McGraw Hill’s

Economics Web Newsletter

Spring Issue, Number 6 of 7        Covering Week of April 24, 2006
	Do You Remember
	Article Analysis


Note to Instructors

The Economics Web Newsletter is for use as a tool when teaching the principles of economics.  It specifically references the Wall Street Journal editions of selected McGraw-Hill Principles of Economics texts.  Do You Remember presents five or more quick factual questions and answers covering several articles that have appeared in the Wall Street Journal in the week preceding the newsletter.  They make good in-class quizzes when reading the Wall Street Journal is required.  Article Analysis reprints one article from the Wall Street Journal and poses five or more analytical questions and their answers with references to text chapters.

The Economics Web Newsletter is written by Jenifer Gamber.

Publication Date: 5/1/06.

©Published by McGraw Hill.  All Rights Reserved, 2006.

DO YOU REMEMBER?

If you have read the Wall Street Journal from April 24th – 28th 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. The leader of what South American country may be taking a major step toward nationalizing oil production, and placing more pressure on oil prices? Click for answer.
2. According to Monday’s Outlook, what five economic indicators give early signals about the direction of the economy?  Click for answer.
3. What critical statement did the G-7 countries make about China’s central bank? Click for answer.
4. Why does it matter whether a shoe imported from Asia into the EU is an adult or child sized shoe?   Click for answer.
5. How is the market for beer changing? (Hint: Anheuser has been following a strategy since World War II of making a beer for the Everyman)?  Click for answer.
6. What action did President Bush take to ease gasoline prices? Click for answer.
7. Do recent economic indicators suggest that the economy is slowing or continuing to grow strongly? Click for answer.
8. The U.S. current account deficit continues to rise, the federal deficit continues to rise, and future Social Security payouts continue to exceed revenue. Are policymakers doing anything about it? Click for answer.
9. In what way is the demographics of families changing that may allow more Mexicans to rise to the middle class? Click for answer.
10. What policy action has China taken recently to reign in growth? Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. Venezuela. (See “Chávez Plans to Take More Control Of Oil Away From Foreign Firm” April 24, page A1.)
2. Orders for capital goods, initial jobless claims, home builder sentiment, retail sales, bond market. (See “Five Indicators Give Early Clues 
To the Direction of the Economy” April 24, page A1)
3. Make the exchange rate more flexible.  (See “Beijing Defends Currency Policy
After G-7 Rebuke” April 24, page A6)

4. Children’s shoes have a lower tariff. This is creating some problems for shoe-makers. Are large-sized children’s shoes really adult shoes?  (See EU Shoe Duty Trips Up Retailers” April 24, page A6) 
5. Niche marketing to local cultures is becoming more successful. (See After Making Beer Ever Lighter, Anheuser Faces a New Palate” April 26, page A1)
6. Suspended deposits to the U.S. Strategic Petroleum Reserve. (See “Bush Takes Steps to Expand Oil Supplies” April 26, page A4)
7. Continuing to grow strongly. (See “Economy's Surge Stirs Questions About When Slowdown May Come” April 27, Page A1)
8. Not according to the Capital column by David Wessell. (See “Market Calm Belies
Fiscal-Policy Dangers” April 27, Page A2)
9. Mexican families today are having an average of 2 children, compared to 7 children a generation ago. This is allowing them to invest in their children’s education. (See Smaller Families In Mexico May Stir U.S. Job Market, April 28, Page A1)
10. Raised interest rates. (See China Raises Interest Rates To Reign In Galloping Growth,  April 28, Page A1) 

Return to Questions 
Lending Credibility
China Raises Interest Rates
To Rein In Galloping Growth
With Small but Symbolic Step, 
Beijing Signals Movement
Toward Market Economy

Is a Currency Change Coming?

By ANDREW BROWNE and MICHAEL M. PHILLIPS
April 28, 2006; Page A1
Moving to head off an overheated economy, China's central bank increased banks' lending rates. Though small, the increase -- the first since late 2004 -- was a significant move toward relying on market mechanisms instead of administrative fiat to steer China's huge economy.

The benchmark one-year lending rate rises today to 5.85% from 5.58%, making it slightly more expensive for companies to borrow. The surprise move came in response to runaway growth in bank lending in China. That lending has led to huge overinvestment and stoked China's formidable export machine, to the alarm of the U.S. and other industrialized economies. Rates paid on deposits in Chinese banks remained unchanged, at 2.25%.

1. What kinds of actions could China’s central bank take to increase lending rates?
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The increase was the latest in a series of measures indicating a new sophistication as China adjusts to its status as the world's fourth-largest economy. The central bank last July allowed a 2.1% rise in the value of China's currency against the dollar. While that didn't satisfy critics who accused China of keeping the currency artificially cheap to spur exports, it did show movement, and China has been edging gradually since then toward more flexible exchange rates. In addition, earlier this month, authorities announced they would permit ordinary Chinese individuals and companies to invest for the first time in overseas stocks and bonds.

Because China's government still keeps a fairly firm grip on the value of the yuan, the interest-rate change won't have much immediate effect on currency. To the extent that the yuan is susceptible to speculation and influence by interest rates, it is the interest rate paid on deposits that is more important.
2. If the value of the yuan were completely market determined, how would you expect the increase in interest rates to affect the value of the yuan? Explain your answer.
 
The U.S. dollar slid to the lowest level against the euro in seven months, although perhaps mainly for a different reason: a suggestion from Federal Reserve Chairman Ben Bernanke that the Fed may "at some point in the future" take a break from its long rate-lifting campaign.

Still, the U.S. welcomed China's interest-rate move, the Treasury calling it evidence that Beijing is increasingly turning to market-based solutions. The Chinese "want to have greater reliance on the markets, and so we think they're sincere in that," said a Treasury spokesman, Tony Fratto.

China's economic growth has been marked by lurching shifts from boom to bust for a quarter of a century, which didn't matter much when China was a small economic player. But now it's the world's biggest importer of a range of commodities -- sucking in everything from copper to oil as its economy expands about 10% a year. And China is also the world's second-largest owner of Treasury debt (after Japan), with its purchases helping keep U.S. interest rates low and the U.S. economy robust.

So the world has a big stake in the success of China's efforts to smooth its economy's ups and downs. An economist at Princeton University, Peter Kenen, said the U.S. should welcome Beijing's efforts to keep its economy less likely to overheat -- and later crash. "We would be very unhappy if economic growth in China really did slow down" a lot, he said. "That would mean imports would slow down and that would mean a wider trade deficit."
3.  Why do countries care about economic business cycles in other countries?  
But because any slight slowing of China's torrid economic growth could also diminish its appetite for raw materials, commodities markets didn't take the news well. After the announcement of the rate increase, at 6:01 p.m. Beijing time and 6:01 a.m. New York time, shares of mining, utility and oil companies in Europe took a beating. In the U.S., commodities saw a broad but not intense decline. The Dow Jones-AIG Commodity Index, a broad measure of commodity prices, fell 2.3%. At 173.65, it's now up 1.5% for the year.

China is under pressure from the U.S. and other economies to help rebalance the world economy, which is heavily reliant on U.S. demand to soak up China's vast exports. The near-universal prescription from outside China: The Chinese should invest and export less, and devote more of their economic might to lifting the living standards of their 1.3 billion people.

Many economists expect Beijing to follow the rate increase with further measures to cool growth, possibly allowing China's currency to rise more rapidly against the U.S. dollar. That would make China's exports less of a bargain abroad. Bush administration officials argue that a more flexible yuan would be in China's interest because it would make it easier for Beijing to wield interest rates as a tool to fine-tune its economy. Economic textbooks teach that a country can't effectively use rates for that purpose if it's also keeping its exchange rate fixed and allowing cross-border capital flows.

4. Why can’t a country target its exchange rate and interest rate at the same time? 
The rate move reflected the degree of concern among China's leaders about a possible economic overheating. The economy surged at 9.9% last year and a red-hot annual pace of 10.2% in the first quarter. President Hu Jintao himself seemed surprised by the growth rate, saying this month: "We do not want, nor are we pursuing, over-rapid economic growth."

Runaway growth can result in wasteful investment, profligate energy use, bad loans at banks, and inflation. Officials have been trying to cool China's roaring manufacturing engine, where surplus production -- of everything from industrial machinery to consumer goods -- gets dumped on overseas markets.

That worsens trade imbalances and the tensions with trading partners such as the U.S. And it works against China's stated goal of redirecting growth more toward domestic consumption. The Chinese central bank said its move was meant to maintain "sustained, fast, coordinated, and healthy development of the economy."

Chinese authorities have been alarmed at out-of-control bank lending. Their target for increased lending for all of 2006 is 2.5 trillion yuan, equal to $312.5 billion. But the first quarter alone saw half that amount, said Nicholas Lardy of the Institute for International Economics, a Washington think tank. One concern of authorities is that loans are being made too readily, to less-creditworthy borrowers, and some "will ultimately show up as a problem on bank balance sheets," he said.

One force making it hard for authorities to cool growth: Local Chinese officials are addicted to new investment as a way to boost growth and further their careers in the Communist Party. Investment in fixed assets such as factories and bridges rocketed 32.7% in March from a year earlier.

Inflation in China is low -- by official measures only about 1% a year. But Andrew Bernard, professor of international economics at the Tuck Business School at Dartmouth College, suggested the Chinese were acting pre-emptively to prevent an inflation problem. "They're worried about the economy a year from now having inflation and excess capacity," he said.

5. Why would high growth lead to an inflation problem? 
With a few exceptions such as Brazil and Mexico, many other central banks have also been raising interest rates, including several of China's neighbors. Malaysia this week unexpectedly raised its key rate by a quarter point to 3.5% in response to an upturn in inflation. The Bank of Korea has boosted its key interest rate to 4%, the highest in nearly three years, in the face of inflationary pressures and a strong economy. Japan's central bank, which has long held short-term interest rates extraordinarily low, has signaled that the day is nearing when it, too, will lift them.

In the past, Chinese authorities have sought to cool overlending administratively, such as by ordering banks to hold back, withdrawing approval of investment projects and limiting the sale of land. But Beijing has been working hard for years to build the financial infrastructure needed to give itself more market-driven options to fine-tune the economy.

Authorities focused first on fixing the debt-laden banks, which have been restructured with the help of billions of dollars from the likes of Bank of America Corp., Merrill Lynch & Co. and HSBC Holdings PLC. China also has abolished a ceiling on banks' lending rates, a move that in theory at least lets them charge more for loans to riskier customers.

These moves paved the way for an announcement earlier this month that Chinese citizens and companies will be allowed to invest in stocks and bonds overseas. That move would help curb overheating by draining at least some money out of the domestic economy.

Many economists thought Beijing would stop short of an interest-rate increase, since such a move adds, albeit marginally, to the financial burden on indebted state enterprises that have thin profit margins. The expectation was that Beijing would instead raise the amount of money banks must keep on deposit with the central bank, making more funds unavailable for lending.

That is now likely to be the next move, said some economists. They also didn't rule out cruder administrative methods such as simply ordering large state-owned banks' officers to lend less.

Administrative commands such as that have lost some of their effectiveness as Chinese banks have become more commercialized, said Frank Gong, senior China economist at J.P. Morgan. For instance, one of the biggest lenders this year is the China Construction Bank, which recently listed its shares on the Hong Kong Stock Exchange.

While the rate increase of just 27/100 of a percentage point was too small to have much impact on lending decisions, said Qu Hongbin, the senior China economist at HSBC, it sent a powerful signal to banks to rein in lending. Officials "want to give people the impression they are serious," he said.

China's economy also threatened to overheat from late 2002 through early 2004. Authorities' efforts to rein in excesses from that period sent chills through the global economy. But there are differences this time, noted J.P. Morgan's Mr. Gong, such as that inflation is now much more subdued. In the earlier period, prices were being pushed up by transport bottlenecks and power shortages. These have since been alleviated as China hurriedly built new power stations and expanded its railroads and ports.

Still, there is a common thread to the ills of today and the 2002-2004 experience. There is still too much cash swimming around as a result of booming exports, plus inflows of foreign investment and speculative "hot money." The problem arises as the central bank buys up these dollar inflows in exchange for yuan. The resulting glut of yuan suppresses the currency's value and keeps Chinese exports especially affordable in dollar terms. Eventually, some of the surplus funds end up being lent out by banks.

Some economists say China needs to let its currency strengthen, damping demand for Chinese exports by making them more expensive in dollar terms. A stronger yuan could also slow investment inflows by making Chinese assets dearer. Since moving the yuan's value against the dollar up by 2.1% last July, China has let it float higher by only another one percentage point or so.

"The underlying problem is the currency," said Hong Liang, chief China economist for Goldman Sachs, who added that the small size of the interest-rate increase made it more likely Beijing would pick up the pace of currency appreciation. China's exchange rate, of course, has been a hot political issue in the U.S. for years, with fierce criticism from manufacturers, unions and others that the yuan is too weak and gives Chinese companies an unfair advantage.

Even if the interest-rate move has little effect on the yuan's strength, according to U.S. economists it signaled that Beijing is increasingly willing to rely on market forces to adjust its economy. Regulators could simply have slowed lending by telling banks they had to keep more money in reserve; instead, they sought to use interest-rate policy much as U.S. or European central bankers would have done.

"It's another signal to the U.S. that the Chinese are trying to put in place the kind of financial system that would let them be more flexible on their exchange rate," said Dartmouth's Mr. Bernard.

And to the extent that the interest-rate move keeps the Chinese economy on track, it is good news for U.S. companies that have invested billions of dollars in the country, mainly with the goal of selling into the domestic market.

--James Areddy in Shanghai and Alistair MacDonald in London contributed to this article.

Write to Andrew Browne at andrew.browne@wsj.com and Michael M. Phillips at michael.phillips@wsj.com
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 28 and 33 in Colander’s Economics and chapters 12 and 18 in Macroeconomics for help when answering these questions.
Refer to chapter 15 in McConnell’s Economics and Macroeconomics for help when answering these questions.

1. Like the U.S. central bank, the Chinese central bank can raise rates in three ways: sell government bonds, increase the lending rate at the discount window, or raise the reserve ratio. It likely sold government bonds.
2. I would expect the value of the yuan to rise. That is, it would take more dollars to buy one yuan. This would happen because as interest rates in China rise, investors will increase their Chinese investments. Investors would need more yuan to buy those investments, thereby increasing demand for the yuan and increasing its market price. Return to article.
3. Countries care about economic growth elsewhere because economies are linked. One country’s exports is another country’s imports and vice versa. For example, if the Chinese economy were to slow dramatically, spending in China would slow and U.S. exports would slow, thereby slowing the U.S. economy as well.   Return to the article.
4. If a country targets its exchange rate, it will have to buy or sell its currency to keep it at this rate. That means, it will change have to buy its currency (which will reduce the money supply) to raise its value or sell its currency (which will increase the money supply) to decrease its value. The changing money supply will then determine the interest rate. If, alternatively, it targets its interest rate, it will be unable to buy or sell currency without changing the targeted interest rate. It will have to take its currency as given. Return to article.
5. High growth without increased capital utilization or underutilized labor will lead to inflation as factories become overtaxed and firms bid up wages for the lower pool of unemployed workers. With lower unemployment, workers can demand greater wages. Higher production costs translate into higher product prices, that is, inflation  Return to article.









