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DO YOU REMEMBER?

If you have read the Wall Street Journal from October 31st  - November 4th  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 has Kraft announced it would quit advertising certain products to kids under 12? Click for answer.
2. Who has U.S. President Bush nominated to take the place of Fed Chairman Alan Greenspan?   Click for answer.
3. Why can’t Kellogg’s sell the same cornflakes throughout Europe? Click for answer.
4. What has caused the whole prices of star anise to jump 40% in just over one week?   Click for answer.
5. What action did the FOMC take last week? What is the current Fed funds rate?  Click for answer.
6. About what percentage of Americans do not have health insurance—15%, 30% or 60%? Click for answer.
7. Higher oil prices bring in more revenue for the Kuwaiti government. That’s good. But how can higher oil prices do harm to its long-term health? Click for answer.
8. According to recent congressional testimony by Fed Chairman Greenspan, what “has restrained the rise of unit labor costs in much of the world and hence has helped to contain inflation?” Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. A government study has found that advertising contributes to obesity among children.  Kraft would like to keep its family-friendly reputation and will cease advertising some products to children under 12. (See “Why Kraft Decided to Ban Some Food Ads to Children” October 31, page A1.)
2. Ben Bernanke. (See “Is Bernanke an Inflation Dove? Yes, but….” October 31, page A2)
3. Even with creation of the European Union, countries still set different guidelines on their products. For example, Denmark doesn’t want any vitamins on its flakes while Finland wants an extra dose of Vitamin D in their flakes. (See “Corn Flakes Clash Shows the Glitches in European Union” November 1, page A1)

4. It is an ingredient in the drug Tamiflu, used to treat avian flu. Recently there has been greater concern about an outbreak of avian flu among humans. (See “Demand Soars For Fruit Used In Bird-Flu Drug” November 1, B1) 
5. The FOMC raised the Federal funds rate by ¼ percentage point to 4%. (See “Fed Raises Rates, Signals Additional Increases to Come” November 2, page A2)
6. 15 percent. (See “Pressure Mounts to Mend the Health System” November 3, page A2)
7. Higher oil prices let the Kuwaiti government remain inefficient, which may be harmful if oil prices fall.  (See “In Kuwait, Gush Of Oil Wealth Dulls Economic Change” November 4, page A1)
8. The addition of more than 100 million educated workers from former Soviet countries, large segments of China's 750-million strong work force. (See “Greenspan Says Foreign Labor 
Will Ebb as Anti-Inflation Force” November 4, page A2)
Return to Questions 
Is Bernanke an Inflation Dove? Yes, but...

By GREG IP 
Staff Reporter of THE WALL STREET JOURNAL
October 31, 2005; Page A2
The debate over whether Ben Bernanke is an inflation dove obscures an important point: Inflation doves today aren't the same as inflation doves of old. The difference is crucial to figuring out what interest-rate policy Mr. Bernanke will pursue if confirmed to succeed Alan Greenspan as U.S. Federal Reserve chairman.

1. What does the Fed Chairman do?
In the 1960s and 1970s, many central bankers thought inflation did little harm and that reducing it was unacceptably painful. That breed of dove is now almost extinct. Today's hawks and doves are distinguished not by their philosophy, but by their forecast. Both believe in the wisdom of keeping inflation low. Doves are more confident it will stay there without wrenching increases in interest rates.

Judging by his public comments, Mr. Bernanke is an old-fashioned hawk but a modern dove. He expects inflation to remain low and, if that forecast proves correct, he probably will keep rates down. If that forecast proves wrong, he will raise them as far and as fast as Mr. Greenspan would have, and perhaps further.

When inflation began to creep up in the mid-1960s, the consequences were routinely dismissed. Lyle Gramley, then a Fed economist, remembers a colleague named Arthur Hersey who would warn inflation was getting out of control and had to be brought down. "People used to snicker at Arthur," says Mr. Gramley, who served as a Fed governor in the 1980s. "We thought he was making way too much of something that wasn't that important."

In those days, policy makers believed they could reduce unemployment by accepting a bit more inflation. By the 1970s, unemployment and inflation were rising. The Fed didn't try to reverse inflation's upswing. "You'd say, 'It happened. That's too bad. Let's not worry too much about it,' " Mr. Gramley says. "If you don't assign a pretty high negative to inflation, you're not inclined to pay the price of bringing it down."


2. What analytical curve captures the tradeoff that was believed to exist between inflation and unemployment?
 Draw one.
Future Nobel laureate Milton Friedman began to chip away at those beliefs in the 1960s when he argued that higher inflation couldn't permanently lower unemployment. Eventually, he said, workers would demand wage increases to compensate for inflation, and unemployment would return to where it was. Other scholars showed how inflation hurt economic growth by distorting investment decisions. As Fed chairmen, Paul Volcker and Mr. Greenspan offered proof for that academic case by getting inflation down -- and, eventually, seeing unemployment fall, too.

3. What curve can we add to the short-run Phillips Curve to include Milton Friedman’s arguments? Explain how this new curve changes the dynamics of the relationship between inflation and unemployment.
Mr. Bernanke long has advocated setting inflation targets as a way of institutionalizing Mr. Volcker's and Mr. Greenspan's conquest of inflation. A target, he has said, would hold the central bank accountable. Over time, it would make the public more willing to believe low inflation will last, and that will make it easier for the Fed to cut rates when the economy softens without fueling inflation in the process.

4. How does increased credibility that the Fed is committed to low inflation affect to the short-run Phillips Curve and the effectiveness of monetary policy?
He also has argued that inflation targets can prevent Japanese-style deflation. Maintaining "price stability," the mantra of modern central bankers, means being both an inflation hawk and deflation hawk, in the old sense of the term.

In short, Mr. Bernanke doesn't have the philosophy of a dove. But does he have the forecast of one? He may, judging from his public comments over the past year as a Fed governor and, since June, as head of President Bush's Council of Economic Advisers.

His position on a debate that gripped the Fed this year offers an important clue. The Fed had been raising its key short-term interest rate since June 2004 and was signaling the rate still was below "neutral," a level believed to neither stimulate nor restrain growth. The Fed was suggesting rates would rise further.

Yet financial markets anticipated the Fed wouldn't raise rates much more, and bond yields, which reflect expectations of inflation, growth and Fed policy, remained unusually low. Fed officials wondered: Are markets telling us the economy is headed for trouble, a hint that they shouldn't tighten much more? Or are factors other than normal economic forces at work in the bond market, suggesting that the Fed should continue to lift rates?

Mr. Bernanke tended toward the first interpretation, with its dovish implications for Fed actions. "In the view of the markets at least, the neutral funds rate may be somewhat lower today than it was in the past," he said in a speech in March. He wasn't alone. The Fed's professional staff, with whom Mr. Bernanke worked closely, also thought consumers' need to boost saving and the fading stimulus of the 2003 tax cuts might be drags on economic growth.

In a later speech Mr. Bernanke argued foreigners were spending and investing too little, making it difficult for the U.S. to reduce its trade deficit. A "global savings glut" was holding down long-term rates, he said.

Brian Sack, who once worked with Mr. Bernanke at the Fed and now is at the forecasting concern Macroeconomic Advisers LLC, says the theory "gave intellectual capital to an idea that would promote some caution" about the Fed raising rates.
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As Mr. Bush's economist, Mr. Bernanke has predicted inflation will stay low. However, that is often the refrain of White House officials, who are supposed to sound optimistic. It isn't clear if he will have the same view at the Fed. After all, in recent months even previously dovish Fed officials have ratcheted up their anti-inflation rhetoric. One of them, San Francisco Federal Reserve Bank President Janet Yellen, recently suggested rates have to go higher than she previously believed to reach neutral.

5. What is the relationship between interest rates and growth?
Mr. Greenspan is intent on pre-empting higher inflation by erring on the side of higher rates, even if that means weaker economic growth. The Fed tomorrow is expected to raise the target for the federal-funds rate, at which banks lend to each other, to 4% from 3.75%, and to signal plans to go further. Markets expect the rate to hit 4.5% on Jan. 31, Mr. Greenspan's last day in office.

In principle, Mr. Bernanke favors pre-emption. "Policy makers achieve better results when they act in advance to forestall developing problems," he said in 2004. Mr. Sack wonders, will Mr. Bernanke "err on the side of restraint, considering that the transition to a new chairman might make the Fed's credibility more fragile?" Both Mr. Greenspan and Mr. Volcker raised rates after taking office.

If Mr. Bernanke's forecast is as dovish as it was in March, he may be inclined to leave rates where he finds them. But a dovish forecast doesn't mean a dovish philosophy. If his forecast is wrong and inflation takes off, he may have to raise rates significantly -- because his goal no longer will be to keep inflation from rising, but to actually get it down.

Write to Greg Ip at greg.ip@wsj.com 

ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapter 29 Colander’s Economics, and chapter 13 in Macroeconomics for help when answering these questions.
Refer to chapter 16 in McConnell’s Economics and Macroeconomics for help when answering these questions.

1. The Fed Chairman is the leader of the U.S. Central bank. He or she presides at the meetings of the Federal Open Market Committee and has significant influence over the discussion and monetary policy decisions of the FOMC.    Return to article.
2. The short-run Phillips Curve captures what economists had thought to be a trade-off between unemployment and inflation. An example is shown below. For example, the economy could either have 6% unemployment and 2% inflation or accept just a little more inflation, say 3%, to lower unemployment to, say 4%.
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  Return to article.
3. We can add the long-run Phillips Curve that shows no tradeoff between unemployment and inflation. What Milton Friedman is saying is that policy makers could lower unemployment by accepting higher inflation, but only in the short run. Once workers realize that the inflation rate has risen, they will demand higher pay. This will shift the short-run Phillips curve up, bringing unemployment back to its natural rate. In the example below the natural rate of unemployment is 6%. If the economy begins at point A, using expansionary monetary policy, policymakers can lower unemployment to 4% if it accepts 4% inflation (point B). But eventually, the short-run Phillips Curve shifts up to SP1 where expectations of inflation equals actual inflation. The economy ends up with 6% unemployment and inflation remains at a higher 4% (point C).
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  Return to the article.
4. Credibility that the Fed is committed to low inflation will tend to stabilize inflation expectations, and therefore keep the short-run Phillips curve from shifting. This will improve the effectiveness of Fed policy to address cyclical unemployment.  Return to article.
5. Lower real interest rates (the interest rates banks charge less expected inflation) tend to boost growth because they lower the cost of borrowing, which will increase capital spending and therefore total capacity for growth. Lower real interest rates also spur consumer spending (also because the cost of borrowing is lower), which increases aggregate spending, and, to the extent that production can meet demand, therefore aggregate output.  Return to article.
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