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1 Basic Knowledge about Economy

and Management

1.1 Financial Markets and Expectations

" between bonds of different maturates

Arbitrage(1
implies that the price of a bond is the present value of the
payments@)onfﬂuabond, discounted (FFATNEIL) using current
and expected short—term interest rates. Thus, higher
current or expected short—term interest rates lead to lower
bond prices.

The yield to maturity on a bond” with a maturity of n
years (or equivalently”, the n—year rate) is approximately
equal to the average of current and expected future one year
interest rates over this and the next ( n -1 ) years.

The slope of the yield curve” (equivalently, the term
structure) tells us what financial markets expect to happen
to short-term interest rates in the future. A
downward-sloping yield curve( FIEU AT HHZE dimplies that the
market expects a decrease 1in short—term rates; an
upward—sloping yield curve implies that the market expects
an increase in short—term rates.

The fundamental value of a stock® is the present value
of expected future real dividends”l discounted using
current and future expected one—year real interest rates.
In the absence of bubbles or fads (ZE¥ A REARFIER M) , the
price of a stock is equal to its fundamental value.

An increase in expected dividends leads to an increase

.1.



in the fundamental value of stocks: an increase in current
and expected one—year interest rates leads to a decrease in
their fundamental value.

Changes in output may or may not be associated with
changes in stock prices in the same direction. Whether they
are depends on (1) what the market expected in the first
place, (2) the source of the stocks, and (3) how the market
expects the central bank to react to the output change.

Stock prices can be subject to bubbles or fads that lead
a stock price to differ from its fundamental value. Bubbles
are episodes where financial investors buy a stock for a
price higher than its fundamental value in anticipation of
reselling the stock at an even higher price.(w A fad is a
general term for a time when, for reasons of fashion or
over—optimism (40 2RM) , financial investors are willing

to pay more than the fundamental value of the stock.
“Nofes
<.-_5°_tf§___,,/
(1) arbitrage £
(2) the present value of the payments I H S A Ur{E
(3) the yield to maturity on a bond FIHARMGiIZFI 25
(4) equivalently AHZEHE, #H[FHL
(5) the slope of the yield curve Wz kR msl%
(6) the fundamental value of a stock JXEEHEH:
(7) expected future real dividends ARHSZPRIFLL
(8) AfJH episodes Ji Xy where FIFHIEWEMNA), HH,
higher - & fEIEF XA L AR in anticipation of+f
MR ER S H IR
T
C_.Ei‘fff’?/
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Directions: For the passage there are some questions or
unfinished statements. Each of them is provided with four
choices marked (a), (b), (c¢) and (d). You should decide on
the best choice and then mark your answer.

1. Arbitrage between bonds of @ implies that the
price of a bond is the present value of the payments on the
bond.

a. the same prices b. different maturates

c. different values d. the same payments

2. If you want to understand what financial markets
expect to happen to short—term interest rates in the future,
you should have a clear idea of

a. the down wand - shopping yield curve

b. the upward-shopping yield curve

c. both the downward and upward shopping yield curves

d. a bond with a maturity of many years

3. The fundamental value of a stock is by using
current and future expected one—year real interest rates.

a. discounted b. discounting

c. disconnected d. discouraging

4. An increase in current and expected one—year interest
rates leads to

a. an increase in expected dividends

b. an increase in the fundamental value

c. a decrease in the fundamental value

d. the fundamental value of stocks

5. Whether changes in output are associated with changes
in stock prices in the same direction depends on

a. bubbles or fads that lead to a stick price



b. market expectation
c. the anticipation of reselling the stock

d. reasons of overoptimism



1.2 Expectations, Policy and Output

Spending in the goods market depends on both current and
expected future output, and on the current and expected
future real interest rate (T H] R K M SZFr A % ). Thus,
changes in expected future outputua or in the expected
future real interest rate, lead to changes in spending today.
Put another way, the effect of any policy on spending and
output depends on whether and how policy affects
expectations of future output and of the future real
interest rate.

Changes in the money supply affect the short—term
nominal interest rate (5 HI4 X A% ). However, activity
depends on current and expected future real interest rates.
Thus, the effect of monetary policym on activity depends
crucially on whether and how changes in the short—-term
nominal interest rate lead to changes in the current and
expected real interest rates.

" is the

The assumption of rational e)qoectations(3
assumption that people, firms, and participants in
financial markets form expectations of the future by
assessing the course of future expected policy and then
working out the implications for future output R, =&
Ka4-7711), interest rates, and so on. ™ While it is clear
that most people do not go through this exercise themselves,
we can think of them as doing so indirectly by watching TV
and reading newspapers, which themselves rely on the
forecasts of public and private forecaster.

Although there may be cases where people, firms, or

financial investors do not have rational expectations, the

.5.



assumption seems to be the best benchmark® to evaluate the
potential effects of alternative policies. Designing a
policy on the assumption that people will make systematic
mistakes in responding to it is surely unwise. ©

When account is taken of its effect on expectations, a
budget—deficit reduction plan (FMHE FxF LX) may lead
to an increase rather than a decrease in output. The more
the central bank 1is expected to offset the deficit
reduction’ s adverse effect on spending, the more likely
this is to happen. The Clinton deficit reduction package of
1993 was designed to reduce the adverse effects of the

deficit reduction on economic activity.

< Notes

(1) expected future output FHHAARI &

(2) the effect of monetary policy & MEGRIT I
M

(3) The assumption of rational expectations & FHTii
iaEqisl!

(4) AA)H assumption Ja&FALTEMNA), Hrr, by 5
PN B 44 1] R TEAE T ORI

(5) the best benchmark & IfHrifE

(6) Designing--+it Az FEMETE, Hf, that-h
DAY NG

_ Exercise
Directions: For the passage there are some questions or

unfinished statements. Each of them is provided with four
choices marked (a), (b), (c¢) and (d). You should decide on
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the best choice and then mark your answer.

1. The expectations of future output and of the future
real interest rate are usually affected by

a. any policy on spending and output

b. the current real interest rate

c. spending in the goods market

d. changes in spending today

2. Changes in the short—term nominal interest rate can
lead to changes in

a. the effect of monetary policy

b. the current and expected real interest rates

c. the money supply

d. the assumption of rational expectations

3. People, firms and participants in financial markets
form expectations of the future by

a. not going through the exercise themselves

b. watching TV and reading newspapers

c. relying on the forecasts of public and private
forecaster

d. assessing the course of future expected policy

4. The best way to evaluate the potential effects of
alternative policies is

a. the assumptions of rational expectations

b. the designing of a policy

c. sSystematic mistakes

d. responding to the policy

5. The more the central bank is expected to offset the
deficit reduction’ s adverse effect on spending, the more
likely

a. account is taken of its effect on expectations

.7.



b. a budget—-deficit reduction plan may lead to an increase
in output

c. people will make systematic mistakes

d. the financial investors will increase the adverse
e f f e ¢ t s o f t h e

deficit reduction
1.3 Openness in Goods and Financial Markets

Openness in goods markets allows people and firms to
choose between domestic and foreign goods. Openness in
financial markets” allows financial investors to hold
domestic or foreign financial assets.

The nominal exchange rate (% X 3%) is the price of one
unit of foreign currency in terms of domestic currency. Thus,
from the viewpoint of the United States, the nominal
exchange rate between the United States and Germany is the
number of dollars per euro”.

A nominal appreciation® (or appreciation, for short)
is an increase in the relative price of the domestic currency
in terms of foreign currencies. Given the definition of the
exchange rate, it corresponds to a decrease in the exchange
rate. A nominal depreciationu)(or depreciation, for short)
is a decrease in the relative price of the domestic currency
in terms of foreign currencies, it corresponds to an
increase in the exchange rate.

The real exchange rate is the relative price of foreign
goods in terms of domestic goods. It is equal to the nominal
exchange rate times the foreign price level (ZPMFRENFE)
divided by the domestic price level.

. . 5B . . . .
A real appreciation 1is an increase in the relative
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price of domestic goods in terms of foreign goods. It
corresponds to a decrease in the real exchange rate. A real
depreciation is a decrease in the relative price of domestic
goods. It corresponds to an increase in the real exchange
rate.

The multilateral real exchange rate@% or real exchange
rate for short, is a weighted average of bilateral real
exchange rates (XUIASEPFRITA) , with weights equal to trade
shares. ¥

The balance of payments@) records a country s
transactions with the rest of the world. The current account
balance” is equal to the same of the trade balance, net
investment income (% FWe A) , and net transfers"”
received from the rest of the world. The capital account

(11)
balance

is equal to capital flows from the rest of the
world, minus capital flows to the rest of the world.

The current account"” and the capital account CEASHK
J') are mirror images of each other. A current account
deficit™ is financed by net capital flows from the rest of
the world, thus by a capital account surplus CEAIK

4)
corresponds

4% . Similarly, a current account surplus‘
to a capital account deficit.

Uncovered interest parity“m, or interest parity for
short, is an arbitrage condition (EJ_54) stating that the
expected rates of return in terms of domestic currency on
domestic and foreign bonds must be equal.(M)Interest parity
implies that the domestic interest rate is approximately
equal to the foreign interest rate plus the expected

depreciation rate of the domestic currency.

_ Notes 9.



