McGraw Hill’s

Economics Web Newsletter

Spring Issue, Number 1 of 7        Covering Week of January 27, 2003
	Do You Remember
	Article Analysis


Note to Instructors

The Economics Web Newsletter is for use as a tool when teaching the principles of economics.  It specifically references the Wall Street Journal editions of selected McGraw-Hill Principles of Economics texts.  Do You Remember presents five or more quick factual questions and answers covering several articles that have appeared in the Wall Street Journal in the week preceding the newsletter.  They make good in-class quizzes when reading the Wall Street Journal is required.  Article Analysis reprints one article from the Wall Street Journal and poses five or more analytical questions and their answers with references to text chapters.

The Economics Web Newsletter is written by Jenifer Gamber.

Publication Date: 2/3/02.

©Published by McGraw Hill.  All Rights Reserved, 2003.

DO YOU REMEMBER?

If you have read the Wall Street Journal from January 27th – February 31st 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 that provides the basis for the question. 
1. What sector of the economy provided much of the stimulus for growth in the late 1990s and has kept the U.S. economy from a deeper recession of 2001? This sector’s ability to maintain the current period of slow growth has come into question.  Click for answer.
2. Oil production in what country has suffered from labor strikes? (Note: The cutback in production has led to higher prices that has resulted in higher revenues for oil companies) Click for answer.
3. About how much did firms pay for a 30-second commercial during the Superbowl? (a) $100,000 (b) $500,000, (c) $2.2 million, (d) $2.2 trillion.  Click for answer.
4. What’s happened to the value of the euro relative to the dollar in the past few months? Click for answer.
5. Florida and Brazil produce 90 percent of the world’s orange juice. What are Florida growers doing to help them forecast production of their rivals in Brazil? Click for answer.
6. Has the index of consumer confidence been rising or falling?  Click for answer.
7. Based on their past writings and speeches, what is the attitude of the three possible nominees for top economic posts (Treasury, National Economic Council, Council of Economic Advisers) toward deficits?  Click for answer. 
8. What monetary action did the FOMC decide to take last week?  Click for answer. 
9. What does the Congressional Budget Office (CBO) predict will happen to the U.S. budget deficit in the coming years if there is no war or additional tax cuts? Click for answer.
10. By how much did real GDP rise in the fourth quarter of 2002? (a) fell by about 1 percent, (b) rose by about 1 percent, (c) rose by about 2 percent, (d) rose by about 3 percent. Click for answer.
11. Which farmers does the disaster-aid bill passed by the Senate last week favor? (a) peanut farmers, (b), Southern farmers, (c) farmers hurt by natural disasters. Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. The consumer sector. (See “The Outlook: Leaders Losing Faith in U.S. Consumer” January 27 page A2.)
2. Venezuela. (See “Talks to End Venezuela Impasse Gain Traction” January 27, page A13.)
3. c. (See “Bud Keeps Fizz, as Ozzy Adds Twist to Bowl” January 27, page B1)
4. The value of the euro in terms of dollars has continued to rise. (See “European Companies Count Cost of Weak Dollar” January 28, page A14.)
5. They are using satellite images of Brazilian orchards to count trees to help estimate the crop. (See “U.S. Satellite May Play “I Spy” with Brazil Citrus Industry” January 28, B1) 
6. It has been falling. Go to www.conferenceboard.org to read the full report. (See “War Worries Keep Economy on Edge” January 29, page A2)
7. The tree potential nominees are deficit hawks. In broad terms they believe that deficits hurt long-term growth. (See “Deficit Hawks Join Bush Team” January 29, page A4.)
8. None. (See “Fed Leaves Target Rates Level, Offers No Hint of Further Cuts” January 30, page A2)
9. Deficits for the next 4 years. (See “CBO Projects Widening Deficits, Even Without War and Tax Cuts” January 30, page A4)
10. b. (See “U.S. Growth Waned in Fourth Period” January 31, page A2)
11. b. Southern farmers. (See “Disaster-Aid Bill Favors Southern Farmers” January 31, page A4)
Return to Questions 
U.S. Growth Waned in Period;
GDP Increased a Scant 0.7%

Defense Spending Helped
To Fight Off a Contraction

By JON E. HILSENRATH 
Staff Reporter of THE WALL STREET JOURNAL
The economy narrowly averted a fourth-quarter contraction thanks to rising defense spending and a modest rebound in business investment.

The Commerce Department reported that real gross domestic product -- the broadest measure of national output, adjusted for inflation -- grew at an annual rate of 0.7% during the October-December period, down sharply from growth of 4.0% in the third quarter. The report eases some fears that the U.S. is heading for a double-dip recession, in which the economy would begin shrinking again after appearing to revive in late 2001. But it also confirms widespread concerns about a sharp economic slowdown. Without government spending, the economy contracted slightly in the final months of the year. Within the government sector, defense spending rose at an 11% annual rate. But in the private sector, consumer spending slowed to a 1% annual growth rate in the fourth quarter, the slowest rate of growth since the first three months of 1993. And exports dropped.

'Slow Speed'

"The economy came close to stalling in the fourth quarter," said Ed McKelvey, an economist with Goldman Sachs. "It does not imply that the economy is heading into a recession. It is just operating at a very slow speed."
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For the entire year, the results weren't nearly so stark. The Commerce Department said GDP grew 2.4% in 2002, up from 0.3% for all of 2001. Moreover, many economists, including Mr. McKelvey, expect GDP growth to pick up to 2% to 2.5% during the first quarter from the sluggish fourth-quarter pace.

But the latest read of the economy's temperature left analysts with two critical, and still unanswered, questions about the outlook for the next few months. First, was the modest rise in business investment the beginning of a trend that will gather momentum? Second, will the consumer-spending slowdown continue?

The 1.5% increase in business fixed investment was the first increase in more than two years. That could be a sign that the corporate sector is finally prepared to play a role in an economic recovery from which it has been notably absent. It included the third straight quarterly increase in investment in software and computers

But Mr. McKelvey cautioned that the fourth-quarter increase in business spending shouldn't be overstated. The other large contributor to the gain was a rise in transportation purchases. Mr. McKelvey said that was probably just a temporary blip related to year-end incentives on car-fleet sales offered by the large auto makers.

Some executives say they believe the investment retrenchment may have run its course, though they remain extremely cautious about the outlook for 2003. "Our plans for the year are flat," said Philippe Lemaitre, chief executive of Woodhead Industries Inc., a Chicago producer of electrical-manufacturing equipment that is closely tied to swings in capital investment.
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Distorted Spending

The consumer-spending outlook also is cloudy. Many economists said consumer spending was distorted during the past 12 months by the on-again, off-again pattern of incentives being offered by auto makers. Summer incentives led to a burst of spending during the third quarter, which was then unwound until the final weeks of December. The result was a sharp fourth-quarter contraction in consumer spending on vehicles. However, when overall consumer spending is looked at during the final six months of 2002, it was actually up at a 2.6% annual rate, which was faster than the 2.5% rate during the first half of the year.

"I don't think we're ready to reach the conclusion that consumer spending has been undermined and that that is a significant risk factor going forward," said Laurence Meyer, a former Federal Reserve governor who founded the St. Louis, Mo., forecasting firm called Macroeconomic Advisers. Mr. Meyer points to the strong pace of housing sales at the end of 2002 as evidence of consumer wherewithal.

Yet he also noted that household income growth has been slowing, and that could wear down spending if it continues. The latest data from the Commerce Department showed that aftertax income growth, adjusted for inflation, slowed to a 2.6% annual growth rate in the fourth quarter, compared with a 3.1% growth rate in the third quarter and a 3.9% growth rate in the second quarter.

Seized Opportunity

The White House seized on the numbers to advocate its tax-cut proposal. "The president's proposals will reduce the tax burden on the American people by $670 billion over the next 10 years," said Vice President Dick Cheney in an appearance before the Conservative Political Action Committee.

Two separate Labor Department reports underscored the financial pressure many households face. The employment cost index, a measure of changes in wages and benefits, showed that wages and salaries were up 2.9% from a year earlier, the smallest 12-month increase since 1995. Meanwhile, first-time claims for unemployment insurance rose for the second straight week to 397,000, underscoring the stagnation that appears to exist in the job market.

In another report, Federal Reserve policy makers believed they had already laid the foundation for a pickup in growth when they decided in December to hold interest rates steady, meeting minutes released Thursday showed.

Write to Jon Hilsenrath at jon.hilsenrath@wsj.com
1. What is a recession? Looking at the chart, “Real GDP,” during what quarters was the U.S. in its most recent recession?

2. What are the components of GDP? Which is the largest component of GDP? Which component contributed positively to growth in the fourth quarter of 2002? Looking at the chart, “Trading Places” which component(s) have been a drag on the economy in past few years? Which component(s) have provided a boost?

3. What does it mean for GDP to be adjusted for inflation? Which is a better indictor of health of an economy—nominal GDP or real GDP?

4. What factors mentioned in the article affect consumption spending? Demonstrate using the AS/AD model how recent factors affecting consumption spending would affect the overall economy.

5. What two aggregate demand management policies were mentioned at the end of the article? Describe how each would affect the economy.
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to Chapters 22, 23, and 25 in Colander’s Economics and Chapters 6, 7, and 9 Macroeconomics.

Refer to Chapters 6, 7, and 11 in McConnell and Brue’s Economics and Macroeconomics.

1. The commonly used definition of a recession is when real GDP declines for two consecutive quarters. Looking the figure, real GDP declined for three consecutive quarters—the first, second and third quarters of 2001. The NBER’s business cycle dating committee officially determines the beginning and end of a recession. Its definition of a recession is, “A recession is a significant decline in activity spread across the economy, lasting more than a few months, visible in industrial production, employment, real income, and wholesale-retail sales.”  It dated the beginning of the recession as March 2001, but hasn’t yet determined the end. You can read more about the NBER Business Cycle Dating Committee and the recent recession at http://www.nber.org/cycles/recessions.html.   Return to article.
2. GDP is the sum of consumption, investment, government spending and net exports. The largest of these is consumption spending. In the fourth quarter, consumption was down while government spending and investment was up. The article doesn’t mention how net exports impacted GDP. Nonresidential fixed investment has been a drag on the economy since early 2001 while consumption spending has contributed positively to GDP growth.  Return to article.
3. The article clearly states that the 0.7 percent rise in the fourth quarter refers to GDP adjusted for inflation, or real GDP. Production of goods is valued at market prices, so each good is weighted by its price. So, GDP could rise either because the quantity of goods produced rose or because the price of those goods rose. The better indicator of the health of an economy is the production of physical goods—or real GDP. A rise in all prices (which would lead to a rise in nominal, but not real GDP) would not make any one, on average, better off. Return to the article
4. The article talks about incentive programs by auto producers as an important cause of higher consumption spending in the past year. This includes lower interest rate programs to finance spending. It also mentions household income as an important contributor to keeping consumption spending up. Increase consumption spending shifts the AD curve to the right by a multiple of the increase in consumer spending. If the price level remains constant, as the graph shows below, equilibrium real income will rise by a multiple of the increase in consumption spending.
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 Return to article.
5. Both fiscal and monetary policy were mentioned at the end of the article. Fiscal policy is the deliberate increase or decrease in taxes or government spending to affect the level of output in the economy. Monetary policy is action by the Federal Reserve to influence the money supply and credit available in the economy. The tax cut proposed by the Bush administration is expansionary fiscal policy because it is a reduction in taxes. It is difficult to say what the current monetary policy is without additional information.  The Federal funds rate is currently 1.25, which has been lowered gradually from 6.5 in May 2000, suggesting an expansionary monetary policy.  Return to article.
Return to Top
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