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DO YOU REMEMBER?

If you have read the Wall Street Journal from April 26th to April 30th  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. Where the G-7 ministers more or less optimistic about economic growth when they met last week compared to when they met in February? Click for answer.
2. Has foreign central bank holdings of U.S. financial assets risen or declined over the past few years??  Click for answer.
3. The WTO recently passed a ruling regarding U.S. cotton production subsidies. What was the ruling? Click for answer.
4. What is the average price of  30-second advertisement on the farewell episode of Friends—(a) $200,000, (b) $2 million, (c) $2 billion?  Click for answer.
5. Does Fed Chairman Alan Greenspan believe that the increased price of gas and oil will have long-term effects on the economy?  Click for answer.
6. How many countries will be joining the EU on May 1?  Click for answer. 
7. In the past few months have technology firms hired or fired more workers?  Click for answer. 
8. Does columnist David Wessell believe that every American family should own a home?   Click for answer. 
9. What does a recent study by the Federal Reserve Bank of Atlanta suggest about the threat of deflation last year? Click for answer.
10. Why does German Chancellor Schroder want new EU countries to agree on a tax corridor? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. More optimistic. U.S. Treasury Secretary John Snow claims that the U.S. is leading the growth, stimulated by Bush’s tax cuts.  (See “G-7 Ministers Are Optimistic but Say Energy Costs Pose Risk” April 26, page A2.)
2. It has risen.  (See “Could Overseas Financing Hurt the U.S.?” April 26, page A2)
3. They WTO ruled that U.S. cotton subsidies distorted international trade and are therefore illegal. (See “WTO Rules against U.S. Cotton Aid” April 27, page A2. and “WTO Cotton Ruling May Help Subsidy Opponents” April 28, page A15)
4. c. $2 million. (See “’Friends’ Costly Farewell” April 27, B1) 
5. Yes. He belies that the recent increase will be long-term and will affect business-investment decisions. (See “Greenspan Sees Long-term Effect in Oil, Gas Costs” April 28, page A2)
6. Ten. (See “As Europe Expands, New Union Faces Problems of Scale” April 29, page A1)
7. They have hired more workers. (See “Tech Jobs Start To Come Back in U.S. after Three-year Slump” April 29, page A1)
8. No. Today 68.9 percent of housing units are owned by people who live in them. (See “Homeownership Doesn’t Solve Every Problem” April 29, page A1)
9. That the threat was overstated. (See “Fed May Have Acted on False Alarm” April 30, page A2)
10. So that they cannot lure firms away from Germany by offering lower corporate tax rates. (See “Germany’s Schroder Warns against Tax Competition, Calls for Agreement on Rates” April 30, page A12) Return to Questions 
WTO Rules Against U.S. Cotton Aid
Interim Subsidies Decision
Could Trip Farm Program, 
Stir Congressional Anger

By NEIL KING JR., GERALDO SAMOR and SCOTT MILLER 
Staff Reporters of THE WALL STREET JOURNAL
April 27, 2004; Page A2

The U.S. lost a closely watched trade case on cotton subsidies that could undercut the multibillion-dollar U.S. farm program and stir anger in Congress over the power of the World Trade Organization to influence domestic policy.

1. 
What is a subsidy? What is its effect on the demand and/or supply of cotton in the U.S. market? 
In an interim decision that wasn't publicly released, a WTO panel yesterday ruled largely in favor of Brazil by finding that U.S. cotton subsidies distort international trade in cotton by encouraging excess production and [image: image3.png]COTTON FLIGHT
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pushing down prices. The U.S.'s 25,000 cotton farmers control more than 40% of global cotton exports and have averaged about $3 billion a year in taxpayer support.

2.  Demonstrate graphically the effect of a subsidy as described in the paragraph above. Assuming the subsidy is a per unit subsidy, label the area in the graph that represents the cost of the program to consumers.

 The ruling undermines the core logic of the 2002 farm bill, which was intended to dole out huge assistance to U.S. farmers without distorting production and thus opening the U.S. to international legal challenges. The U.S. last year gave rice, wheat, cotton and other farmers more than $19 billion in aid.

It could take years for the ruling to have a direct impact on U.S. farm payments, as the Bush administration immediately threatened to appeal the case. Even if a final ruling goes against the U.S., Congress could take years to revise the farm program to meet WTO objections.

Still, the decision will be widely applauded across the developing world, where many governments see farm-support programs in the U.S. and Europe as spreading rural unemployment and poverty in Africa and other poor regions. A feud over farm payments boiled over last fall during global trade talks in Cancun, Mexico. Talks collapsed, and have yet to be revived despite small-scale discussions around the world.

3. 
Demonstrate graphically the effect of the subsidy on a foreign country’s domestic market for cotton. (Assume the world price is below the domestic price of cotton.)  

"This will ricochet right across the farm belt," said Gary Hufbauer, a trade expert at the Institute for International Economics. The ruling is the WTO's first challenge of a nation's domestic agricultural subsidies, and the case is the WTO's first to examine the effect of export subsidies on agricultural products.

U.S. cotton subsidies were a bone of contention in Cancun because several studies have found they have had a direct impact on hundreds of thousands of poor cotton farmers, particularly in Africa. World cotton prices, which have improved slightly in recent months, plummeted in the late 1990s, while the U.S. share of exports soared. During the 2001-02 season, the U.S. government doled out nearly $4 billion in cotton payments for a crop valued at only $3 billion.

4. 
With the graph for Question #3 show how the U.S. share of exports has risen. 
In the U.S., initial response to the WTO decision was muted, as it didn't come out until late yesterday. But Congress is likely to react negatively, especially representatives of farm states.

A U.S. trade official said the administration had "serious concerns with aspects" of the decision and would appeal if the ruling remains unchanged. "We believe U.S. farm programs were designed to be, and are, fully consistent with our WTO obligations," the official said.

In Brazil, officials were clearly pleased at the outcome. "After so long, we are happy with the conclusion of the panel, and we think it took into account Brazil's arguments," said Clodoaldo Hugueney, undersecretary of economic affairs at Brazilian Foreign Ministry. He declined to provide specifics.

Under WTO rules, parties aren't meant to discuss the details of interim decisions, but other sources in Brazil laid out the ruling's basic findings.

In the case, which was filed last year, Brazil argued that the seven types of U.S. cotton subsidies exceeded WTO rules, drove down world prices and gave U.S. producers an unfair share of world exports. Brazil also argued that the U.S. violated WTO rules through a program called Step Two that pays cotton farmers and mill owners the difference between high U.S. cotton prices and the usually much lower world price. Brazil also argued that U.S. farm-export guarantees violated international-trade rules.

The WTO panel's 350-page ruling handed Brazil a victory on most counts, people familiar with the document said. The decision said the subsidies spurred U.S. production and depressed world prices. It also ruled against the Step Two payments and against most U.S. export guarantees, which usually cover around $4 billion in shipments a year.

The ruling could eventually lead to a sharp cut in the amount of subsidies U.S. farmers receive. But by appealing the decision and asking for a generous amount of time to put it into practice, Washington could delay compliance for years. By then, world-trade talks known as the Doha Round could be completed, including provisions on agriculture under which all nations would commit themselves to reducing subsidies.

Still, the WTO decision is likely to complicate U.S. trade policy. Trade analysts say the U.S. setback will undercut Washington's bargaining position in the Doha talks. The U.S. and Europe, for example, have linked reducing their agriculture trade barriers to other countries making concessions of their own, such as reducing tariffs on imports of manufactured goods.

The U.S. bargaining position, as well as Europe's and Japan's, could be further weakened if other countries follow the decision by challenging the legitimacy of other subsidies. The U.S., for example, provides significant payments to its corn farmers, and Japan is a notorious subsidizer of its rice growers.

The plunge in international cotton prices has slammed a number of poor West African countries, such as Benin and Mali, that rely heavily on cotton exports. One study by the international relief agency Oxfam estimated that the decline in prices cost the region $190 million in foreign-exchange earnings in 2001 alone.

Write to Neil King Jr. at neil.king@wsj.com4, Geraldo Samor at geraldo.samor@wsj.com5 and Scott Miller at scott.miller@wsj.com6 

ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 4, 5, and 18 in Colander’s Economics and Microeconomics when answering these questions.

Refer to chapters 3 and 33 in McConnell’s Economics and chapters 3 and 20 in Microeconomics.

1. A subsidy is a payment by government to a firm to produce a good. A subsidy reduces the cost of production and therefore shifts the supply curve out to the right. A subsidy to producers does not affect the demand curve. Return to article.
2. A subsidy shifts the supply curve down by the amount of the subsidy. In the graph shown below equilibrium price falls from P0 to P1 while equilibrium quantity rises from Q0 to Q1. Government pays producers the shaded area in subsidies. 
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 Return to article.

3. The market shown below is the domestic market for cotton in a small foreign country. First, let’s assume that the world price before subsidies is PW1. At this price, domestic consumers demand quantity Q2. At this price, domestic producers of cotton are willing to supply the smaller quantity Q1. The difference between the two (Q2-Q1) is the quantity that is imported.  Because the United States supplies a significant portion of the world supply of cotton, the subsidy likely lowers the world price (in the graph to Pw2). At this price, domestic producers of cotton are willing to supply an even smaller quantity Q0, while consumers demand a greater quantity, Q3. Total revenue to domestic firms declines.
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return to the article.
4. As you can see, with a lower import price, Pw2, the amount imported rises from Q2-Q1 to Q3-Q0. This represents additional sales imported by the small country from the United States. Return to article.
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