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DO YOU REMEMBER?

If you have read the Wall Street Journal from March 25th to 29th 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. In Monday’s Outlook, what does the “Wal-Martization” of the U.S. economy refer to? Click for answer.
2. What U.S. trade restrictions is Canada seeking to redress?  Click for answer.
3. How is Japan reforming its education system to produce “people who can create new things, to rise to new challenges, and to think of how to produce results on their own?” Click for answer.
4. Name one reason analysts give why they believe the value euro is set to rise against the dollar. Click for answer.
5. What Asian country is AOL Time Warner targeting to gain an Internet foothold because it is densely-populated and has a large middle class of English-speaking professionals? Click for answer.
6. One of the benefits of stock options for employees is that employees have a greater incentive for the firm to succeed. What is one of the downsides of stock options?  Click for answer. 
7. Which two of the following companies, together, control 98% of the market for TV-game consoles: (a) Microsoft, (b) Nintendo, (c) Sony, (d) AOL Time Warner? Click for answer.
8. What best characterizes the Central Bank Governor of Japan’s belief about how to get Japan out of its decade-long slump: (a) easier monetary policy, (b) bailout by the IMF, (c) let indebted companies go bankrupt?  Click for answer.
9. What recent move has Microsoft made to compete against fast-growing Linux operating system on college campuses?   Click for answer.
10. How are shifting consumer values creating an “hourglass” effect? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. The “Wal-Martization” of the U.S. economy is the practice of discount retail pricing and extracting ever lower prices from suppliers. It is referring to the current U.S. economy of very little upward price pressure.   (See “Pricing Power: Lost But Not Forgotten?” March 25, page A1.)
2. The U.S. recently imposed duties averaging 29% on imported Canadian softwood. (See “Canada To Join Nations Challenging U.S. Trade Moves” March 25, page A2)
3. It is reducing the school week and reducing the amount of material taught in some subjects by 30% to allow time for students to understand what they are learning better.  (See “Rethinking How Japanese Should Think” March 25, page A12.)
4. Any one: (a) stronger global economies, (b) faster European growth, (c) lower European interest rates in the future, (d) corporate restructuring in Europe, (e) high U.S. current account deficit. (See “Why the Languishing Euro May Be Set for a Comeback” March 25, A14) 
5. India. (See “Internet Pioneer in India Grows by Targeting Middle Class, Tech Firms” March 25, page B1)
6. Employees have the incentive to make stock prices rise in the short run, perhaps through questionable means and without regard to the long-term health of the firm. (See “Stock Options Come Under Fie in Wake of Enron’s Collapse” March 26, page A1.)
7. Nintendo and Sony. (See  “In Battle for the Future, Microsoft Must Woo Japan’s Game Makers” March 26, page A1.)
8. c. (See “In Mr. Hayami, Japan Has a Central Banker Who Can Say No” March 27, page A1.)
9. It is sharing millions of lines of source code. Most academic research is based on open-source technology such as Linux.  (See “In Concession, Microsoft to Share Some ‘Source Code’ with Students” March 27, page B1.)
10. The middle market for consumer goods is disappearing. For many goods such as cars and VCRs, the options are low-priced products for price-sensitive consumers and high-end luxury items. Many middle-class people are buying up into the luxury class items. (See “Middle Market Shrinks as Americans Migrate Toward the High End” March 29, page A1)
Return to Questions 
Why the Floundering Euro 
May Be Set for a Comeback

By MICHAEL R. SESIT 
Staff Reporter of THE WALL STREET JOURNAL
LONDON -- The long-mighty dollar is starting to look a bit more vulnerable.

Despite generally good news about the U.S. economy, the dollar has slipped against the euro in the past seven weeks. In late trading in New York on Friday, the euro was quoted at 87.7 U.S. cents. The dollar "is dancing to an unfamiliar tune," says Anne Parker Mills, a currency economist at Brown Brothers Harriman & Co. in New York. "Bad news is bad news, and good news is bad news too."
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1. Draw a supply and demand curve for euros being careful to label the axes. Show the equilibrium price of euros as stated in the article. What does the supply curve represent? What does the demand curve represent?
Of course, the dollar is still cruising at a lofty altitude. It is 66% above its 1995 lows against European currencies (using the German mark as a proxy for the period before the euro's launch in 1999). And most euro bulls aren't raging bulls. "An imminent U.S. dollar collapse is unlikely," says Robert Sinche, head currency strategist at Citibank in New York. Citibank sees the euro at 91 cents in three months, 93 cents in six and 96 cents a year from now.

He and others cite a variety of factors supporting the rising-euro thesis:

The U.S. economy is on the mend. History shows that it isn't uncommon for a weakening dollar to coincide with strong U.S. growth and stock-market rallies, says Michael Metcalfe, a senior strategist at State Street Bank in London.

That's partly because stronger growth gives investors the confidence to sell the U.S. bonds they bought as a haven in bad times. "Money parked in the U.S. as a refuge will likely move out if global growth surges," says Greg Jensen, a senior research associate at money managers Bridgewater Associates in Westport, Conn.

The European economy seems to be recovering, too, albeit more slowly than that of the U.S. "Faster euro-area growth will underpin European financial assets, which are cheap by global standards," says James Lister-Cheese, an economist at investment consultants Independent Strategy in London. "In contrast, U.S. stocks are expensive on virtually all counts."

2.  How would U.S. growth lead to a higher euro? Demonstrate graphically.

Interest rates may favor the euro. Noting that inflation in the 12 countries that use the euro is receding toward 1% from 2.4% currently, Mr. Lister-Cheese and others say the European Central Bank can cut rates by half to three-quarters of a percentage point. In contrast, the Federal Reserve this week signaled that it is through cutting U.S. rates. Because bond prices tend to rise as interest rates fall, euro advocates argue that should make European bonds relatively more attractive.

3. What factor would lead to a higher euro—lower European interest rates compared to U.S. interest rates or falling European interest rates?
There are signs of restructuring in Europe that could attract more investment to the euro zone. Mr. Lister-Cheese cites plans to create a single European market for financial services by 2005. He also notes that an aging population makes the privatization of pension programs "an absolute imperative. Governments are going to come under increasing pressure to provide tax relief for individuals who want to save for their own retirement rather than depending on the state," says Mr. Lister-Cheese. "Then individuals will be at liberty to invest in financial assets they best consider to fulfill their pension interests."

4. Why would EU restructuring lead to a higher euro? 

The U.S. current-account deficit may drag the dollar down. A broad measure of trade in goods and services plus certain financial transfers, the current account last year showed a deficit of $417.4 billion, or 4.1% of U.S. gross domestic product, the total output of goods and services. By 2006, Goldman Sachs economists predict it will bloat to 6.5% of GDP.

For years, the deficit has been financed by foreign purchases of U.S. companies, plant and equipment, as well as of U.S. stocks and bonds. When one funding source faded, another filled the gap. Now those flows are ebbing. Also, "we're no longer seeing the flight from the emerging-market asset class into the U.S. dollar," says Michael Lewis, director of currency research at Deutsche Bank in London. "The final risk is that with the Fed tightening interest rates, that may reduce the amount of bond inflows into the U.S."

5. How does a high current account deficit place pressure on the euro to rise in value?
Not everyone buys this story. David Gilmore, a partner at Foreign Exchange Analytics in Essex, Conn., scoffs at the "current-account Quixotes" who envision a scenario in which a foreign retreat from U.S. markets triggers sharply rising U.S. interest rates, a tumbling dollar and falling share prices. He argues that overseas investors are drawn to the higher expected rates of return on U.S. investments. Meanwhile, oil prices have been rising, and that trend usually favors the dollar. The U.S. is less dependent on imported oil than Europe or Japan; and oil-producing countries tend to recycle their petrodollars by purchasing U.S. securities.

Independent Strategy's Mr. Lister-Cheese recognizes that there are risks to his stronger-euro scenario, not least the fact that euro bulls have gotten it wrong for three years in a row. "But the euro's biggest challenge to date -- pervasive cynicism about its viability -- may turn out to be its key advantage this year," he says. "Even a small shift in perception could make a big difference to the world's least-loved currency."

Write to Michael R. Sesit at michael.sesit@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapter 31 in Colander’s Economics and chapter 15 in Macroeconomics.

Refer to chapter 6 in McConnell and Brue’s Economics and Macroeconomics.

1.   The market for euros is shown below. The equilibrium price is 87.7 U.S. cents per dollar.  The supply of euros represents euros that people in the EU (or others holding euros) are offering to sell in exchange for foreign currency. They want to sell euros either to purchase foreign goods or to invest in foreign countries. The demand for euros represents foreigners who want to sell their currency in exchange for euros either to buy EU products or invest in the EU.
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2. 
As U.S. income rises, the demand for imported goods rises. Because U.S. citizens must pay for their imported goods in foreign currency, they must increase their demand for euros (if the products are from the EU). This is shown by a shift in the demand curve to the right, raising equilibrium price as shown below.
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3.  It is falling interest rates that would lead to a higher euro. Bond traders, expecting interest rates to fall (their price to rise) would buy more euro-denominated bonds with the expectation of selling them when their prices rise. This would raise the demand for euros, raising their exchange rate value. Lower EU interest rates—an interest rate differential—would likely lead to a falling euro because investors, looking for the highest return for their investment would choose those bonds with the highest interest rate. Return to the article
4. To the extent that restructuring increases the efficiency of the market and businesses, the returns to investment will rise. This will increase the flow of funds into Europe, increasing the demand for euros, and therefore their price. Return to article.
5.
A current account deficit means that the value of the goods and services Americans are purchasing from foreign sources is greater than the value of goods and services foreigners are purchasing from the U.S. To the extent that this is rising, the supply of dollars is shifting to the right, putting downward pressure on the value of the dollar, which is also upward pressure on the euro relative to the dollar. Return to article.
Return to Top









_1079179254.bin

_1079179635.bin

