fed changes rates by adding or subtracting the amount of reserves in the banking system through open market operations. If the Fed wants to lower the Fed Funds rate, it will buy government bonds and deposit reserves at banks. Banks will have more reserves to lend to other banks. As the supply of reserves increases, the price at which they are borrowed falls. That is, the Fed funds rate falls. The Fed does the opposite if it wants to raise the Fed funds rate. Return to article.
3. The two main goals of monetary policy are low inflation and high growth. These goals are opposing. The article suggests that the risk of rising inflation is greater than the risk of lower growth. So, the Fed continued to raise interest rates.   Return to the article.
4. The Taylor rule is Fed funds = 2 percent + inflation + 0.5 (actual inflation less desired inflation) + 0.5 (percent deviation of aggregate output from potential). The neutral Fed funds rate then, would be 2 + 2 = 4 %. This assumes inflation and growth are at their desired rates. Return to article.
5. Rising input prices will shift the short-run AS curve up (SAS0 to SAS1) in the graph below). This will result in lower output (Q1) and a higher price level (P1). In the long run, however, other input prices will adjust, shifting the SAS curve back down and the economy will return to the original price and output levels (P0 and Q0).
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