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DO YOU REMEMBER?

If you have read the Wall Street Journal from March 26th to March 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 that provides the basis for the question. 
1. Has the European Central Bank been a leader or a laggard in interest rate cuts by world central banks? Click for answer.
2. What is prompting Georgia to solicit bids to pay farmers not to irrigate their crops this year?  Click for answer.
3. What are two of France’s richest men, Francois Pinault and Bernard Arnault, arguing in court about? Click for answer.
4. What two factors are contributing to the recent PC price war? Click for answer.
5. What action did California regulators take regarding electricity prices in response to the state’s energy crisis? Click for answer.
6. What happened to the pace of new and existing home sales is February?  Click for answer. 
7. How are insurance payments leading doctors to choose more-invasive biopsies?   Click for answer.
8. Real GDP grew at a (a) 4 , (b) 3, (c) 2, or (d) 1 percent annual rate during the fourth quarter of 2000? Click for answer.
9. What is the key overnight rate at which banks lend each other in Japan—(a) 0%, (b) 3%, (c) 6%, (d) 12%?  Click for answer.
10. Witold Ziarno is suing the U.S. Red Cross over patent violation.  What is the alleged violation?  Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. It has not cut interest rates, while the United States Federal Reserve and the Bank of Japan have both cut interest rates.  It is a laggard.   (See “Economic Slowdown Enters Fortress Europe” March 26, page A1.)
2. A four-year drought.  (See “Parched Southeast Toughens Water Rules,” March 26, page A2)
3. Whether Gucci (owned by Pinault) copied two Berluti shoe models (owned by Arnault).  (See “Tout le Monde Asks: Did Gucci Folks Take A Shine to Rival Shoes?” March 26, page A1.)
4. Declining demand and development of faster processors. (See “Price War Squeezes PC Makers” March 26, B1) 
5. It plans to raise retail electricity prices to help pay for the rising wholesale cost of electricity. (See “California Plans Big Rise in Retail Electricity Rates” March 27, page A2 and “California Regulators Approve Electric-Rate Rise” March 28, page A2)
6. New home sales fell 2.4 percent in February to a seasonally adjusted annual rate of 911,000 units. This is still higher than last year’s pace during February. Go to http://www.doc.gov for the full report. Existing home sales fell 0.4 percent in February. Go to http://nar.realtor.com for the full report. (See “Homes Sales Fell Moderately in February But Stayed Strong by Historical Gauges” March 27, page A2.)
7. Insurance payments are based on cost of the procedure rather than value to the patient, so insurers will pay less for procedures that may be better for the patient, but use fewer resources. Because doctors are being reimbursed less for the more valued, less-invasive procedure, they are less likely to recommend them. (See “How Insurance Payments Can Work Against Less-Invasive Biopsies” March 28, page B1.)

8. d. For the full report go to http://www.bea.doc.gov. (See “Economic Growth Waned in 4th Period, Hurt by Cutbacks in Business Spending” March 30, page A2.)
9. a. (See “Japan’s New Tactics May Not Be Enough” March 30, page A13.)
10. Witold Ziarno is suing for violating his patent for a  computerized way for nonprofits to raise money.  (See “Inventor Sues U.S. Red Cross In Patent Fight” March 30, page B1.)
Return to Questions 
The Outlook

Economic Slowdown Enters Fortress Europe
FRANKFURT
For months, the European Central Bank stood alone.

As the Federal Reserve and the Bank of Japan cut interest rates in a bid to rescue their ailing economies, Europe saw little need to change policy. Economic growth was relatively strong, new jobs were being created, and economists believed that Europe might even cushion the world from recession, just as the U.S. did during the Asian financial crisis three years ago.

But two years after the birth of the 12-member Euroland, it has become clear that Europe is not the island it had hoped to be. That may explain why the ECB is ending its isolation and hinting that it plans to follow the U.S. and Japan in reducing interest rates, perhaps as early as its Thursday meeting. Many economists expect the ECB to trim its key rate a quarter point from 4.75%, still lower than the new Fed rate of 5%, but well above Japan's effective return to zero rates.

1. Practically speaking, how would the ECB lower interest rates in Euroland?
It has been an unwelcome wake-up call. Until recently, most Europeans believed in the notion that there was safety and strength in numbers. By merging their vulnerable economic and monetary systems, the region could become self-sufficient and build an immunity to global economic ills.
2. How would merging economic and monetary systems build “immunity to global economic ills”? 
"Europe is obviously succumbing to repercussions from the U.S.," says Jean-Claude Trichet, an ECB governing-council member. Just a few weeks ago, Wim Duisenberg, the ECB's president, was confident that Euroland's combined gross domestic product would expand this year by slightly less than 3%, not bad by European standards, though slower than last year's record 3.4%. Otmar Issing, the ECB's influential chief economist, suggests that GDP may grow closer to 2% or 2.5%.

Even those estimates could be too optimistic. Business confidence is getting gloomier and gloomier as economic conditions worsen elsewhere. At biweekly meetings atop the ECB's Eurotower headquarters here, the ears of the 17 other council members perk up when it's the Belgian governor's turn to speak. His bank produces a sentiment survey that ECB economists have found to be particularly telling for future developments in the broader euro zone.

Guy Quaden, the Belgian central bank's governor, reported last week that business sentiment fell to the lowest level since June 1999. That's particularly bad news after a similar index from Germany, Europe's largest economy, unexpectedly slumped to the lowest level since July 1999.

3. How are slowdowns in Japan and the U.S. affecting Euroland?
Why did it take the ECB so long even to consider rate cuts?

The primary reason is that even though the ECB is committed to keeping inflation below an annual level of 2%, prices have been rising at a faster pace since last June. For many Europeans, preventing inflation is tantamount to preventing war. Mr. Issing argues the best contribution the ECB can make to growth is to keep inflation slow. The German central banker, 65 tomorrow, says the total deconstruction of a single society by inflation in the early 1920s enabled Hitler's ascent.

European leaders had that in mind when they hammered out the treaty to create the ECB and the euro, the group's common currency. In doing so, they charged the ECB with the "maintenance of price stability" and not the promotion of growth. Early on, the ECB then interpreted "price stability" to mean annual consumer-price inflation below 2%. That's strict and doesn't give the ECB much leeway; things beyond the ECB's control can easily push the ECB's inflation limit. Take last year's oil-price shock and this year's bout of mad-cow and foot-and-mouth disease, for example. Inflation now is 2.6%.

4. On what economic grounds is the EU central bank charged with maintaining price stability?
Critics argue the ECB is taking its treaty mandate of price stability a bit too far, sacrificing too much growth for low inflation.

5. How would a rate cut boost EU growth?
Aside from inflation concerns, the ECB also knows that Euroland is about to get hit with fiscal stimulus from tax cuts. Separately, a lack of confidence may also have been behind the ECB's hesitancy: The bank is new, the euro is new, and the single economy and financial market are new. The ECB makes no secret that it's still in a phase of building up credibility, and that it operates in an uncertain world. The title of its first official conference: "Monetary Policy-Making Under Uncertainty."
6. Why is credibility important to a central bank?
Interestingly, keeping interest rates high has done little to buoy the value of the euro. Rates have been so high for so long that growth will suffer, no matter how soon the ECB acts, Merrill Lynch & Co. predicts. This could drive the currency down about 10%, to record low levels of about 82 cents to the dollar, in the next three months.

A weaker euro, and the inflation it could spark, would make it even harder for the ECB to cut interest rates in Europe. But a weaker euro would make it easier for Alan Greenspan to cut U.S. interest rates further.

As in the past, the euro melts in the shine of the U.S. economy. Ernst Welteke, another ECB council member, attributes the recent euro fall not to the ECB's reluctance to boost growth by cutting rates, but to expectations of higher U.S. growth by the second half of next year.

7. Why would higher U.S. growth lead the value of the euro to fall?
What Mr. Welteke didn't say was that it's Mr. Greenspan's rate cuts that have created those expectations. "I'm not worried about the euro, but of course we will have to monitor the situation closely," Mr. Welteke says.

-- G. Thomas Sims
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 25, 27, 30 in Colander’s Economics and chapters in 9, 11, 14 in Macroeconomics.

Refer to chapters 24, 25, 26 in Frank and Bernanke’s Economics and chapters 12, 13, 14 in Macroeconomics.

1. The ECB would have to add reserves into the banking system by buying euro-denominated bonds with euros. Return to article.
2. The idea is that a larger economic area would mean that the international linkages would be a smaller part of the overall economy. A relatively large economy with fewer international linkages will not be as affected by business cycles in other countries for a number of reasons. One is that since exports would be a smaller percent of total GDP. Fluctuations in exports, therefore, would have a smaller impact on the domestic business cycle. There are also other international linkages, such as foreign direct investment, to consider as well. Return to article.
3. Slowdowns in the growth of income in Japan and the U.S. are depressing EU exports, a component of aggregate expenditures. If exports slow sufficiently, this will slow overall growth in the EU. Return to the article
4. Economists rely on the quantity theory of money to justify a central bank’s focus on inflation. The quantity theory of money begins with the equation of exchange: MV=PQ. The equation of exchange is made into the quantity theory of money—increases in money lead to increases in the price level—by assuming that the velocity of money (V) is constant, real output (Q) is given, and the direction of causation goes from left to right. Therefore, because the central bank can impact the money supply, it can have direct influence over the price level. Return to article.
5. A rate cut would tend to reduce the cost of borrowing for both consumers and businesses. The multiplier process would magnify increases in consumption and investment expenditures into a larger increase in total output. The effect of expansionary monetary policy on output is shown in the AS/AD model below.  
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Return to article.
6. Credibility is important to a central bank because it will affect its ability to fight inflation. If a central bank is perceived as saying that it is tough on inflation, but is not actually tough on inflation, people will continue to expect inflation in the future and negotiate future wage and price increases. Thus, by expecting inflation, inflation will come.  If, however, people believe that the central bank will work to lower inflation when it says it will, people will more likely not negotiate higher wage and price increases and inflation will not be as likely.  Return to article.
7. Higher U.S. growth means that those who invest in the U.S. will earn a higher return on their investment. People who invested in the EU will sell EU assets and buy U.S. assets. To do so, they will sell euros and buy dollars. The supply of euros will increase, lowering its price. This effect of an increase in the supply of euros on its price is shown in the graph below.
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