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DO YOU REMEMBER?

If you have read the Wall Street Journal from April 12th to April 16th  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. Does the United States government collect data on the number of jobs that leave the country and are outsourced abroad? Click for answer.
2. How are production cost changes in Asia expected to impact inflation in the United States in the near term?  Click for answer.
3. GDP in Latin America has grown an average 4 percent a year in the last three years. What has happened to the poverty level? Click for answer.
4. What is the most damaging source of film piracy—(a) the Internet and downloads, (b) movie-goers with camcorders, (c) movie executives and unedited film?  Click for answer.
5. What types of businesses are missing from today’s Yellow Pages that used to make up the majority of listings? (Note: these are businesses that still exist.)  Click for answer.
6. Membership in the EU has some economic requirements, one of which about half of all members will violate. What is that requirement?  Click for answer. 
7. Are consumer-products businesses facing more or less pressure to keep prices low compared to four years ago?  Click for answer. 
8. What do recent retail sales and employment figures suggest about near-term economic growth?   Click for answer. 
9. What impact has recent economic data had on bond prices? Click for answer.
10. What does the IMF and OECD predict will be the effect of lingering U.S. budget deficits on world economic growth? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. No. There are few hard numbers about outsourcing.  (See “Behind Outsourcing Debate: Surprisingly Few Hard Numbers” April 12, page A1.)
2. Production cost increases in Asian threaten to boost inflation in the United States.  (See “Price Increases in Asia Fan Inflation Fears in U.S.” April 12, page A1)
3. It has risen. There are 20 million more poor today than in 1997. (See “Latin America Grows Poorer Despite Boom” April 12, page A2.)
4. b. movie goers with camcorders. (See “The Hunt for Movie Pirates” April 12, B1) 
5. Small, mom-and-pop businesses. High advertising rates have kept these smaller businesses out of the Yellow Pages. (See “Yellow Book USA Grabs Business from Baby Bells with Cheap Ads” April 13, page A1)
6. To keep their budget deficits at less than 3 percent of GDP. (See “Broken Pledges May Hit Euro Zone” April 13, page A2)
7. Consumer-products makers are, for the first time in a few years, raising their prices. (See “Sign of the Times? Prices Rise for Paper, Eating Out” April 13, page B1)
8. Retail sales increased 1.8 percent in March and employment excluding agriculture rose by 308,000 in March, both of which suggest positive near-term economic growth. (See “Retail Sales Data Signal Economy Gains Momentum” April 14, page A1)
9. Recent economic data that suggested stronger economic growth has depressed bond prices due to the fear of accompanying rising inflation. (See “Bond Market Roiled, Rates Rising as Economy Feeds Inflation Fears” April 15, page A1)
10. They believe that persistent U.S. budget deficits will raise interest rates and lower economic growth worldwide. (See “IMF, OECD See Economic Risks in Bush’s Budget” April 15, page A2)
Return to Questions 
Broken Pledges May Hit Euro Zone
Members Struggle to Keep
Within Limits for Deficits,
Fueling Economic Concerns

By G. THOMAS SIMS 
Staff Reporter of THE WALL STREET JOURNAL
April 13, 2004; Page A2
FRANKFURT -- The fiscal framework that binds the network of countries using the euro is once again at a breaking point, creating fears of slower growth and higher unemployment in the world's second-largest collective economy and raising a debate about how to revise the system.
1. 
Go to http://europa.eu.int/euro/entry.html and list the countries that use the euro as their currency. Do they also have their own domestic currencies?
This year, half of the 12 euro-zone countries will post budget deficits above 3% of gross domestic product, the maximum allowed under European Union guidelines, the European Commission predicted in a report last week. The violators include the region's three largest countries -- Germany, France and Italy -- as well as the Netherlands, Greece and Portugal. The EU's executive arm and watchdog on budgets sees only "slight improvements" for next year.

The fiscal course marks a sharp reversal from the intentions of just a few years ago. In the run-up to currency union in 1999, EU nations pledged to aim for budget surpluses and agreed to pay fines if budget deficits ever exceeded 3%. But over the past few years -- as the economy slowed, tax revenue dried up and countries failed to trim spending -- Portugal, Germany and France broke the 3% limit but escaped penalties with promises of getting their budgets in order.

2.  What economic conditions have led to some countries not being able to meet the deficit limit? Did this necessarily reflect active fiscal policy?

 In November, the commission recommended initiating the sanction process against Germany and France, but finance ministers who must endorse any recommendation blocked the move, dealing a blow to the 3% rule enshrined in the Stability and Growth Pact. As a result, the commission is suing EU finance ministers before the European Court of Justice in hearings that will begin in two weeks.

Many economists believe the growing list of countries struggling to limit deficits further waters down a pact that is drowning. To be sure, many of the world's largest economies are accumulating budget deficits. The U.S. is projected to post a deficit of 4.5% of GDP this year, but it had budget surpluses as recently as the late 1990s. Many European countries have only a short history of fiscal austerity, so the credibility of the five-year-old currency is at stake.

The European Central Bank -- which steers the euro-zone economy and manages the euro -- has become increasingly vocal in the pact's defense. In a report last week, the ECB argued that indebted countries could cause consumers and businesses to factor higher taxes and possible default into their decisions, hampering growth and employment.

Also, spendthrift countries will have to pay higher interest rates on their debt, eating into funds that could otherwise be used for investment and growth, the ECB said.

3. 
What factors related to indebtedness does the ECB suggest would hamper growth? 

The ECB said fiscal rules can discourage "short-sighted behavior that could lead to short-term gains but longer-term costs" and are especially important in a currency union with a single central bank but with 12 national fiscal policies.

Still, a growing chorus of critics is arguing that the Stability and Growth Pact is flawed, because it requires countries to cut spending during hard times, thus intensifying any economic slowdown.

4. 
How does a deficit rule make downturns worse? What type of policy is this—countercyclical or procyclical?
Last week, after the commission singled out Italy in particular for violating the deficit pact, Italian Prime Minister Silvio Berlusconi referred to commission officials as "big fat European slugs" and vowed to press on with promised tax cuts. Italian Deputy Premier Gianfranco Fini said he was confident "sanctions won't be approved" by EU finance ministers -- as was the case when France and Germany were in the spotlight.

Not all countries are sounding quite so defiant. France plans on selling as much as 40% of engine maker Snecma this summer to raise as much as €2.4 billion ($2.9 billion) as part of a series of privatizations to help tame its deficit. "We can't live beyond our means," French Finance Minister Nicolas Sarkozy said when he announced the sale last week. But some economists fear that such one-off measures are only a temporary solution and that permanent spending cuts to expensive pension and health-care systems are needed, though admittedly painful.

With the pact fraying, an overhaul is growing more likely. Some economists have suggested that a new pact focus less on deficits and more on overall debt, arguing that debt levels have greater implications for the long-term well being of a country. Other economists have said that enforcement of the pact should be given to an independent body since finance ministers are loath to punish their peers because they themselves may one day be in the stocks. [image: image1.png]DEEPER IN THE RED
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And finally, some have said that a pact is unnecessary, because financial markets discipline governments to keep their financial house in order by charging higher interest rates on loans when overspending is extreme.

Write to G. Thomas Sims at tom.sims@wsj.com
5.
Why don’t each of these countries just use expansionary monetary policy to boost income? 
Last week, after the commission singled out Italy in particular for violating the deficit pact, Italian Prime Minister Silvio Berlusconi referred to commission officials as "big fat European slugs" and vowed to press on with promised tax cuts. Italian Deputy Premier Gianfranco Fini said he was confident "sanctions won't be approved" by EU finance ministers -- as was the case when France and Germany were in the spotlight.

Not all countries are sounding quite so defiant. France plans on selling as much as 40% of engine maker Snecma this summer to raise as much as €2.4 billion ($2.9 billion) as part of a series of privatizations to help tame its deficit. "We can't live beyond our means," French Finance Minister Nicolas Sarkozy said when he announced the sale last week. But some economists fear that such one-off measures are only a temporary solution and that permanent spending cuts to expensive pension and health-care systems are needed, though admittedly painful.

With the pact fraying, an overhaul is growing more likely. Some economists have suggested that a new pact focus less on deficits and more on overall debt, arguing that debt levels have greater implications for the long-term well being of a country. Other economists have said that enforcement of the pact should be given to an independent body since finance ministers are loath to punish their peers because they themselves may one day be in the stocks. [image: image2.png]DEEPER IN THE RED
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And finally, some have said that a pact is unnecessary, because financial markets discipline governments to keep their financial house in order by charging higher interest rates on loans when overspending is extreme.

Write to G. Thomas Sims at tom.sims@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 27, 28 and 32 in Colander’s Economics and chapters 11, 12, and 16 in Macroeconomics when answering these questions.

Refer to chapters 6 and 18 in McConnell’s Economics and Macroeconomics.

1. The euro is the currency of twelve European Union countries: Belgium, Germany, Greece, Spain, France, Ireland, Italy, Luxembourg, the Netherlands, Austria, Portugal and Finland. None of these countries has its own currency. They all use the euro as their domestic currency. Return to article.
2. Economic growth in these countries has slowed. Since tax revenue depends on income, that means revenue has declined. In addition, to the extent that the countries have social spending programs that depend on income, social spending would rise when income declines (unemployment compensation and welfare program spending rise). Both work to increase the deficit. No new fiscal action would have to have been taken for the deficits to rise. Return to article.

3. The ECB states that the expectation of higher prices to reduce indebtedness would hamper growth because business profitability would decline and increase the likelihood of default. Both reduce the incentive for companies to go into business. Another factor that would lead to lower growth would be the effect of increasing deficits on the interest rate. As the government borrows more, the demand for loanable funds increases, which leads to higher interest rates. Higher interest rates increases the cost of acquiring capital. Firms would reduce their investment and therefore productive capacity. Return to article.
4. A deficit rule requires that when an economy slows (contributing to a higher deficit), the government must either raise taxes or reduce spending, which further slows growth. Higher taxes reduces growth because people have less after-tax income to spend. Reducing spending reduces growth directly by reducing aggregate demand for goods and services. This type of rule is procyclical. Return to article.
5. These individual countries do not have their own domestic currencies and therefore cannot independently expand their money supplies. By adopting a common currency, they have surrendered monetary policy to the ECB.  Return to Top









