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DO YOU REMEMBER?

If you have read the Wall Street Journal from December 4th  to 8th  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. According to Monday’s Outlook, what is the silver lining to the rising merchandise trade deficit that the U.S. has with Mexico?  Click for answer.
2. What sectors of the economy may have an overcapacity in production, which could slow the economy?  Click for answer.
3. How is a changing Fed prediction about the economy helping to promote George Bush’s plan to cut taxes? Click for answer.
4. Two reports in two sectors—construction and manufacturing were released last week. The two reports indicated divergent directions for the economy.  Which pointed down and which pointed up?   Click for answer.
5. How is the slowing U.S. economy affecting luxury Web retailers?  Click for answer. 
6. Are home sales cushioning a slowing U.S. economy or contributing to the overall slowdown?   Click for answer.
7. The European Parliament Committee is proposing a directive for mergers that would govern all EU mergers.  Does the directive threaten to make mergers more easy or more difficult than they currently are? Click for answer.
8. Is Japan’s economy at greater risk of high inflation or recession?  Click for answer.
9. What are some rice farmers in the Shanxiahu now cultivating that is making them millionaires? Click for answer.
10. How are some judges introducing competition in the process of attorney representation in class action suits? Click for answer.
11. Does the Beige Book by the Federal Reserve Bank point to (a) a recession, (b) a soft landing, or (c) strong growth?  Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. A rising trade surplus in services.  Growing exports of merchandise in Mexico are requiring greater brainpower that the U.S. can provide.   (See “Services May Lead U.S. to Trade Surplus” December 4, page A1.)
2. Automobiles and computers.  Not manufacturing, mining, utilities or airlines.  (See “Did Corporate America Go a Little Overboard with Spending?” December 4, page A1)
3.  The Fed is expected to change its forecast of the economy by increasing the probability of a sharp slowdown.  This helps promote Bush’s tax cut plan because a tax cut would help raise spending and counter the decline in output. (See “Fed Could Shift Its Economic Outlook” December 4, page A2. and “Greenspan Signals the Fed Will Abandon Its Tilt Toward Increasing Interest Rates” December 6, page A2)
4. The Commerce Department reported that construction spending rose 0.9 percent in October while the National Association of Purchasing Managers reported an index of manufacturing index of 47.7 in November.  A reading below 50 indicates contraction. (See “Manufacturers Struggle, While Builders Flourish” December 4, page A2)
5. Luxury web retailers have responded to slowing income growth by offering coupons and freebies (See “Luxury Sites Get Scrappy” December 4, page B1.)
6. Strong home sales are cushioning a slowing economy.  New home sales slipped just 2.6 percent in October following an 11.9 percent rise in September.  Go to the Commerce Department’s home page at http://www.doc.gov to read the full report. (See “October New-Home Sales Stayed Strong” December 6, page A2.)

7. Many are arguing that the directive will make mergers more difficult because it allows companies that are the target of a takeover to take defensive steps without shareholder consent.  (See “In Europe, A New Storm Over Takeover Rules” December 5, page A21.)
8. A slowing U.S. economy and high government debt that is making government reduce spending threatens to push the Japanese economy into recession.  (See “Japan’s Economy Could Be Headed for Yet Another Dip” December 6, page A21.)
9. Fresh-water pearls. (See “From Rice to Pearly Riches,” December 6, page B1.)
10. They are seeking bids from lawyers to represent the class action at the lowest cost.  (See “To Rein In Fees, Some Judges Ask Attorneys to Bid” December 6, page B1.)
11. (b) a soft landing. Go to the Federal Reserve Bank’s home page at http://www.federalreserve.gov to read the full Beige Book.  (See “Survey by Fed Points to a ‘Soft Landing’” December 7, page A2)  
Return to Questions 
Chinese Farmers Enjoy the Good Life
Turning Rice Paddies into Pearl Ponds

By KAREN MAZURKEWICH 
Staff Reporter of THE WALL STREET JOURNAL
SHANXIAHU, CHINA -- In his rumpled jacket and mud-encrusted boots, Zhan Tianhao looks like one of the local rice farmers. Only this Chinese peasant jumps into a new four-wheel-drive truck to survey his fields and displays a Rolex on his wrist.

Mr. Zhan no longer harvests rice, but pearls -- a crop that has catapulted him into the ranks of Shanxiahu's newly rich. His story is being repeated across this town of 28,000, as one farmer after another turns a rice paddy into a pearl pond.

1. Which is lower for Mr. Zhan? The opportunity cost of producing rice or the opportunity cost of producing pearls? How do you know?
The movement is transforming this formerly poor backwater in eastern China. Large houses with turrets and pink and blue trim are springing up across the countryside, dwarfing the gray, mud-brick homes that many peasants still live in. Mercedes-Benzes are now a common sight on the dirt roads. Residents have begun to refer to their town as the "millionaires' club."

"It's the great China pearl rush," says James L. Peach Sr., an American shell and pearl trader who has been coming to Shanxiahu, south of Shanghai, since the mid-1970s. "It's contagious; it's moving from one farm to the next."

It's also moving markets. In the early '70s, Japan, which invented the cultured pearl, controlled over 90% of the business. Freshwater pearls such as those farmed in China, usually using mussels instead of Japan's oysters, barely registered on the industry Richter scale. Last year, though, China churned out more freshwater pearls than Japan did its sea water variety, known as Akoya -- $170 million worth to Japan's $131 million. In the past five years, sea water-pearl production overall dropped in value to $490 million from $830 million.

2. Using the details from the article above, graphically show the effect that the emerging freshwater pearl market has had on the market for sea-water pearls.
	
 


Squatting on the bank of his pond here, Mr. Zhan deftly cracks open a mussel and scoops out the innards. Mixed in within the gooey mess is a fistful of multicolored gems, which he unceremoniously dumps into a plastic bag.

Shanxiahu's pearls -- big, lustrous and purple-hued -- are a hit among Asian women and designers looking for "fancy" gems to please a younger market, says Ricky Cheng, who runs the Hong Kong wholesaler Man Sang Jewellery Company.

Just two years ago, they sold for about a third the price of the famed Tahitian black pearls. At trade shows this year, the larger freshwater gems from China (10 millimeters and up) have been fetching the same as their Tahitian cousins -- between $70 and $100 per pearl. That rising demand has turned the social order upside down in Shanxiahu, where more than half the residents are in the pearl business.

He Xiaofa never finished high school, but he is the richest man in town, with an estimated worth of $12 million. He drives around in a Mercedes and entertains himself with a large flat-screen TV. Upon request, he pulls out a round pearl the size of a small, pinkish marble and passes it around. He says he's been offered $35,000 for it, but won't sell.

3. Show using standard supply and demand curves what has happened to the market for freshwater pearls.  What accounts for the change?
Mr. He's father, who was among the first generation of pearl farmers in Shanxiahu, wasn't so fortunate. In the 1970s he worked on a state-run rice farm, and "like most families in the region he needed some extra money," says the son. So, on a plot of land not farmed by the state he dug a little pearl pool. It was a bust: Most of the mussels died, and he had no idea where to sell the pearls he did cultivate. They were small, irregularly shaped and wrinkled.

Even into the early 1980s, dealers derisively referred to Shanxiahu pearls as "Rice Krispies." For farmers, harvesting the gems was no more lucrative than growing rice.

Mr. He helped change that. He began experimenting with new mussel species, more efficient techniques to "seed" the mollusks with the impurities that prompt them to create pearls, and better food. That did the trick. In 1985, he was harvesting a few pounds of pearls a year; today, his ponds yield four to five tons annually.

4. What does Mr. He’s experience suggest about the process of innovation?
While his business is global -- his pearls wind up on the necks and earlobes of women from New York to Tokyo -- his business practices aren't exactly state of the art. Faxes from New York gem wholesalers looking for pearl producers are stuffed into a drawer in his living room. Mr. He's wife pulls one out for a visiting translator to decipher. It was sent a month ago and the wholesaler had scrawled "Third Time" on the bottom.

Not that Mr. He is groping for a strategy. His aim: Keep up production. Last year, he seeded his pond with extra mussels and expects a bumper crop of large pearls in 2003.

But traders like Mr. Peach fear that without some self-restraint, Shanxiahu's farmers will flood the market. By his forecast, China's production will grow to 10,000 tons -- from the current 650 -- by the end of the decade. "Pearl prices will drop," Mr. Peach predicts ominously. In seven years, he says, a strand of large freshwater pearls will sell for $200, a fifth of what it goes for today. Already, many wholesalers blame the oversupply of the eight-millimeter-plus diameter Chinese variety for contributing to the recent slide in the price of pearls from the South Sea and Tahiti.

But in China's fast-track capitalism, it's not easy to slow down. "Everyone wants a pearl farm," says 57-year-old Zhan Shan Jun, another former rice farmer who switched to gems and is so bullish about his new venture that he recently broke ground on a four-story house.

5. What does the article suggest about the current market structure for pearls? If you judged the market structure by looking at the dynamics, would your answer change? How?
How will pearl farmers cope if prices fall? Wang Jianwu, director of Moonlight Pearl (International), which owns and manages five farms with another Shanxiahu company, offers two possible strategies: release fewer pearls onto the market, or produce more gems to make up for the price drop with volume.

6. Will the market structure determine which strategy Wang Jianwu will follow? How?
The latter, of course, carries a risk: Freshwater pearls could lose their luxury appeal. In Shanxiahu, that's already happening. "Pearls are everywhere here -- they are common, not special," says the wife of one millionaire farmer. "I only wear a Rolex."

Write to Karen Mazurkewich at karen.mazurkewich@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 1, 21, 23 in Schiller’s Economics and chapters 1, 6, 7, and 8 Microeconomics for help when answering these questions.

Refer to chapters 1, 8, 13, and 14 in Colander’s Economics
1. Opportunity cost is the benefit foregone by undertaking an activity. The opportunity cost of producing rice for Mr. Zhan is the profit he would have earned if he had produced pearls. The opportunity cost of producing pearls for Mr. Zhan is the profit he would have earned if he had produced rice.  Because Mr. Zhan chose to produce pearls, it must be that the opportunity cost of producing pearls is lower than the opportunity cost of producing rice.  The rational choice is to produce those goods with the lowest opportunity cost.

 Return to article.
2. Fresh-water pearls are a low-cost substitute for sea-water pearls.  The rise in the fresh-water market has reduced the demand for sea-water pearls.  The demand curve for sea-water pearls shifts to the left. Lower demand results in a lower market equilibrium price and lower equilibrium quantity.  This is consistent with the details of the article that reports a decline in gross sales of sea-water pearls.  The loss in revenue is shown by the yellow shaded region in the graph below.
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  Return to article.

3. The demand for fresh-water pearls has shifted to the right.  This has increased their price and increased the quantity sold.  What accounts for this change is changing tastes.
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   Return to the article.
4. The process of innovation is in part a process of learning by doing.  Mr. He found methods that improved pearl production through trial and error. Return to article.
5. I would say that the market is less than competitive because it appears that pearl farmers are earning quite a large profit. Price is above average total cost only in a market in which firms have some monopoly power.  The fact that new firms are entering the market, however, suggests that the market is competitive.  It could be that the market is just not in long-run equilibrium where price equals marginal cost and economic profit is zero.  As more and more firms enter the market, the market will become more competitive.  Return to article.
6. In either case, his best strategy is to produce where marginal cost equals marginal revenue. This will maximize profit. If the market is perfectly competitive, that will most likely mean producing where marginal cost equals price (marginal revenue). This will most likely be a greater level of production than if he is able to keep other firms from entering the market. In this case, the market is closer to a monopoly.  He will want to restrict production until the marginal cost of producing another pearl equals the marginal revenue he receives from selling that pearl.  He will be able to sell that pearl at a price that is higher than marginal cost. Return to article.
Return to Top
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