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DO YOU REMEMBER?

If you have read the Wall Street Journal from November 22nd  to 26th  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. Has the U.S. dollar been depreciating or appreciating in value recently? Click for answer.
2. What is the ‘skills gap’ that is leading to labor shortages in the United States? Click for answer.
3. In what U.S. sector will imports equal or exceed exports for the first time since the 1950s.  Click for answer.
4. What are the proposals the column “Political Capital” lists to solve the Social Security problem?  Click for answer.
5. What is the anticipated effect of the elimination of garment quotas: clothing manufacturing will be done in fewer or more nations?  Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. It has been depreciating. (See “As Dollar Falls, Washington Sends Mixed Signals” November 22, page A1.)
2. The skills gap is the mismatch between the skills of workers and the skills needed by firms.  (See “Labor Pains: Closing the ‘Skills Gap’ ” November 22, page A2)
3. Farm products. (See “U.S. Farm Product Imports to Match Exports in 2005” November 23, page A2)
4. Adjust the initial benefit by the rate of price inflation instead of wage inflation, increase the retirement age, or increase the limit on income subject to Social Security payroll taxes. (See “A Spectator’s Guide to Possible Changes in Social Security” November 23, A4) 
5. Fewer nations because the quotas limited imports by country. (See “Garment Traders Seek New Roles as Quotas End” November 26, page B1)
Garment Traders
Seek New Roles
As Quotas End

By MEI FONG 
Staff Reporter of THE WALL STREET JOURNAL
November 26, 2004; Page B1
HONG KONG – Diana Zissis flips open a pink floral shirt to show a contrasting striped lining, a touch echoed in the fuchsia-striped cuffs. "See that? That's quality, that's detail," says the merchandising manager for Li & Fung Ltd., stroking the satin logo on the placket, an elegant scroll that reads "Levi's Signature."

In spring, the shirt will appear in stores including Wal-Mart and Target for about $14. It's a symbol of the billion-dollar garment-sourcing industry's struggle to reinvent itself. The shirt is being made under a license from Levi Strauss & Co. by Li & Fung, a Hong Kong middleman that is edging closer to the retail front line to avoid ending up in history's remainder bin.

For decades, Hong Kong's traders and sourcing agents grew rich by helping retailers shop around the world for clothing makers, a tortuous process that was complicated by global quotas.

1. What are quotas? Demonstrate graphically their effect on the price and quantity of imported goods.
These quotas meant that a country such as Vietnam could export only a certain quantity of, say, men's cotton pants to the U.S. each year. With individual export limits imposed on dozens of nations for hundreds of items of clothing, the result was a nightmare of complexity. The middlemen arose to help big retailers navigate the maze.

 But those quotes are set to expire Dec. 31 under a World Trade Organization agreement. The result, experts say, will be that clothing manufacturing will be done in far fewer nations – with China expected to be the big winner. That means retailers will begin to source many of their clothes directly from manufacturers, which could cut the Hong Kong middlemen out of the loop.

2. What will determine which countries will be left producing garments after quotas are removed?  
To survive, these companies are venturing into new, possibly risky territory. Some have gone into sourcing household and electrical items. Others are turning into factory cops, offering auditing and compliance services, such as certifying whether Asian plants meet fair-labor standards. Still others, such as Li & Fung, are buying or licensing fashion brands.

It isn't clear whether any of these strategies will help these companies sustain growth. Those moving into nongarment sourcing, for example, must develop a much wider range of expertise in items as diverse as lawn mowers and lamps. Middlemen going into the compliance business will have to contend with similar, in-house services run by retailers wary of placing their reputation in third-party hands, says Ann Chen, retail analyst at Boston-based consulting firm Bain & Co.

To be sure, the complexities of the fashion industry, as well as the increase in global outsourcing, will leave some sort of a role for apparel-sourcing agencies. What's more, moves by U.S. textile trade groups are likely to ensure some quota protections linger, possibly until 2008. But even traditionalists acknowledge that in the long run, the apparel sourcing pie is shrinking, with agents working harder to earn the same amount of commission.

"The golden era is past," says Douglas Sheridan, managing director of Hong Kong-based Lark International Apparel Ltd., a unit of Lark International Holdings Ltd. that sources for U.S. retailers including Lane Bryant and Bloomingdale's, and is now branching into retail stores and design. "Unless you make the moves to provide the source with value, then you're finished."

The current system came into being after the U.S. instituted global textile and apparel quotas in the early 1970s to protect domestic companies. Quotas that allowed limited access to the lucrative U.S. market were doled out to different countries and either parceled out by their governments or auctioned off. The process adds an estimated 20% to the cost of garments, and $14 billion a year to the prices paid by American consumers, according to a U.S. International Trade Commission report.

3. What costs does the 20% refer to? Considering this factor alone, would you expect the prices of these goods to decline by 20%? Why or why not?
All this created a space for Hong Kong's garment middlemen to thrive, as they hop-scotched around the world moving raw materials and partially assembled garments to plants located in countries that hadn't yet reached their annual quotas. There are thousands of these trading firms operating in Asia, with the top 100 firms generating some $50 billion in sourcing dollars, estimates Mohan Komanduri, director at retail consulting firm Kurt Salmon Associates.

With the impending end of the quota system, industry bellwether Li & Fung's move into branded garments is being closely watched by competitors. Aside from its agreement with Levi Strauss to design, manufacture and market Levi's Signature tops -- going well beyond its former supply-chain role for clothing -- the publicly traded company also has signed licensing agreements to make bath products under the Royal Velvet and Cannon brands and plush toys under the Disney label.

Li & Fung President Bruce Rockowitz says these "rent-a-brand" strategies will help the company develop design capabilities as well as crucial relationships with retailers like Wal-Mart Stores Inc., which increasingly are sourcing their apparel in house. In time, this could lead to the outright acquisition of some brands, he says, although "there'll never be a Li & Fung brand. We'd like to be like the Intel or Pentium inside computers."

Li & Fung, which has annual revenue of $5 billion, says its sourcing expertise gives it an advantage in producing better-quality products, often at lower prices. Rick Darling, head of Li & Fung's U.S. division, says the company plans to lower the retail prices of men's shirts it makes under the Levi's Red Tab label by about 10%. The Royal Velvet line of towels and other bath goods, which had been made in the U.S. by the Pillowtex Corp., is now sourced overseas since Li & Fung took it over. This has enabled Li & Fung to upgrade the quality, such as by making towels out of softer, longer-fiber pima instead of American cotton, says Li & Fung. It declined to disclose sales figures for the new labels, which are hitting stores this fall and will be launched in full force early next year.

4. Who is made better off by the movement of production to lower-cost countries? Who is made worse off?  
Not everyone is convinced the new strategy will work. Traditionally, sourcing companies' role was limited to getting products made and shipped. In its new role, Li & Fung must design the product, forecast trends, find retail space and market the product. "They know the sourcing part of it; they don't have front-end structure," says Mary Kwan, senior vice president at sports-apparel label Quicksilver. "The jury's still out."

Even so, other middlemen also are diversifying. Lark International Apparel is now helping clients with design headaches; it was behind a decision by womenswear label Terry John, sold in Saks Fifth Avenue stores, to update a classic Chanel-type alpaca mohair jacket for fall by adding appliqué details on bell-shaped sleeves. Adding design capabilities enables garment middlemen to double their normal 5% to 8% commission, say industry players.

Linmark Group Ltd., another Hong Kong company, has launched a plethora of value-added businesses in the last few years. It started a design service in 2002, designing junior wear for Canadian retailer Hudson's Bay Co. This October, it linked up with the state-affiliated China Textile Information Center to form a social-compliance agency, aiming to create a "sort of Good Housekeeping seal of approval" for factories that adhere to safety and labor standards, says Linmark Chief Executive Steve Feniger. New customers for this service include Sears, Roebuck & Co. Perry Ellis International Inc. and Adidas-Salomon AG.

Now such value-added services make up 30% of Linmark's $44 million in annual revenue, while "hard goods" such as consumer electronics make up 30% of its shipments, which only three years ago were wholly apparel based.

"Change is good," says Mr. Feniger. "If there's no change, customers won't need us."

Write to Mei Fong at mei.fong@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapter 2 and 21 in Colander’s Economics and Microeconomics when answering these questions. Refer to chapter 37 in McConnell’s Economics and chapter 24 in Microeconomics.

1. Quotas are quantity limits on the number of goods that can be imported. As you can see below, a quota raises the equilibrium price and reduces equilibrium quantity. 
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Return to article.
2. Economic theory says that goods will be produced in that country with the lowest opportunity cost of producing the good. Other factors that determine location of production are institutions and taxes. The institutions must facilitate trade and tax laws must not raise the cost of production so much that the country no longer has a comparative advantage in the good.  Return to article.

3. A 20 percent reduction in the cost will shift the supply curve down by 20 percent. But, because demand is likely elastic, price will fall by less than 20 percent. Considering the gains from production moving to those countries with a comparative advantage, however, may result in even greater cost savings and price declines.  return to the article.
4. Consumers are made better off through lower prices. Foreign workers are also better off because their wages will likely rise. Domestic workers are worse off. Some will find replacement jobs. Others will accept jobs at lower wages and still others will be retrained in other sectors of the economy. Some will remain unemployed. Economic theory says that total output will rise when goods are produced where opportunity cost is lowest and then traded. The theory doesn’t necessarily show how those gains are distributed. Return to article.
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