MGMT 541: Economic Environment of Business

Section 3: Study Guide


	Lesson 1

Intro to the Economic Environment of Business

	Invisible Hand
	· Markets efficient automatically by independent decisions of consumers/producers

	Invisible Handshake
	· Interaction among businesses, collusion

	Invisible Foot
	· Government; the invisible hand isn’t free

	What affects Supply 
	· Production costs (labor, capital, technology, productivity, capacity, expectations)

	What affects Demand
	· Goods & Services Available (population, C, G, I, NX)

· Money supply (money supply, financial assets)

	Supply & Demand and the Business Cycle
	· In the short run it is possible that:

· GDP ( f (labor, capital, technology)                 <OR>
· Economy’s Total Demand ( Economy’s Total Sustainable Supply

· Unsustainable boom 

· GDP ( f (labor, capital, technology)

· Unsustainable recession

· GDP ( f (labor, capital, technology)

	Major Macroeconomic Policy Goals
	· Strong Long-Term Sustainable Growth

· Low Inflation

· Low Unemployment

· Sustainable Balance of Trade

· Stable Exchange Rate

	Major Policy Tools
	· Monetary Policy

· Fiscal Policy

· Exchange Rates

	What are the current big economic concerns?  Are these concerns isolated to the US?  How does oil figure into the picture?  What about inflation?  And productivity?

· Big concern last year was potential inflation caused by increased cost pressure.

· Big concern now is economic slow down – will it be a hard or soft landing to our latest boom?

· Rising costs for goods (labor, oil, etc) = cost-push inflation?

· Productivity may offset cost-push inflation, but for how long?

	What is the common measure of economic growth?  What is a “good” growth rate?  What are some of the other economic indicators that provide an indication of the state of the economy?

· GDP is the common measure of economic growth

· A good GDP growth rate is ( 2 – 3%

· Other indicators are: inflation (0%), unemployment (4%), consumer confidence, CPI, exchange rates

	What is currently going on with interest rates?  What is your guess on why this is?

· Currently the Fed is lowering interest rates and increasing the money supply

· The Fed is attempting to increase the money supply in order to spur economic growth and prevent recession

· Current problems with the economy – slowing demand, rising costs, minimal pricing power = profit cruch

	What happened to the “New Economy”?

· The new economy is the economic structure characterized by productivity increases due to technological changes, little of no inflation, increased access to information and technology, increased goods and financial market flexibility, decreased barriers to entry, increased puce competition in the economy

· The new economy was slowed by higher interest rates, increase oil prices, power of dollar vs. Euro

	Lesson 2 

Macroeconomic Accounting

	Gross Domestic Product
	· GDP = C + I + G + NX

· C = Consumption – expenditures by households on final consumable items

· I = Investment – expenditures by firms on productive assets (not savings)

· G = Gov’t Spending – expenditures by the gov’t on final goods/services

· NX = Net Exports – (Total Exports – Total Imports)

· The total market value of all final goods and services produced in the economy 

· GNP includes production by citizens inside and outside of the country boundaries

· Three ways to calculate

· Direct Method – directly calculate the market value of all final goods/services

· Expenditure Method – add up all expenditures made on final goods/services

· Income Method – calculate the total income earned in the economy

· Aggregate Production = Aggregate Expenditures = Aggregate Income

	National Savings
	· S = Y – C – G

· S = Savings – what’s leftover after household and government spending

· Y = National Income – total income earned by households for supplying labor and capital to firms 
· C = Consumption– expenditures by households on final consumable items

· G = Gov’t Spending – expenditures by the gov’t on final goods/services

· S = I + NX

· If NX > 0 (Trade Surplus) ( Exports > Imports ( S > I     (i.e. Japan)

· If NX < 0 (Trade Deficit) ( Exports < Imports ( S < I     (i.e. US)

	Balance of Payments
	· CA + KA + ( OR = 0

· CA = Current Account – exports, imports, balance of services

· KA = Capital Account – direct investment, portfolio investment, capital flows

· OR = Official Reserves – depletion or accumulation of gov’t reserves

· Balance of payments tracks all financial flows across country borders during a given period.  It is the country’s cash balance relative to the rest of the world.  The balance of payments must balance.

	Seems like the national economic statistics are fraught with error.  Why do we pay so much attention to them?

· Problems with statistics – globalization of economies / increase in service industries / increase speed & productivity of new technology makes old measurements slow & inaccurate

· The numbers don’t have to be exactly right, as long as the errors are random.  If the errors do not  systematically skew the statistics one way or the other, the net effect should be a basis for decisions.

	How bad is the US savings rate?  Why do we care?

· Bad – averaged 7.7% in the 1960/70s, 7% in the 1980s, fell towards 0% throughout the 1990s

· We care because low savings means an increased reliance on foreign capital

· We care because of the unknown impact of high consumer borrowing 

· There is some doubt as to the reliability of the savings statistics

	Is it better to be a debtor nation or a creditor nation?

· Not always bad to be a debtor nation – Japan is a creditor nation and is in bad shape

· Debt not bad, as it affords a higher standard of living in the US

· The big question – will foreigners continue to support the US standard of living?

	How about trade, how are we doing on that count?

· Overall, the US has a trade deficit

· May not take into account US services (usually the trade gap measured only as tangible goods)

	What do you think is the importance of foreign buying of US securities?

· OK as long as foreign confidence remains high – if they sell US securities in a hurry we’re in trouble

	Lesson 3

Inflation/Unemployment

	Inflation 
	· The increase in the average price level of some basket of goods

· Determined by changes in a price index

· Increased money supply increases demand pull inflation (more money to buy stuff)

· Problems with measuring inflation

· Substitution Bias – how are substitutes in the basket of goods made

· New Goods Bias – how are replacement goods accounted for (CD vs. records)

· Changing Quality Bias – how are quality improvements accounted for (cars cost more now, but they have airbags)

	Demand-Pull Inflation
	· Demand outpaces supply, shifting the demand curve and increasing prices

	Cost-Push Inflation
	· Prices go up because costs go up (labor costs, material costs, oil, etc.)

	Quantity Theory of Money
	· The quantity of money determines the dollar value of the economy’s output (i.e. nominal GDP).  The factors of production and the production function determine real GDP.

	Unemployment
	· Cyclical – unemployment due to the economy being in recession

· Frictional – short-term unemployment related to normal turnover

· Structural – long-term unemployment related to labor skills, changes in labor demand, or unemployment/employment incentive structures.

	Natural Rate of Unemployment 
	· Nobody knows what the natural rate of unemployment is

· Humphrey Hawkins Act targets 4% unemployment and zero inflation

· The natural unemployment rate changes – unemployment is a static measure which ignores changes in productivity.

· Non-Accelerating Inflation Rate of Unemployment (NAIRU) – the rate of unemployment at which inflation is stable.  This is the central unemployment rate around which unemployment fluctuates.

	What general economic conditions can fuel inflation?  What are the “push” and “pull” of inflation?

· Increases and decreases in the money supply cause changes in inflation 

· “Inflation is always and everywhere a monetary phenomenon” (Friedman)

· Unexpected inflation or deflation implies that people are acting in an environment of price uncertainty

· Unexpected inflation distributes wealth between borrows and lenders, since E(() ( (
· Uncertainty can reduce spending and slow growth

· Demand-Pull Inflation (see above)

· Cost-Push Inflation (see above)

	Why might a little bit of inflation actually be good for a healthy economy?

· You don’t have to make radical adjustments to the economy.  With modest inflation, you don’t have to cut wages, but can make small increases that result in a real decrease in buying power

· Can persuade consumers to make  purchases

	What consequences of inflation are the inflation “hawks” generally worried about?

· To combat high inflation, you must slow down the economy.  This increases unemployment.

	On the flip side, what do inflation “doves” focus on?

· Let inflation go – it is more important to prevent short term misery from unemployment

	The New Economy is characterized by low inflation and low unemployment.  This condition implies to some that the NAIRU concept has either failed or is need of serious revision.  How do the New Economy advocates explain the phenomenon?

· NAIRU never saw the unemployment rate as constant – it just identified the non-accelerating inflation rate

· Compositional changes in the work force – the decline of younger workers vs. baby boomers

	Why might the labor market have unique supply/demand/price equilibrium characteristics?

· Minimum wages, labor unions, reluctance to decrease nominal wages, increased work force at higher wage

	Lesson 4

Fiscal Policy

	Fiscal Policy
	· Taxing and spending plan of the government

· The Big Question: Can fiscal policy be enacted nimbly enough to provide a counter-cyclical force in the economy?

· Automatic fiscal policy = happen automatically (i.e. unemployment benefits, taxes)

· Discretionary Fiscal Policy = happen by decision (i.e. tax increase/decrease)

· Goals

· Cover the fundamental national needs (defense, education, infrastructure, etc.)

· Go beyond baseline spending to meet other economic and social goals

· Provide short-term counter cyclical force in the economy

· Administer a “fair” and “efficient” tax system

	Supply Side
	· Focuses on the factors of production (supply)

· Real Sustainable GDP Growth = f (Labor, Capital, Technology)

· Sustainable growth can only be accomplished by improving the factors of production (labor, capital, technology).  Gov’t can influence this by improving education, cutting taxes, improving technology, raising the retirement age.

	Demand Side
	· Focuses on influencing the amount of goods & services consumed (demand)

· Aggregate Demand  = C + I + G + NX

· To mitigate short-term economic fluctuations, government must affect aggregate demand by spending money to jump-start the economy.  Gov’t can do this by affecting C – reducing taxes, G – gov’t spending, NX – changing tarrifs

· Keynesian

	Marginal Propensity to Consume – Multiplier Effect
	· Cutting taxes has a multiplier effect through the economy

· A person’s Marginal Propensity to Consume (MPC) is the percent of the tax savings he/she will spend.  One person spends more, which is income for someone else, which means that person will spend more, etc.

· The multiplier = 1 / (1 – MPC)

	Is fiscal policy only concerned with economic issues?

· Negative, Rampart – see the goals listed above.

	What are the big fiscal policy choices facing Congress and the President currently?  What choice makes sense to you?

· Social Security

· Education

· Tax Cuts

	What’s all the fuss about social security?  We are running a big surplus aren’t we?  What do you thing about the government directly investing social security funds?  What do you think about privatizing a portion of social security?

· Our social security money goes to pay for the current elderly

· Advantages to privatization: gov’t won’t tamper w/benefits, adds element of choice to benefits

· Disadvantages to privatization: higher returns not guaranteed, we still must pay for current elderly

	What about the rest of the world: is fiscal policy in “steady state”?

· Germany – big cuts in tax rates

· Mexico – expected increase in tax rates

· China – considering issuing more bonds to stimulate its economy

· Brazil – tight fiscal policy limits spending and is helping sustainable growth

· Japan – debt is massive as a percent of GDP – Japan has the highest debt (overtook Italy)

	How does concern for the next generation – or for “our grandchildren” – figure into fiscal policy and decision-making?

· We don’t want to mortgage our grandchildren’s future by irresponsible fiscal policy that leaves them with a large debt with no corresponding benefit

· We don’t want to prevent future growth & prosperity by failing to make the right investments now


	Lesson 5

Monetary Policy / Interest Rates

	The Fed and the Money Supply
	· The Fed is the traffic cop.  The interest rate is the speed governor.  The Fed raises or lowers interest rates to slow down/speed up the economy by changing the supply of money in the economy.

· The Fed affects the monetary supply through open market operations.  By buying or selling T-bills, the Fed changes the money supply in the economy and affects interest rates.

· The Fed can also use other monetary policy issues such as: altering reserve requirements, altering the discount rate, putting regulatory pressure on member banks, jawboning (talking it up – when Greenspan speaks, markets listen)

	Money Supply
	· M = C + D

· M = Money supply – liquid assets ultimately available in the economy

· C = Currency

· D = Demand Deposits (Checks, etc.) 

· B = C + R

· B = Monetary Base

· C = Currency 

· R = Reserves – money held by banks to cover deposits

· M = m x B

· M = Money supply

· B = Monetary Base

· m = money multiplier 

· m = (cr + 1) / (cr + rr)

· m = money multiplier

· rr = reserve-deposit ratio = the fraction of deposits held in reserve by banks

· cr = currency-deposit ratio = the fraction of currency held by public relative to deposits

· If the rr increases, the money supply decreases

· If the cr increases, the money supply decreases

	Fisher Equation
	· i = r + E [(]  ex-ante   <or>     I = r + (   ex-post
· i = nominal interest rate

· r = real interest rate

· E [(]  = expected inflation

· ( = real inflation

	Forward Rate
	· (1 + f 12) = (1 + r2) 2 / (1 + r1)

	Yield Curve
	· The yield curve is a graph of the yield to maturity oas a function of maturity.  The yield curve can take on 4 basic shapes (downward sloping, upward sloping constant, humped)




	When the Fed buys or sells securities, what happens to the monetary base?  The money supply?  How does the money supply affect aggregate demand?

· Fed buys securities, monetary base/money supply increases, interest rates go down, people buy more

· Fed sells securities, monetary base/money supply decrease, interest rates go up, people save more

	How do you think Monetary Policy and Fiscal Policy compare in their ability to impact the economy (aggregate demand) in the short-run?

· Monetary Policy has more effect in the short-term, since monetary policy affects the money supply

· Fiscal Policy has more effect in the long-term, since fiscal policy will affect the factors of production

	What is the connection between interest rates and inflation?  Interest rates and unemployment?

· Interest rates increase, money supply decreases, inflation decreases

· Interest rates increase, investment decreases, unemployment increases

	How do these inflation bonds work?  What is the point?

· 

	The two mandates of the Federal Reserve are low unemployment and zero inflation.  Is this set of goals easily attained at the same time?  What is the classic problem?  Does everyone agree that these two goals should receive the same weight?

· No, it is not easy to have low unemployment and zero inflation.  The classic problem is that as labor becomes more scarce, wages will increase, causing cost-push inflation.

· Not everyone agrees that these two goals should receive equal weight.  The Fed focuses on low inflation to ensure sustainable GDP growth, but people want low unemployment (Keynsian)

	One of the tenets of the New Economy is the elimination (or at the very least the control) of inflation.  If investors change their expectations of future inflation in accordance with the view, what do you expect will be the reaction in the bond market, all things being equal?

· A reduction in expected inflation will reduce the nominal interest rate per the Fisher equation.

	The Fed just announced on January 3, 2001, that it was lowering the targeted Fed Funds Rate by ½%.  The drama of the move was heightened by the fact that the announcement was made between scheduled FOMC meetings.  Whasup??

· Concern about a slowing economy because of higher energy costs and reduced consumer confidence

	Lesson 6

Exchange Rates

	Price of a Currency
	· Determined by supply and demand

· Inflation differential

· Income differential

· Interest rate differential

· Trade restrictions

· Capital flow restrictions

	Relative Purchasing Power Parity (PPP)
	· Exchange rates adjust to reflect inflation rate differentials

· E [(S FC/$] = E [(FC] – E [($]  ( expected ( exchange rate = expected ( inflation

· Short term, PPP does not hold

· Long term, PPP holds

	Covered Interest Rate Parity
	· F FC/$ = S FC/$ x ((1 + i FC) / (1 + i $))

· F = Forward Rate

· S = Spot Rate

· i = Nominal interest rate

	If there is a decrease in US interest rates relative to the rest of the world, what is the likely effect on the demand for dollars in the foreign-exchange market, all else equal?  And, the corresponding effect on the exchange rate for the US dollar?

· Decrease in interest rates = decrease in demand for the dollar = decrease in value of dollar = decrease in exchange rate for the dollar

	How are the balance of trade and exchange rate linked?  How can depreciating currency (in real terms) lead to a worsening balance of trade?

· If the currency depreciates in real terms

· Short term – exports are worth less, imports costs more, because deals are already made the trade balance gets worse

· Long term – exports are cheaper and have a higher demand, imports are expensive and have a lower demand, the trade balance gets better

	What are the pros and cons of the fixed or flexible exchange rate?  Which do you think makes more sense for a developed country?  For a developing/emerging economy?

· Flexible Exchange Rate – autonomy                 Fixed Exchange Rate – stability, credibility

· Developed country = flexible rate                     Developing/Emerging Economy = fixed rate

	“ECB May Need to Sail In the Wake of the Fed,” indicated that the ECB felt economic pressure to raise its interest rate after the Fed raised its.  Why does the ECB care about the dollar interest rate targeted by the US Fed?  What now that the Fed has been lowering interest rates?

· In the long term, a change in interest rates has a proportional effect on exchange rates.  

· In the short term, however, a change in interest rates causes more demand for the dollar and less demand for the Euro

	What different factors affecting exchange rates were mentioned in the various articles?

· Interest rates, inflation

	How do changing exchange rates affect firms?

· As the economy becomes more global, firms face increasing risk from changing exchange rates.  Nominal profits made overseas may have less real value after exchange rate losses and transaction costs.

	Lesson 7

Exchange Rate Regimes & The Euro

	Exchange Rate Regimes
	· A set of policy objectives and rules formulated by the government that provides the basis for intervening in the currency markets

· Includes the following policies

· Gold Standard – a currency backed by gold

· Freely Floating – market demand/supply determine the exchange rate

· Dirty Float – market demand/supply is sometimes influence by central bank

· Fixed – “Pegged” – unilaterally fixed exchange rate

· Unofficial Peg – unofficial target rate, unofficial intervention points

· Crawling Peg – allows official parity rate to be frequently revised according to a set of proscribed indicators

	Drawbacks of Fixed Regime
	· Coordinated economic policies are not easy

· Difficult to distinguish between structural and temporary problems

· Devaluation can be devastating to the economy

· Revaluation hurts exporters

	Euro
	· Convergence Criteria (Maastricht Treaty 1991):

· Price Stability – inflation must be w/in 1.5% of avg of 3 countries w/lowest

· Interest Rates – must be w/in 2% of the avg of the 3 countries w/lowest rates

· Budget Deficits – must not exceed 3% GDP

· Debt – public debt must not exceed 60% GDP

· Expected Benefits

· Level the playing field in Europe – competitive market

· Eliminate transaction costs and risk caused by exchange rates

· Improve capital spending decisions

· Allow companies to more easily compare opportunities across borders

· Consolidate Europe

· Import Germany’s low inflation

· Challenge US$

· Create the 2nd largest economic zone

· Costs

· Forfeit monetary policy to the European Central Bank

· Lose a large measure of independent fiscal policy (b/c must meet criteria)

· Can only use fiscal policy to battle an asymmetric shock – takes longer

	What are the advantages of fixing a country’s exchange rate to the US dollar?  What economic goals is the country trying to achieve?  Does it have any impact on the US economy?

· Advantages/Goals: monetary stability, zero inflation, low interest rates, price stability, interest rate stability, adds credibility

· Disadvantages: removes some discretion from monetary policy

· No direct impact, but the US should be more interested (if nothing else) to the economic woes of others

	What is meant by “dollarization” of an economy and why would any country consider this?

· Switching to the US Dollar – done for the same reasons as  listed above, but more permanent

	Why did the Eurozone do this crazy thing?  What are the economic advantages to having a single monetary union?  What are the political/social advantages of monetary union?  Any disadvantages?

· See costs and benefits of the Euro listed above

	“Euro Limits Options for Ireland as Dublin Copes with Inflation” details Ireland’s quandary as it experiences higher inflationary pressures than the rest of the EMU.  The asynchronous business cycles of the Eurozone make it impossible for the ECB to change its monetary policy to respond to the needs of just one nation, particularly a small nation.  What are some of the options that Ireland has to control its own inflation?  What is Ireland actually doing?

· Options include: Raising taxes, cutting government spending

· Ireland is doing the opposite by cutting taxes and increasing government spending.  They feel (hope) that inflationary pressures are temporary.

	Does the greatly devalued euro mean that monetary union is being judged a failure?  Should we all go buy euros?

· No the Euro is not a failure.  The weak Euro is caused, in part, by high expectations for the currency before it was instituted.  

· The Euro is increasing competition in Europe, reducing gov’t intervention via monetary policy, and reducing barriers in the market

· I would expect the Euro to increase in value vs. the Dollar – PPP says we shouldn’t expect to gain money in the long term, but I think short term the Euro is a good buy.

	Lesson 8

Review and Wrap-Up

	Review the major policy tools in light of the current US economic environment.

· See Lesson 4.

	Review the filtering of macroeconomic dynamics into the FX rate.

· See lesson 6 & 7

	A discussion of competing economic “models” as highlighted in the Asian Crisis.

· The Asian Development Model offered a “panglosian” solution to problems – invest w/o risk of a downside because the government will bail you out.  Ultimately this caused problems with bad investments.
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