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DO YOU REMEMBER?

If you have read the Wall Street Journal from February 24th – 28th  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. The annual cost of a new AIDS drug, Fuzeon, per patient is about (a) $200, (b) $2,000, (c) $20,000.  Click for answer.
2. Does the United States have a trade surplus or deficit with Canada?  Click for answer.
3. In light of possible war with Iraq, what, if any, policy change did the G-7 Finance Ministers decide to take in their meeting last week?  Click for answer.
4. What do the editors (at least one) of the Wall Street Journal think about Europe’s concern for the U.S. trade deficit? Click for answer.
5. Did the rise of core consumer prices (those excluding food and energy) in January suggest policymakers should be worried about inflation or deflation? Click for answer.
6. With a growing Federal budget deficit, the supply of treasury bonds has increased. What’s happened to bond yields?  Click for answer.
7. What Internet search engine is providing some monopoly value to websites by giving them high ranks?  Click for answer. 
8. About what percent of Asian central bank reserves are invested in U.S. dollar-denominated assets—10 percent, 50 percent, or 75 percent?  Click for answer. 
9. What economic reason explains why trauma units seldom test patients for Alcohol or drugs? Click for answer.
10. What beverage is becoming the craze in China (Hint: An average American drinks 24 gallons of this per year; the average Chinese drinks only 1 gallon a year) ? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. c. (See “Steep Price of Roche AIDS Drug May Put It Out of Patients’ Reach” February 24, A1.)
2. Trade deficit. (See “Success of Canadian Exporters Raises Questions on Nafta Benefits” February 24, page A2.)
3. They decided not to change policy. (See “G-7 Ministers Decide to Leave Policy Alone as a War Looms,” February 24, page A2)
4. The editorial page article says that the U.S. trade deficit is what is keeping European economies going. The U.S. trade deficit, the article says, is evidence of a relatively stronger U.S. economy (a good sign). (See “Hurray for the Trade Deficit” February 24, page A14.)
5. Core prices rose 1.5 percent from a year ago, prompting some economists to suggest the risk of deflation is stronger than the risk of inflation. (See “High Energy Costs Account for Jump in Consumer Prices” February 24, A2) 
6. Surprisingly, bond yields haven’t risen. Evidently demand for treasuries has increased too. (See “Bonds Rally Despite Oversupply” February 25, page C1)
7. Google. (See “As Google Becomes Web’s Gatekeeper, Sites Fight to Get In” February 26, page A1.)
8. 75 percent. (See “Asian’s Dollar Dilemma” February 26, page A14)
9. Health insurers often have an exclusion in the policy that denies reimbursement to patients under the influence of alcohol or narcotics. (See “Why Trauma Units Seldom Test for Patients for Alcohol, Drugs” February 26, page B1)
10. Milk. (See “New Craze Seizes China’s Consumers: A Glass of Milk ” February 28, page A1)
Return to Questions 
Asian Central Banks Weigh
Links to Sliding U.S. Dollar

By KAREN RICHARDSON 
Staff Reporter of THE WALL STREET JOURNAL
HONG KONG -- The weakening U.S. dollar, to which many Asian currencies are locked in a tight embrace, presents a dilemma to Asia's central banks. With billions of American currency in their reserves, do the central banks stand pat as the value of their portfolios shrinks, or do they trim their heavy exposure to the U.S. dollar and imperil their export-oriented economies?

Asian investors, the biggest of which are the central banks, traditionally have played a key role in supporting the U.S. dollar by expanding their massive holdings of dollar-denominated securities. Such purchases help keep many Asian currencies in line with the dollar, a boon for those nations' exports to the U.S. There are no clear signs that central banks are ready to abandon that policy. But maintaining it is starting to become more costly.

1. How is the value of the dollar determined?
The dollar is sliding against many major currencies, particularly the euro, but it hasn't fallen nearly as far against the currencies of economies such as South Korea, Thailand and Taiwan. In some cases in the region, the U.S. currency has actually strengthened. Measured against a basket of currencies of their top trading partners, a technique economists use to gauge the true value of a currency, some Asian currencies have weakened substantially. That makes their foreign debt -- much of it denominated in dollars -- more expensive to service.

Weaker local currencies also can force central banks to raise interest rates to boost depositors' confidence, with the side effect of damping economic activity. Some economists also argue that money used by Asian governments to buy and support the dollar -- and ultimately help finance the U.S. budget deficit -- would be better invested locally to boost growth.

2. The article suggests that the value of the dollar hasn’t declined relative to Asian currencies because central banks in Asia have supported the dollar. Demonstrate how they do so with supply/demand curves. How would this make their foreign debt more expensive to serivce? 
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Economists estimate that about 75% of all Asian central-bank reserves are invested in American-dollar assets, mostly U.S. Treasurys. That's a big exposure to a single currency, even given Asia's close trade relationship with the U.S.

Meanwhile, the European common currency is looking attractive to many investors. The euro has gained 22% against the dollar since the beginning of 2002, and analysts predict the European Central Bank's expected moves to cut interest rates will do little to curb that rise.

Central banks, in Asia and elsewhere, typically don't disclose their foreign-exchange holdings or transactions to the public, though evidence is accumulating that Asian central banks have sought to diversify their portfolios. But even as some central banks have been buying euros, dollar inflows from trade and purchases of U.S. Treasurys have expanded even faster.

CrossBorder Capital, a London research group that tracks central-bank liquidity flows, says Asian banks have added to their U.S. Treasury holdings during the past three months. Japan, China, South Korea and other Asian countries accounted for a significant chunk of the 11% rise in foreign central-bank holdings of U.S. Treasurys between June and December, the group says.

"Asian currencies haven't appreciated as much as they might have," says James Malcolm, foreign-exchange strategist for Asia at J.P. Morgan Chase in Singapore. The New Taiwan dollar and Thai baht are slightly weaker against the U.S. currency in the past few years, while the Singapore dollar has remained stable.

There are powerful disincentives to shifting away from U.S. holdings. "Asian central banks will continue to try to keep their currencies stable against the dollar because of the quid pro quo Asia has with the U.S.," says William Belchere, head of Asian credit and rates research at J.P. Morgan in Hong Kong. "Asia agrees to buy U.S. Treasurys to keep the dollar strong, and the U.S. agrees to buy Asian goods and services."

Many central banks are willing to keep their currencies weak in order to keep their exports cheap in overseas markets. After all, export-led growth was the economic model that propelled the "Asian tigers" -- Hong Kong, Singapore, Korea and Taiwan -- into the world economy and made them rich with fat trade surpluses with the U.S.

3. How does supporting the U.S. dollar boost exports for these Asian countries?
"Central banks will remain firm opponents of stronger regional currencies," writes Desmond Supple, head of Asian rates and credit research at Barclays Capital in Singapore.

But these former export dynamos are now operating in a new world. China, with its currency pegged to the weakening dollar, is cashing in on manufacturing and foreign direct investment. Some economists say this new landscape calls for a new policy.

"Asian central banks should let their currencies rise in line with the U.S. dollar's starkly deteriorating fundamentals," writes Christopher Wood, regional strategist at CLSA Emerging Markets in Hong Kong, in a recent research report. "This would have the benefit of improving the purchasing power of Asia's high-saving consumers ... in line with the long-term fundamentals, which are that Asia, not the U.S. consumer, will be the next driver of global growth."

More domestic consumption and trade within the region would also help insulate Asian economies from the battle to be the lowest-cost producer for U.S. manufacturers.

Already, Southeast Asian economies with heavy manufacturing bases are seeing sales slow as they lose competitiveness in feeding the U.S. market. Taiwan is shifting vast sections of its manufacturing base to China. Thailand and Korea, meanwhile, are working to boost domestic demand and reduce dependence on exports.

4. What are the benefits to Asian countries of reversing the policy of supporting the dollar? What are the costs?
Yet so far, no Asian central bank seems comfortable with allowing its currency to strengthen appreciably. That stance has earned Asian financial officials the wrath of U.S. manufacturers and legislators concerned over the massive American trade deficit.

Michael Baroody, executive vice president of the U.S. National Manufacturers Association, testified last month before the Senate Budget Committee in Washington about Asian governments propping up the U.S. dollar to make their exports more attractive.

"We would ask that our government also encourage other foreign governments, including those I pointed to in Asia, to cease their own intervention" so that the market can set exchange rates, he testified.

5. What do you think are the costs to Americans if the Asian central banks stopped holding so many dollars and instead held more euros? What are the benefits? 

Write to Karen Richardson at karen.richardson@awsj.com
Updated February 26, 2003
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to Chapters 3 and 33 in Colander’s Economics and Chapters 3 and 17 in Macroeconomics.

Refer to Chapters 6 and 38 in McConnell and Brue’s Economics and Chapters 6 and 21 in Macroeconomics.

1. The value of the dollar is determined the same way the price of any good is determined—by the forces of supply and demand. The price of the currency in terms of other currencies is on the vertical axis and the quantity is on the horizontal axis in the graph below. The supply of dollars results from people who have dollars who want to sell them. Americans who want to buy foreign goods, for example, must supply dollars to get foreign currency to make their foreign transactions. The demand for dollars results from people who want dollars such as foreigners who want to buy American goods. Because the dollar is a flexible exchange rate, its value is where quantity supplied equals quantity demanded—P0 and Q0 in the graph below.
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  Return to article.
2. To support the dollar, Asian central banks must buy dollars and sell their domestic currencies. This shifts the demand for dollars to the right, increasing the value of the dollar as shown below. A stronger dollar means that central banks must convert more of its domestic currency to repay the same dollar-denominated debt. This is why a stronger dollar increases the cost of servicing dollar-denominated debt.
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  Return to article.
3. A strong dollar means that Americans must covert fewer dollars per foreign currency, making imports cheaper for Americans to buy. A lower price means quantity demanded is higher. Therefore, a strong dollar (weak Asian currency) boosts Asian exports. Return to the article
4. The benefit of supporting the dollar is increasing the demand for Asian exports by Americans. The cost is that foreign-denominated debt becomes more expensive to repay. An additional cost is the risk that central banks face by holding such a large portion of their portfolio in dollar-denominated assets, which exposes the portfolio to possible increased price volatility. The article also seems to suggest that abandoning the policy of supporting the dollar will result in relying more on domestic consumers for growth, which may lay the groundwork for relatively greater future growth if the American market sours. Return to article.
5.  A strong dollar makes foreign currencies cheaper, lowering the price of imports, which places competitive pressure on domestic firms and holds down inflation. If Asian central banks stopped holding so many dollars, the value of the dollar would fall. American goods would become less expensive to foreigners, boosting U.S. exports, (a benefit). But, imported goods would become more expensive, weakening competitive pressure on domestic firms and may lead to inflation. U.S. interest rates would be higher as Asian central banks reduced their demand for U.S. government bonds. Higher U.S. interest rates could lead to lower investment and eventually lower growth.  These are all costs of a lower dollar. Return to article.
Return to Top
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