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DO YOU REMEMBER?

If you have read the Wall Street Journal from November 20th  to 24th  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. Richard Peach and Charles Steindel of the N.Y. Fed have designed a measure of the personal saving rate that differs from they government’s official measure.  Specifically they, count capital gains, dividends and other sources in total income. The U.S. personal saving rate according to the Peach and Steindel is about (a) 3 percent, (b) 5 percent, (c) 10 percent.  Click for answer.
2. Is Germany’s postal company, Deutsche Post a monopoly?  Click for answer.
3. How has the change in the value of the euro over the past year affected foreign purchases of European real estate purchases? Click for answer.
4. A French judge ordered Yahoo! to remove a type of product from its on-line auction in France. What type of product is this?   Click for answer.
5. According to a survey of economic forecasts conducted by the Federal Reserve Bank of Philadelphia, do economists expect inflation to rise or fall in 2001?  Click for answer. 

6. Is the U.S. trade gap getting bigger or smaller?   Click for answer.
7. What are baseball salaries doing to the cost of insuring Major League baseball players? Click for answer.
8. Who has become a major competitor for Dixon Ticonderoga in the last 10 years, maker of pencils in the United States?  Click for answer.
9. Did the University of Michigan’s report of consumer confidence bode well or ill for retailers this holiday season? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. c. 10 percent.   (See “Consumers to Show Holiday Spirit” November 20, page A1.)
2. Yes. It’s government-granted monopoly expires in 2003.  (See “When Germanys Open the Mail, They Get Message on Capitalism,” November 20, page A1)
3.  The 30 percent decline in the value of the euro has made European real estate much more affordable to foreigners.  This has increased demand for European real estate. (See “Land Rush in Europe” November 20, page B1.)
4. The sale of Nazi memorabilia is prohibited in France.  A French judge may order Yahoo! to remove the sale of such items from its auction. (See “Can France Bar Yahoo! Sales of Nazi Items?” November 20, page B1 and “Yahoo! Ordered To Bar the French from Nazi Items” November 21, B1)
5. Economists are forecasting annual inflation to slow to 2.7% next year. They also expect the economy to grow at an annual rate of 3.3% next year. (See “Feast Will Go On, Say These Economists” November 21, page A2.)
6. It’s getting larger.  In fact, it rose to a record $34.5 billion in September. Go to the Commerce Department’s home page at http://www.doc.gov to read the full report. (See “Trade Gap Widened by 15% in September” November 21, page A2.)

7. Skyrocketing baseball salaries are increasing the premiums teams must pay to insure players against injury.  The policies pay a player’s salary if he is unable to play after a serious injury.  (See “Baseball Salaries May Hit a Wall: Insurance Costs” November 22, page B1.)
8. Cheaper imports.  (See “Hit Hard by Imports, American Pencil Icon Tries to Get a Grip” November 24, page A1.)
9. The University of Michigan’s consumer sentiment index rose in November. This is good news for retailers. (See “Steady Consumer Confidence May Pay Off for Retailers,” November 24, page A2.)
Return to Questions 

Trade Gap Widened by 15% in September
As Economic Growth Overseas Trails U.S.

By MICHAEL M. PHILLIPS 
Staff Reporter of THE WALL STREET JOURNAL
WASHINGTON -- The trade deficit exploded to a record in September, as Americans continued to soak up imported goods and U.S. exporters were hurt by damped economic growth overseas.

The gap between exports and imports hit $34.3 billion, almost 13% wider than economists had expected for the month and 15% larger than the revised $29.8 billion deficit posted in August, the Commerce Department reported.

The result of weaker exports is slower overall growth in the U.S., with economists now estimating that gross domestic product rose at a 2% annualized rate in the third quarter of the year, not the 2.7% the government previously had calculated. That would be the slowest growth rate since the U.S. economy limped ahead 0.8% in the second quarter of 1995.
1. List the four major components of total output and explain why weaker exports would lead analysts to predict slower growth for the United States. Demonstrate your answer using the AS/AD model.
Nonetheless, the U.S. economy grew at an estimated 5.2% rate for the year ended Sept. 30. And even the reduced third-quarter pace in the U.S. is stronger and more consistent than the growth rates of its big overseas business partners. European growth has slowed recently, while Japan's perennially sluggish economy still hasn't gotten much traction.

"You have U.S. growth continuing to outpace the rest of the world," said Gerald D. Cohen, senior economist at Merrill Lynch & Co. in New York, adding, "If we grow faster than our major trading partners, we'll pull in more imports than we export."

2. Explain why Mr. Cohen’s statement about the relationship between relative growth rates and exports and imports is true.

 

While economists caution that monthly figures can fluctuate wildly, there is a longer-term trend toward trade imbalances that could eventually put downward pressure on the value of the dollar. A University of Michigan study released this week predicts that the U.S. trade deficit will hit an all-time high of $373 billion this year, and continue surging to $523 billion by 2003.

3. Why would a greater trade deficit put downward pressure on the value of the dollar?  What factors are keeping the value of the dollar from falling?
Such looming deficits aren't much of a problem as long as foreigners are willing to finance them by investing in U.S. companies, securities and other assets. For the moment, foreigners seem to consider the U.S. economy the best bet around. But should Japanese and Europeans lose confidence in U.S. investments, they might direct their money elsewhere, driving up interest rates in the U.S., sinking the dollar, pushing up inflation and bringing on a recession.

4. How could loss of confidence in U.S. investments drive up interest rates, lower the dollar, push up inflation and bring on a recession?
U.S. policy makers have a brighter picture in mind. They hope the deficit will narrow gradually and painlessly -- not sharply and disastrously -- as foreigners buy more U.S. goods and services and a reasonable slowdown here curbs Americans' appetite for imports.

So far, however, neither scenario has played out. The U.S. economy has slowed, but Americans continue to shop freely. Foreign growth has been disappointing, so Europeans and Japanese aren't running to buy U.S. goods and services. But the U.S. economy is still attractive to foreign money, so the dollar has remained relatively strong against the euro and the yen.

In sum, many economists believe that so far the trade deficit has helped bring about a welcome cooling of an overstimulated economy, but hasn't been enough to bring about the dreaded recession scenario.

5. According to economists, has the effect of the widening trade gap been positive or negative for the U.S. economy? Explain your answer.
"We're still on pace for a soft landing," said Christopher J. Wiegand, an economist at Salomon Smith Barney in New York. "This isn't anything for the hard-landing crowd to point to and say, 'I told you so.' "

Imports grew 3.1% in September -- after a 1.1% gain in August -- as American consumers and businesses continued their buying spree. "Although you're seeing a slowdown in GDP growth, and we think it's going to be even slower … consumer spending remains healthy," said Mr. Cohen of Merrill Lynch.

High oil prices also jacked up the country's import bill.

Exports, on the other hand, fell 0.7%, after jumping 3.5% in August. Auto makers took the biggest hit as their foreign sales plunged 7.3%.

Write to Michael M. Phillips at michael.phillips@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 5, 10, 18 in Schiller’s Economics and Macroeconomics for help when answering these questions.

Refer to chapters 23, 25, 32 in Colander’s Economics and chapters 7, 9, 16 in Colander’s Macroeconomics.

1. The four major components of national income (also called total output) are consumption, investment, government spending and net exports.  Increases in any one of these components raise total output (increase growth), while decreases reduce total output (reduce growth).  Because net exports are exports less imports, a decline in exports will contribute to lower total output.  In the AS/AD model shown below, lower exports shift in the AD curve to the left.  The AD curve shifts to the left by the expenditures multiplier times the reduction in exports.  Because the price level is assumed to be fixed in the graph below, total output falls by expenditures multiplier times the reduction in exports.
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 Return to article.
2. Exports depend in part on foreign income.  Other things equal, when foreigners have more income, they will demand more of all goods, including U.S. goods, and exports will rise.  Likewise, other things equal, when domestic income rises, U.S. citizens will demand more of all goods, including foreign goods, and imports will rise.  Therefore, if U.S. income is rising faster than foreign income, we would expect imports to rise more quickly than exports.  Return to article.

3. The supply of  U.S. dollars originates with American’s desire to purchase foreign currency to purchase foreign goods, services and assets. Therefore, greater demand for imports translates into greater supply of dollars.  In the standard supply and demand model, this is shown as a shift to the right in the supply curve for dollars, which puts downward pressure on its price.  The demand for U.S. dollars originates with foreigner’s desire to purchase U.S. currency needed to purchase U.S. goods, services and assets.  A decline in the demand for U.S. exports, therefore shifts the demand for dollars to the left further reducing the value of the dollar.  Offsetting the downward pressure on the value of the dollar is foreign demand for U.S. assets, which shifts the demand for dollars to the right.   Return to the article.
4. Loss of confidence in U.S. investments would reduce the demand for U.S. investments (such as bonds).  Other things equal, this would lower the price of such investments (such as bonds).  This means interest rates will be higher (the price of bonds and interest rates inversely related).  Higher interest rates will raise the cost of borrowing and reduce investment by firms and consumption by households, which will lead to lower total output and possibly a recession.  Lower demand for U.S. assets, by reducing the demand for dollars, will also put downward pressure on the value of the dollar.  A lower dollar means that U.S. citizens will have to convert more U.S. dollars to buy the same amount of foreign currency.  That is, the U.S. price of imported goods will rise, contributing to higher domestic inflation. Return to article.
5. According to economists, the decline in net exports (widening trade gap) has helped to offset increases in other components of total output, keeping the economy from growing too quickly.  The widening trade gap, because foreign demand for U.S. assets has remained strong and kept the dollar from falling, has not resulted in higher U.S. inflation.  Overall, the widening trade gap has been a positive factor for the U.S. economy.  Return to article.
Return to Top
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