	Introduction to International Macroeconomics


Review Questions

1. What three financial statements form the basis for most company decisions? What major macroeconomic variables influence these financial statements? 

· The three major financial statements are the income statement, balance sheet, and cash flow statement.

· Among the macroeconomic variables that most affect these statements are national and international: price levels, real GDP, interest rates, exchange rates, wages, energy prices, and the prices of other natural resources/commodities.

2. What are the three markets considered by the Three-Sector Model? Briefly explain each market and what macroeconomic variables are determined in them. 

· The real loanable funds market (also called the real credit market) is where the real risk-free interest rate and the equilibrium quantity of real loanable funds (also called real credit) per period are determined by borrowers and lenders.  
· The real goods market (aka real goods and services market) is where a nation’s price level (i.e., GDP Price Index) and real output per period (i.e., real GDP) are determined by business sector supply and the demands of domestic consumers, businesses, and governments, as well as foreigners.  
· The foreign exchange market is where the nominal exchange rate and the equilibrium quantity of foreign exchange per period are determined by the forces of supply and demand.
3. What is the difference between stock and flow variables? Name three macroeconomic stock variables and three macroeconomic flow variables. 

· A stock variable is measured at a point in time.

· Examples of stock variables are money supply, wealth, and capital.

· A flow variable is measured over a time period.

· Examples of flow variables are income, consumption, investment, government spending, imports, exports, taxes, deficits, and the balance of payments accounts.

4. Is macroeconomic equilibrium a stock concept or a flow concept? Explain. 
· Macroeconomic equilibrium is a flow concept. Think of it as gears spinning at a constant and predictable rate or as the water level in a tub, with the water flowing in equal to the water flowing out.
5. Explain the differences among budgets, business plans, capital budgets, and scenario plans. For what purposes is one more important than the others
· Budgets are very short-term (1-year to 3-year) planning documents that itemize a company’s estimated revenues and expenses. Normally, budgets are not strategic documents. 

· Business Plans are 3-year to 5-year planning documents that lay out a company’s operational and financial goals. Typically, they focus on projected cash flows and operational profits. For most (nonfinancial) companies, business plans focus on projected cash flows from operations, but many also include nonoperating cash flows. Business plans are strategic documents.

· Capital Budgets can be short-term or long-term planning documents. They focus on the anticipated revenues and expenditures for particular projects. Their main value is in assessing whether a project meets company-specified hurdle rates (e.g., internal rates of return). Because of their relatively narrow focus, capital budgets are not usually considered strategic planning documents.  

· Scenario plans are 10-year to 20-year planning documents that focus on broad industry, demographic, technological, and market trends, as well as structural issues that shape a company’s center of business interest(s). Of all the planning documents, scenario plans should be the broadest and most strategic. 
Discussion Questions

?
6.  “Even though companies cannot control macroeconomic variables, anticipating the effects of changes in these variables and understanding macroeconomic interrelationships can be very useful to businesses.” Explain whether this statement is true or false. 

· This statement is true. A fruitful way think of this question is to consider the most important variables that influence a company’s profitability and/or cash flows. Check your answers against those given in Question 1. Then, the discussion might turn toward explaining how changes in these economic variables hurt or help business performance and what companies might do to reduce or hedge these risks.  

7. What business decisions can be improved with the help of short-term macroeconomic analysis? What business decisions can be improved with the help of long-term macroeconomic analysis? 

· Short-term macroeconomic analysis is most helpful for companies that are preparing budgets, business plans, and/or capital budgeting projects. Remember that short-term macroeconomic analyses focus mainly on changes in demand, which is composed of personal consumption, gross private domestic investment, government spending on final goods and services, and net exports.

· Long-term macroeconomic analysis is most helpful for companies that are preparing scenario plans. During long periods of time, absolute and relative prices can vary considerably. Long-run macroeconomic analyses are concerned with broad-based changes in demographic, technological, business, and government trends, such as aging populations, immigration and emigration, informatics, automation, miniaturization, robotics, research (e.g., genetic engineering), corporate governance practices, labor–management relations, government intervention and regulations, infrastructure, fiscal and monetary priorities, international protectionism, property rights, tax policies, and risks (e.g., political, terrorist, social, and economic).
8. How important are monetary and fiscal policies to long-term economic growth? What are the most important economic variables determining a nation’s long term economic growth?
· If the key to long-term economic growth was simply to create more money (i.e., expansionary monetary policy), lower taxes (i.e., expansionary fiscal policy), and/or increase government spending (i.e., expansionary fiscal policy), then all nations would enjoy high standards of living. Clearly, monetary and fiscal policies alone cannot ensure long run growth and development.

Among the most important variables determining a nation’s long-term economic growth are investments in physical and human capital, advancements in technology and innovation, constructive labor–management relations, and effective corporate governance policies. The government’s role is also important in terms of establishing institutions and policies to improve economic efficiency; defining individual property rights; ensuring a stable, fair, and predictable political environment with low business risks; encouraging competitive markets; imposing reasonable marginal tax rates; promoting the free movement of goods, services, capital, and labor; as well as enacting sensible monetary and fiscal priorities. 
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