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DO YOU REMEMBER?

If you have read the Wall Street Journal from April 22nd to April 27th 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. Does Treasury Secretary Paul O’Neill believe the U.S. current account deficit is (a) an imbalance that constitutes a risk to the global economy, or (b) just doesn’t matter? Click for answer.
2. Cement prices in Mexico are very high compared to prices around the world, making it difficult for Mexicans to build homes. What is it about the market in Mexico that makes cement so expensive?  Click for answer.
3. Blockbuster is becoming more vertically integrated. Explain what they are doing to become vertically integrated. Click for answer.
4. What did economists Dale Jorgenson and Mun Ho report about productivity in the service sector in the late 1990s? Click for answer.
5. According to a recent article, rules of the global economy (such as labeling consumer items for genetic modification) are made in which city? (a) Washington, D.C., USA; (b) Brussels, Belgium, (c) Tokyo, Japan.  Click for answer.
6. Why is the group ATTAC an obstacle to fast-track authority for President Bush?  Click for answer. 
7. How important does Bill Gates believe the financial health of Microsoft is to the economic health of the global economy? Click for answer.
8. How can small independent record labels claim a project is profitable with sales of only 130,000 copies while large record labels need to sell 500,000?  Click for answer.
9. Why isn’t the United States as worried about a falling yen as it might have been a decade ago?   Click for answer.
10. According to a study by the Economic Policy Institute and the Center on Budget and Policy Priorities, what has happened to the income gap in the United States at the end of the 1990s? Click for answer.
11. Why are some parents saving their baby’s umbilical cords? Click for answer.
12. What are the “legacy costs” faced by steel firms? Click for answer.
13. How are we “losing the race with Bugs? Click for answer.
14. A recent WSJ article illustrates how higher incomes may not mean higher welfare. It gives the example of health in China. What health problem is on the rise in China that has come with higher incomes? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. Paul O’Neill believes the current account deficit just doesn’t matter.   (See “O’Neill Takes a Firm Stance on Trade Gap in G-7 Meetings” April 22, page A2.)
2. There are very few cement companies in Mexico. (See “A Cement Titan in Mexico Thrives by Selling to Poor,” April 22, page A1)
3. Blockbuster is financing the production of movies. They own some of the movies.   (See “Blockbuster Breaks Away” April 22, page B1.)
4. While annual productivity in the service sector fell lightly between 1973 and 1995, it has surged to 2% after 1995. (See “Big U.S. Service Sector Boosted Late 1990s Surge in Productivity” April 22, A2) 
5. Brussels, Belgium. (See “Increasingly, Rules of Global Economy Are Set in Brussels” April 23, page A1)
6. ATTAC (American Textile Trade Action Coalition) opposes some of the trade preferences granted to Caribbean countries in the textile industry. They are mounting grassroots opposition to free trade. (See “Fast-Track Faces Textile Tie-Up” April 23, page A2.)
7. He believes that Microsoft is at the center of a PC ecosystem. (See  “Gates Testifies in Defense of Microsoft as Federal Antitrust Trial Continues” April 23, page A2.)
8. Large record companies have a higher bureaucratic overhead (fixed costs) that must be spread over a larger sales to be profitable. (See “Courting the Aging Rocker” April 23, page B1.)
9. A falling yen means Japanese imports are cheaper in the United States. This makes Japanese products more competitive against U.S. products. This hurts the U.S. A falling yen, however, will help boost Japanese income, which means a larger demand for U.S. goods. Today, economists believe the weak Japanese economy is a greater concern than competitiveness of U.S. products.  (See “As the Yen Keeps Dropping, A New View of Japan Emerges” April 24, page A1.)
10. It has narrowed as incomes of the poorest have risen at a faster rate than the incomes of the richest. For the full report go to http://www.cbpp.org/4-23-02sfp.htm. (See “Income Gap Narrowed at End of ‘90s” April 24, Page A2)
11. The blood from the umbilical cord may be useful in treating later diseases. Parents must decide whether the $1,500 cost is worth the expected benefit when making this decision. (See “Banking On Umbilical Cords” April 24, Page D1)
12. Legacy costs are the costs related to health care, life insurance and pensions promised to retired steel workers.  These costs are making it difficult for U.S. steel firms to make a profit. (See “Retiree Costs Drive Big Change in Steel” April 25, Page A1)
13. Bacteria are becoming immune to the drugs that doctors prescribe. This has led some doctors to prescribe drugs less often. This article illustrates the fallacy of composition. It may be optimal for a doctor to prescribe a drug for an individual, but if all doctors prescribe it, over time bacteria will become immune to its effects and no one will have a drug to fight the bacteria. (See “Losing the Race with Bugs” April 25, page A2)
14. The risk of heart attacks and strokes is rising rapidly in China.  This has accompanied a more westernized lifestyle and diet. (See “Risk of Having Heart Disease Soars in China, April 25, page B1)
Return to Questions 
U.S. Economy Remains Fragile,
Despite Burst of Strong Growth

By GREG IP and ANDREW CAFFREY 
Staff Reporters of THE WALL STREET JOURNAL
The economy roared out of recession in the first quarter, but signs of fragility linger.

Profits, though improving, remain deeply depressed. Business pessimism is restraining capital spending and hiring. And the risk of higher oil prices caused by turmoil in the Middle East clouds the outlook.

1. State the definition of a recession in your textbook.
The economy grew at a 5.8% annualized pace in the first quarter, the fastest in two years. But more than half the growth came from businesses increasing production because they emptied warehouses and cut inventories so much last year.

That will give the economy a boost only temporarily. The vitality of the recovery depends on a rebound in business spending on equipment, software and buildings, and that fell at a 5.7% rate in the first quarter.

2.  How do you know the recession is over? Name the areas of aggregate demand that need to be strong to keep the economy in recovery.
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Signalling doubts about the economy's continued strength, investors pushed the Dow Jones Industrial Average down 124.34 points Friday to 9910.72, leaving it down 3% for the week and below 10000 for the first time in two months. The dichotomy between bullish economic report and bearish market reaction illustrates the continued strains in the economy. The recession that began last March appears to be over. But the optimism that greeted the first evidence of recovery is fading with the latest data that suggest much slower growth in the current quarter.

Many economic forecasters still predict the economy will grow a respectable 3% or better in the second quarter. But Nancy Lazar of New York research firm ISI Group, who is in the 3% camp, says the stock market is prompting doubts. "Corporate profits have turned but the stock market doesn't seem to have believed it," she said. The market is weaker than in any recovery since the 1970s. "Maybe it's telling us, going forward, that I'm overoptimistic on the economy."

3. Explain why the market’s response may be telling Nancy Lazar that she may be overoptimistic.

Astro Model Development Corp., an Eastlake, Ohio, manufacturer of products from automotive to medical devices, is delaying buying new inspection equipment until new orders, off 20% from last year, return to normal. "We've got it all picked out," said Rich Peterson, vice president of operations, "but we're just sitting back waiting before we spend the $100,000." His customers share the same hesitancy. Astro is the low bidder on three or four contracts where the customer is also reluctant to commit because "business isn't where it should be."

Businesses are also keeping a tight rein on hiring. Unemployment insurance rolls remain high. Help-wanted advertising fell in March. Automated Packaging Systems Inc., a Streetsboro, Ohio, maker of packaging machinery and materials, laid off 50 of its 800 employees in recent months and reduced this year's capital budget 10%.

When the temporary boost to the economy from rebuilding inventories abates, the recovery's momentum will depend on increasing final sales of products and services of all sorts -- consumer goods, government, housing, and business investment. In the first quarter, such final sales advanced at a modest 2.6% annual rate. Government spending surged 7.9%, led by the biggest advance in defense spending in more than 30 years. Consumer spending grew a healthy 3.5%, though down from the fourth quarter's pace. Investment in new houses and apartments surged 15.7%, aided by favorable weather.

4. Explain the connection between production and spending in the macro model. Why wouldn’t increased income lead to increased consumer spending?
Business spending, adjusted for changing prices, on hard-hit high-tech equipment and software rose 10.3%, recovering a bit of last year's deep declines. But other business spending, particularly on transportation equipment and buildings, was off. And there are signs that weakness will persist; orders for capital goods fell in March, the government said last week.

SBC Communications Inc. Chief Executive Edward Whitacre Jr. told shareholders Friday that capital spending this year will be less than its previously budgeted $9.2 billion to $9.7 billion. Last year, the San Antonio-based phone giant spent $12 billion.

All this is leading Federal Reserve officials to conclude they can take their time before raising short-term interest rates. Thomas Hoenig, president of the Federal Reserve Bank of Kansas, said in an interview last week, "I talk with [CEOs] fairly often and I'd say they're still fairly cautious."

Robert Parry, president of the San Francisco Federal Reserve Bank, told reporters last week that while economists have been "bowled over" by GDP growth, which represents the volume of goods and services produced in a quarter, "if you're a CEO, the number of units you sell is not as important. It's profit, and obviously profit is under tremendous pressure." Fed officials are also wary of unexpected shocks that could knock growth and confidence back, such as falling stocks or a spike in oil prices. "In light of questions raised about accounting practices and the problems in the Middle East, people are concerned about how well the equity market will perform," said Mr. Parry.

Though profits don't seem to be rising as much as stock prices had anticipated, they are rising, and that means a broad-based resumption of business investment may only be a few months away. "Once firms get over the earnings fear, there is going to be some pent up demand on investment," predicted Deutsche Bank economist Peter Hooper.

5. Why would the Fed think that it may raise interest rates?
With its order backlog up a third, Behlen Mfg. Co. expects to boost capital spending this year after cutting it by half in the previous fiscal year. The Columbus, Neb., maker of pre-engineered metal buildings and livestock equipment, is just starting its largest capital project in nearly two years: a $500,000 upgrade of its system for galvanizing steel. "Based on ... the business activity we're seeing through the spring time, we're pretty confident that the timing of that investment is going to be very beneficial," says Phil Rainmondo, chief operating officer.

One factor crimping profits is an inability to raise prices. Inflation as measured by the personal consumption price index, which the Fed prefers to the better-known consumer price index, rose just 0.6% in the first quarter from a year earlier, the lowest annual increase since 1961. That bolsters the conviction among many Fed officials that they have achieved price stability, adding to their patience about raising rates.

A premature move to higher rates could damp consumer spending. The University of Michigan said Friday its index of consumer sentiment fell to 93 in April from 95.7 in March, in part over worries about rising interest rates. (See full survey)

Indeed, while few economists expect it, a slide back into recession after a quarter of growth wouldn't be unprecedented. Such "double-dips" characterized the recessions of 1960-61, 1969-70, 1973-75 and 1981-82. But ISI's Ms. Lazar thinks the stimulus from last year's global interest rate cuts, lower oil prices and U.S. tax cuts and higher government spending make that unlikely.

-- Stephanie Steitzer contributed to this article.
Write to Greg Ip at greg.ip@wsj.com And Andrew Caffrey at andrew.caffrey@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapter 22, 23 in Colander’s Economics and Chapters 8, 9 in Macroeconomics.

Refer to chapters 8 and 9 in McConnell and Brue’s Economics and Macroeconomics.

1. The official definition of a recession is two consecutive quarters of declining real GDP. As you can see from the diagram real GDP hasn’t declined in two consecutive quarters. Return to article.
2. A recession is over officially when the NBER Business Cycle Dating Committee declares it to be over. But, because real GDP has risen, we can be pretty much assured that this recession is over. To secure the recovery, the components of aggregate demand: consumption, investment, government spending and net exports need to continue to rise. At least as a whole they need to rise. Return to article.
3. The stock market reflects future expected profits. Given that the stock market declined, investors believe future profits will be lower than previously expected. This is most likely caused by the fact that the rising real GDP was boosted mainly by increases in inventory, not increases in consumption or investment spending. Investors are worried that aggregate demand will falter.  Return to the article
4. In the circular flow model, the basis of the macro model, the flow of money derived from the sale of production is paid to owners of the factors of production, who then spend it on the goods and services produced. A leakage from income to spending is saving. If people are fearful of the future, they may save more, leading to lower consumer spending and eventually lower production and lower income. This circular flow is important when reading this article because it suggests that firms may be cutting employment, which will lead to lower spending and perhaps rising inventories and future declines in production. Return to article.
5. The Fed’s dual goals are full employment and price stability. The Fed recently went from a stance of lowering interest rates because of weakness in the economy to a neutral stance. The Fed would raise interest rates if it believes aggregate demand is growing so quickly that firms will raise prices and inflation will rise. Return to article.
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