Teaching Materials – 13

Stimulus Material

Business does not operate in a vacuum. Changes beyond the immediate environment within which it operates affect a business. We call this the macro environment. One of the biggest influences on the environment within which a business has to operate is the government. It has objectives, which it wants to achieve. These include:

· keeping prices low and stable

· keeping employment as high as possible

· maintaining economic growth

· trading exports at a level of value that pays for imports

· keeping a stable £ on the international markets

· delivering reasonable equality in the distribution of income and wealth

All of these require government to use certain policy options and these have an impact on business. So, let’s look in more detail at what are collectively known as macro objectives

The theory

Macro objectives

You will need to be aware of the main macro factors that influence business and make certain you appreciate the impact these can have on business and what business can do to try and minimise their effects. You will need to make certain you know about:

· Inflation 

· Unemployment 

· Interest rates 

· Exchange rates 

Inflation

This simply means increases in prices. We measure it by using the Retail Price Index (RPI). It can be caused by:

· Demand running ahead of supply and forcing prices upwards. You will need to look out for consumer incomes rising quite quickly and the availability of credit. 

· Costs increasing as a result of resource prices, wages expenses and pressure on profits. 

· Increases in the supply of money, for as prices rise so there is pressure on government to print more money. As the increase in money usually exceeds the increase in output this is thought to be inflationary. 

· What we think will happen or expectations. If we fear inflation so we buy now and force prices upwards or build expectations of inflation into wage claims. 

For a business the impact of inflation can be:

· a reduction in sales as a result of price rises 

· a loss of exports as competitiveness falls 

· greater uncertainty impacting on business confidence 

· an increase in interest rates causing the cost of borrowing to rise and this puts up costs 

The last point needs some more time spent on it for interest rates are an important factor for business. Interest rates are the cost of borrowing money. If they are rising then business might be affected by:

· increased borrowing costs, which could squeeze profits 

· a fall in credit sales 

· a fall in the disposable income of consumers, especially those with mortgages 

· a fall in investment as firms cut back on placing new orders etc. 

· a rise in the cost of financing working capital and therefore pressure to reduce stocks 

· the inflow of what we call 'hot money' may cause the exchange rate to alter and this could allow imports to look cheaper and exports to appear more expensive - again much will depend on elasticity. 

You will need to know about exchange rates. An exchange rate is one currency priced in terms of another. In the UK we really only bother with the US $ and the Euro as such a large proportion of our trade is with these two zones. Exchange rates can go up or down. If they go down then think about effects like:

· cheaper exports and more expensive imports 

· less certainty in planning for businesses 

If they go up then think:

· dearer exports and less expensive imports and 

· the problems with planning again 

An increase can be caused by:

· The demand for our exports becoming greater, so other countries needs to buy more of our currency. 

· A decrease in the supply of our currency, which is probably the result of others not importing to UK. 

· An attractive interest rate in UK, which attracts money into our banking system. We call this 'hot money'. 

· A rush on our currency by speculators hoping to cause its value to rise. 

· An increase in future investment plans by MNC's and they need to buy pounds in order to pay for their intended investment. 

· Intervention by government (The Bank of England) to support a falling value of the £. 

Remember that three main types of exchange rate systems that exist around the world. These are:

· Flexible or floating - exchange rates, which are moved by changes in the demand of and supply of the currency. These are normally driven by the demand for imports and exports, investment flows and speculation. Government does NOT intervene to support the currency. 

· Managed or dirty floats - this is when the government lets the rate move within predetermined boundaries. These allow some floating but not outside what the government wants. 

· Fixed - this is when the value of a currency is fixed against another and the government has to keep it there. 

So, what could they ask you about macroeconomics when you confront a business studies paper? Well, they might ask you to:

· Talk about what might have caused prices to rise (inflation) and what this might mean for a business 

· Do the same about interest rates 

· Do the same for a change in exchange rates if you (a) import parts and/or (b) sell overseas. In this case always think about ELASTICITY and MARGINS. 

· Talk about how different firms/markets are affected by the above 

· Describe why other factors might be important in the marketing mix you operate under

Non-Price Factors

Remember that all sales, whether they are at home or abroad are not usually solely reliant on price. Non-price factors also influence the potential for sales. So, don't forget to look for any information on:

· reputation 

· quality 

· after-sales service 

· design 

· reliability 

· terms of payment 

Some questions

1. What are the main macroeconomic objectives of government?

2. How might inflation affect a business?

3. What are the main non- –price factors used by business?

4. Why might exchange rate changes affect some businesses in the UK?

Suggested Answers

1. The UK government is attempting the following macroeconomic objectives:

· to keep prices table and low

· to maintain high levels of employment

· create economic growth

· keep the exchange rate stable

· keep the trade flows roughly in balance

2. Inflation might affect an economy as follows:

For a business the impact of inflation can be:

· a reduction in sales as a result of price rises 

· a loss of exports as competitiveness falls 

· greater uncertainty impacting on business confidence 

· an increase in interest rates causing the cost of borrowing to rise and this puts up costs 

The last point needs some more time spent on it for interest rates are an important factor for business. Interest rates are the cost of borrowing money. If they are rising then business might be affected by:

· increased borrowing costs, which could squeeze profits 

· a fall in credit sales 

· a fall in the disposable income of consumers, especially those with mortgages 

· a fall in investment as firms cut back on placing new orders etc. 

· a rise in the cost of financing working capital and therefore pressure to reduce stocks 

the inflow of what we call 'hot money' may cause the exchange rate to alter and this could allow imports to look cheaper and exports to appear more expensive - again much will depend on elasticity.
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The main non-price factors, which can influence sales, are. 

· reputation  - think how important trust is in buying decisions

· quality  - we know this when we see it 

· after-sales service – how important in the purchase of expensive items is this?

· design  - the ‘application of science?’

· reliability  - none of us like to have to take things back because they don’t work

· terms of payment  - credit, plastic or any other way of making it easier.

4.There are THREE main types of exchange rate, these are: Flexible or floating - exchange rates, which are moved by changes in the demand of and supply of the currency. These are normally driven by the demand for imports and exports, investment flows and speculation. Government does NOT intervene to support the currency. 

Managed or dirty floats - this is when the government lets the rate move within predetermined boundaries. These allow some floating but not outside what the government wants. 

Fixed - this is when the value of a currency is fixed against another and the government has to keep it there.

An exchange rate is one currency priced in terms of another. In the UK we really only bother with the US $ and the Euro as such a large proportion of our trade is with these two zones. Exchange rates can go up or down. If they go down then think about effects like:

· cheaper exports and more expensive imports 

· less certainty in planning for businesses 

If they go up then think:

· dearer exports and less expensive imports and the problems with planning again 

An increase can be caused by:

· The demand for our exports becoming greater, so other countries needs to buy more of our currency. 

· A decrease in the supply of our currency, which is probably the result of others not importing to UK. 

· An attractive interest rate in UK, which attracts money into our banking system. We call this 'hot money'. 

· A rush on our currency by speculators hoping to cause its value to rise. 

