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The Stock Market

 

and the Economy


Outline of Text Material

I.
Introduction

A.
As recently as a decade ago macroeconomics could ignore the stock market because its impact on the economy was small (particularly in the short run).

B.
The stock market boom of 1995–2000 affected the economy in many ways, most of them quite noticeable.

C.
This chapter will explore how the stock market affects the economy and other related issues.


TEACHING TIP: If you’re looking for material to lighten up the course, this chapter is a good source.  It’s a good introduction to stocks, bonds, and other financial assets as well as their relationship to the macroeconomy.
II.
Stocks and Bonds

A.
Business Investment and Finance

1.
Planned investment spending includes nonresidential fixed investment, business equipment, and residential fixed investment.

2.
Investment projects are usually very large, often requiring external financing.

a.
Internal financing means payment out of retained earnings.

b.
External financing means some sort of instrument(s) must be issued to raise additional funds.

3.
Types of external financing

a.
Bank loans

b.
Issuing bonds

c.
Issuing stock

B.
Bonds

1.
A bond is a document that formally promises to pay back a loan under specified terms usually over a specific time period.

a.
Those who purchase bonds from the firm that issued them are lenders.

b.
Bond issuers are borrowers.

2.
Bonds have several characteristics.

a.
Every bond has a face value, typically $1,000. This is the amount the buyer will be repaid when the bond matures.


TEACHING TIP: Most bond pricing and coupon information is quoted per $100 of face value.  The face value of the bond is mainly used to calculate its price.
b.
Most bonds have a maturity date, the date when the face value will be paid.

c.
Many bonds make regular payments once or twice a year. These payments are called coupon payments. The coupon is a fixed dollar amount specified in the bond covenant.
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TOPIC FOR CLASS DISCUSSION:
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In Europe most bonds make coupon payments once a year (annual payments). In the U.S. most bonds pay coupons twice a year (semi-annual payments). Ask the class if they can think of any reason why. Be open-minded; there is no good theory to explain this (yet).
3.
The price of a bond is the net present value of its future coupon payments plus the present value of its face value.

a.
The discount rate is the yield to maturity on other bonds that are very close substitutes for this bond. “Close substitutes” means similar time to maturity, default risk, and other characteristics.

b.
The discount rate that makes the price of the bond equal to the present value of its payments is called the yield to maturity.

4.
Bond prices and interest rates (yields to maturity) move in opposite directions. This is an iron law of algebra, not a behavioral observation.


TEACHING TIP: It’s traditional at this point to tell the class why the fixed dollar payments are called “coupon payments.” The story goes like this: Once upon a time bonds were huge sheets of paper. One corner (about 8-1/2 x 11 inches) was the bond covenant, the promises the bond made. The rest of the bond was divided into small pieces. Each piece had a date and an amount on it. When the date on a piece of the bond arrived, that piece was snipped off and sent to the issuer. The issuer would send back a check. The slips of paper were literally coupons.
C.
Stocks

1.
Common stock is partial ownership of a corporation.

a.
Most people who own stocks own a very small fraction of the corporation. Nevertheless as owners they are entitled to share in the success of a business (or lack of success).
b.
When part of profits are paid to stockholders the payment is called a dividend.  

c.
If the price of a stock today is greater than the price the stockholder paid to purchase it, the stockholder has a capital gain.  If the price is less than the purchase price the stockholder has a capital loss.  Realized capital gains or losses occur when the stock is actually sold and the amount of the capital gain (loss) becomes part of the owner’s income.
http://finance.yahoo.com/
TEACHING TIP: Students remain fascinated by stocks and the stock market. Two excel​lent sources of data are Yahoo! ( ) and Microsoft Network (http://moneycentral.msn.com/ ). For example, Microsoft has 10.4 billion shares outstanding. If you happen to own 100 shares, you own 0.000001 percent of the Microsoft Corporation. Bill Gates and Steve Ballmer can still outvote you.
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TOPIC FOR CLASS DISCUSSION:
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There are all kinds of screwball stock market theories. Divide the class into teams. Each team should find one stock market theory that seems a little odd, and then gather some data to test it. Two popular examples are the Super Bowl theory and the hemline theory. The Super Bowl theory says the stock market will go up in years when the NFC wins the Super Bowl. The hemline theory says the higher the hemline on skirts, the higher the stock market will rise. Both have a small bit of empirical support. Of course relying on either is a good way to turn your retirement savings into nothing.

TEACHING TIP: If your class is especially interested in the stock market here are a few additional details that you may want to include.  (1) Common stock is not guaranteed any cash income. While many stocks pay dividends and have paid them for a number of years, the payments are always made on the recommendation of the board of directors. (2) Most shares of stock are bought and sold in the secondary market, meaning the shares were not purchased directly from the company that issued them. These previously owned shares form the basis for most of the daily trading volume on the stock exchanges. The main participants in the secondary market are brokers and dealers. (3) If a firm wants to issue additional stock to help finance a project, that stock is sold in the primary market. The main participants in the primary market are investment banks. (4) Most firms are started as small enterprises with few stockholders. Stock in these firms is not available for sale to the public. Instead these high-risk shares are sold to sophisticated investors, venture capitalists, and others who can afford the loss. If a small firm is successful they may be able to go public with an initial public offering (IPO). The reason IPOs are so popular is because shares of stock almost always sell for a multiple of earnings per share. Only by selling stock to the public can the original owners participate in this multiple.
D.
Determining the Price of a Stock

1.
The only economic basis for determining a stock price is the dividend discount theory: The price of a share of stock today should equal the present value of expected future dividends.

2.
Stocks that pay no dividends today will pay them some day.

3.
Since the time horizon is very long, small changes in expectations can cause large changes in a stock’s price.

III.
The Stock Market Since 1948

A.
Stock Market Indexes

1.
The most widely followed market indexes are the Dow-Jones Industrial Average and the NASDAQ index.

a.
The Dow includes 30 stocks, far too small a sample to be meaningful. This is especially true because even those 30 stocks are not randomly selected.

b.
The NASDAQ only covers stocks traded on that exchange. That ignores the New York Stock Exchange, the American Stock Exchange, the various regional markets, and the over-the-counter market.

2.
The S&P 500 is a better index.

B.
The Boom of the 1990s

1.
Between December 31, 1994, and March 31, 2000, the S&P 500 rose 226 percent, an annual growth rate of 25 percent.

2.
This was the largest stock market boom in U.S. history.

3.
The runup in stock prices added about $14 trillion to household wealth (about $2.5 trillion per year).

C.
Causes of the 1995–2000 Boom

1.
There’s nothing unusual about the economic data.

2.
Possibly stocks were perceived as less risky for some reason.

3.
Most likely the cause was expectations feeding on themselves in a positive feedback loop.

a.
In other words people started believing the “greater fool” theory of investing.

b.
This theory says the price you pay for a stock doesn’t matter because there will be some other buyer (the “greater fool”) willing to buy the stock from you at an even higher price.

4.
It’s the Whole Market

a.
It wasn’t just the dot-com companies whose share prices went through the roof.

b.
The entire S&P 500 rose 25 percent per year.

c.
In retrospect it’s clear this was a market bubble.  But, as many economists know, asset bubbles are only easy to identify in the rear view mirror.  Knowing when an increase in asset prices is, in fact, a bubble is very difficult while the bubble is occurring.

5.
Market Bubble Stories

a.
Some people put their life savings into the market, buying late in the bubble only to lose most of their savings when the bubble collapsed.

b.
A few people were once worth hundreds of millions of dollars on paper and are now working at office jobs to survive.


TEACHING TIP: There are other stories as well. Some people took early retirement, basing their calculations on their belief that the market would continue to rise 25 percent per year forever. They are now working for a living again. A few people managed to cash out of the boom near the peak. Probably the most notable is Mark Cuban, owner of the Dallas Mavericks (a team in the National Basketball Association). Cuban founded broadcast.com and later sold it to Yahoo! for about $1.3 billion in stock. He liquidated his stock holdings, spent a few hundred million to acquire the Mavericks and has been having fun ever since. People like him are rare but they do exist.
IV.
Stock Market Effects on the Economy

A.
Introduction

1.
Consumption Spending and Wealth

a.
One of the factors that affect consumption is wealth, and one of the main components of household wealth is the value of the stocks they hold. Empirical research shows that for every $1.00 change in stock value, planned spending changes by $0.03 to $0.04.

b.
Most people own some stocks indirectly as part of pension funds or other mutual funds.

c.
Even those who own stocks indirectly are affected by their value because they receive regular reports about the value of their pension funds. If stock prices rise rapidly and the market value of their pension fund shoots up they may decide to reduce their saving and spend more out of current income. That’s very close to what happened in 1995–2000.

2.
Investment Spending and the Stock Market

a.
If a firm’s stock price rises, the equity cost of capital to the firm falls.

b.
Reducing the cost of capital will often induce the firm to issue more stock and expand their investment spending.


TEACHING TIP: This is good place to remind students that investment spending is spending by businesses on plant, equipment, and residential construction.
B.
The Crash of October 1987

1.
In this crash the market value of U.S. stocks fell by about a trillion dollars between August and October of 1987.  On October 19, 1987, stocks lost nearly $700 billion.
2.
People predicted a recession, if not a depression, after the crash, not because of the direct impact of wealth on consumption and hence on GDP, but because of the expectations effect.

3.
They were wrong. People and businesses did not adjust their expectations downward and there was no recession.  The Fed helped out by easing monetary policy.  T-bill rates fell by about 60 basis points between October and November 1987.
D.
The Boom of 1995–2000

1.
The increase in the value of stock holdings led to increased consumption and a household saving rate close to zero. The spending was a significant part of the increase in real GDP.

2.
The market value of stocks rose by $2.5 trillion per year. With an MPC out of wealth of 0.04 and a multiplier of 1.4, the increase in spending is $140 billion per year, about 1.5 percent of GDP.

3.
From 1995 to 2000 GDP grew 4.5 percent per year. The previous analysis suggests that 1.5 percent of that was caused by the stock market bubble.

4.
A detailed analysis using Prof. Fair’s model of the economy shows that without the stock market bubble saving rates would have been higher, real GDP growth would have been about normal, investment would have been lower, and the government budget surplus would have been smaller.


TEACHING TIP: Students may not easily see the link between the value of stock holdings and spending. It might be useful to explain this in terms of a typical consumer saving for retirement; as the value of his or her portfolio grows he or she can save less of current income and therefore spend more.
V.
Fed Policy and the Stock Market

A.
Should the Fed change monetary policy in response to events like the stock market bubble of 1995–2000?

B.
The behavior of the Fed in 1995–1997: This seemed like the best of all possible economic times; good growth, low unemployment, low inflation, and a balanced government budget.

C.
The behavior of the Fed 1998–2000: Concerns about Asia led the Fed to lower rates, but in the middle of 1999 it became concerned about inflation and began to raise rates. The delicate task of the Fed in the middle of 2000 was to prevent the economy from overheating without at the same time causing a stock market crash and bringing the economy into a recession.


TEACHING TIP: This is a good opportunity to emphasize how international concerns influence policy. For example, in the period 1998–2000 while the Fed may have wanted to raise interest rates due to domestic concerns about inflation, doing so may have attracted foreign investment to the United States and in particular from Japan, which may have pushed that economy over the edge. Students may wonder why that would be of great concern, so ask them to consider all the ways in which serious economic downturns in other countries could have negative repercussions for the United States.  And remember the Mundell effect – a capital inflow would have partially offset the contractionary monetary policy.

TEACHING TIP: This is the era of Alan Greenspan’s famous comment that the stock market was exhibiting “irrational exuberance.” Greenspan tried to talk stock prices down on many occasions. Most people agreed it would have been a bad idea to raise interest rates simply to cool off the stock market. However, the Fed controls another policy tool that affects stock prices directly, namely margin requirements. By increasing margin requirements from their historical 50 percent, the Fed might have lowered stock prices without taking the rest of the economy down.
VI.
The Post-Boom Economy

A.
Slow growth in 2001 and 2002

1.
Between 2000:IV and 2002:III there was a fairly large decline in stock prices.  Household wealth shrunk by about $7 trillion.  This offset about half the $14 trillion gain of the late 1990s.

2.
The decline in wealth contributed to the 2001 recession and slower growth throughout 2002.

3.
The Fed began what was arguably the most expansionary monetary policy in its history, lowering the T-bill rate by over 400 basis points.  This was accompanied by very expansionary fiscal policy.

4.
Monetary and fiscal policy partially offset the negative impact of the decrease in household wealth.

B.
Faster growth from 2003 through 2005 caused by house prices

1.
Between 2003:III and 2005:II the unemployment rate fell from 6.1 percent to 5.1 percent.

2.
While the stock market recovered somewhat the main impact on consumer behavior was a rapid increase in housing prices.

3.
Fueled by record low interest rates some homeowners refinanced mortgages. This lowered their monthly payments and increased the income available for other purchases.  Other homeowners opened “home equity lines of credit” allowing them to directly tap into the value of their house and use the funds for any purposes they wished.

4.
Was this a bubble?  As of the publication date of the text the data is still not clear.  While the boom in housing prices seems to be slowing, prices in the U.S. have not fallen.  European housing price increases slowed in 2005, creating a drag on the economies of many countries.
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TOPIC FOR CLASS DISCUSSION:
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Was the housing boom of 2003 – 2005 a bubble?  Ask students to find out what has happened to house prices since 2005.  Make sure they look at both the local economy and the entire U.S.  See if they can relate the change in house prices to the behavior of the macroeconomy.
VII.
Looking Ahead


The next chapter looks at specific models of household and business spending behavior.

Other Resources


Economic Experiments

Now in its second edition, Using Economic Experiments, Cases and Activities in the Classroom by Dirk Yandell of the University of San Diego is a compendium of more than 15 classroom experiments illustrating various topics in micro- and macroeconomics. Each experiment contains an overview, learning objectives, instructional materials, and classroom activities (including demonstrations and experiential exercises).


[image: image8.wmf] Extended Application
Application 1: The Stock Market and Macroeconomic Instability

Students enjoy studying the relationship between the stock market and the economy. This is probably because they have heard a lot about the stock market—especially stories of huge financial gains and losses of big market players. Some students own stocks themselves, and even more have parents who own stocks. Yet the forces behind the market, and its links to the economy as a whole, remain a mystery to them. For these reasons, you may want to devote an entire lecture to this topic. You may find this application helpful, as well as the teaching suggestions listed in the preceding outline.

Begin by pointing out that the ultimate determinant of stock prices, not surprisingly, is supply and demand. In this case, interpret the demand for a company’s stock as the quantity that individuals would want to hold at each price. (You can point out that this is a “stock,” rather than a “flow” interpretation of the demand curve, but few students seem to be bothered by this.) Holding all other relevant variables constant (like the dividend rate and the expected future profits of the firm), a lower price makes a company’s stock more attractive. Hence, the demand curve will have the familiar downward slope.

The supply of a company’s stock is simply the number of shares outstanding—the number of shares that have been issued by the company in the past. In the short run, this number of shares is fixed and does not vary with the price per share. Thus, the supply curve can be represented by a vertical line.

Together, the supply and demand curve determine the equilibrium price of a share of stock, as shown in the diagram that follows. With demand curve D1, the equilibrium price is P1. In the short run, because the supply curve cannot shift, stock price changes must be explained by shifts in the demand curve. Anything that increases the demand for shares will shift the demand curve to the right (to D2), and thus increase the equilibrium price (to P2).
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The previous analysis is the conventional theory. However it is flawed because the supply curve in the diagram is the stock supply but the demand curve is the flow demand. In fact, the supply of shares of a company’s stock offered on the market in any given day is upward sloping. A higher price will increase the flow supply because it will induce some of those who hold the stock to sell it. Therefore the more conventional supply-demand analysis holds:
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An important feature of the stock market is nearly immediate adjustment to the equilibrium price. An excess supply of a given stock means that the current demand is less than the current quantity in existence. This leads to a rush of selling, and the price drops almost immediately to the level at which market participants are content to hold the number of shares outstanding. An excess demand for stocks leads to a rush of buying and an almost immediate rise in price until equilibrium is reached.

Next point out that, aside from dividend payments, people hold stocks for the anticipated capital gains (the difference between the price at which they sell their stock and the price at which they bought it). For this reason, a major preoccupation of stock market investors is trying to predict which stocks will rise in price in the future. The goal is to buy these stocks now, at the current low price, and enjoy a capital gain when sold later at a higher price. Thus, the belief that a stock will rise in price in the future causes the demand curve for that stock to shift rightward now, and this causes a rise in the current price of the stock. In other words, the belief that a stock’s price will rise is a self-fulfilling prophesy.

What makes people believe that a stock will enjoy a future price rise? The following is a partial list.

SYMBOL 168 \f "Symbol" \s 10 \h
Expectations of future interest rate changes: Lower interest rates make stocks more attractive. The interest rate is the cost of tying your money up in stocks, because it is what could have been earned instead by buying, say, a bond or a CD. If interest rates are expected to decrease, market-players know that the demand curve for every stock will shift rightward, and there will be a general rise in stock prices. Thus, an expectation that interest rates will soon decrease leads to expectations that stocks will rise in price, anticipation of capital gains, and an immediate rightward shift of the demand curves for individual stocks. The result: an immediate rise in stock prices.

SYMBOL 168 \f "Symbol" \s 10 \h
The release of economic data: If the economy is expected to enter into a recession then corporate profits would decline, dividends may be cut, and stocks become less attractive. The demand curves for most stocks will shift leftward, and their prices will decline. Thus, the expectation of a recession causes market players to anticipate capital losses, and they will want to sell their stocks now. This causes an immediate leftward shift in the demand curves for stocks and an immediate decline in their prices.
SYMBOL 168 \f "Symbol" \s 10 \h
Announcements of government policy changes: Corporate profits are affected by government policy directly (through changes in the corporate profits tax, investment tax credits, and environmental and safety regulations) and also indirectly (through government policies that will change GDP). Other government policies change the demand for stocks for reasons other than their effects on corporate profits (like changes in the capital gains tax or policies that will change interest rates). For all of these reasons, government policy announcements cause changes in the expected future price of stocks, and thus cause immediate shifts in the demand curves for stocks and immediate changes in the prices. 
Students can see from this list that stock prices are affected immediately by day-to-day announcements and changes in expectations. This explains most of the day-to-day volatility in stock prices. 

Should there be concern over this volatility in stock prices? President Reagan had an interesting response to this question on October 19, 1987. Surprised by an ABC news reporter as he was climbing into a helicopter, Reagan was asked if he was “concerned” about the 500-point drop in the Dow Jones Industrial Average that day. “Why should I be?” he said. “I don’t own any stocks.” (Reagan supporters consider this remark an example of the former-president’s sense of humor; others are less forgiving.) 

Explain the reason for concern about stock market volatility. Declines in stock prices can lead to decreases in GDP. The text discusses one important way in which this occurs: Stocks are an important component of household wealth. When stock prices decline, so does wealth, and households will respond by decreasing consumption expenditures. This causes a decrease in aggregate expenditure and a decrease in equilibrium income. The steps can be outlined as follows:

stock prices decrease ( household wealth decreases ( consumption decreases
( aggregate expenditure decreases ( equilibrium GDP decreases

There is another way in which the stock market affects the economy, which is not mentioned in the text. If a firm issues new shares of stock to finance a capital investment project, it will obtain less money per share issued when stock prices are low. Another way of saying this is that a greater number of new shares will have to be issued to raise the same amount of money. But issuing a greater number of new shares means that future profits will have to be divided among a greater number of shareholders, leaving less profit available for current shareholders. In this way, a decline in stock prices is like an increase in a firm’s cost of raising funds in the stock market. Any given investment project will look less attractive when stock prices decrease, and investment spending will decrease. (Firms can also borrow or use retained earnings to finance investment projects, but for a variety of reasons these methods are not perfect substitutes for issuing new stock.) So now we see another way in which lower stock prices lead to a decrease in aggregate expenditure and a decrease in equilibrium GDP:

stock prices decrease ( investment projects require issuing more shares
( cost of raising funds increases ( investment spending decreases 
( aggregate expenditure decreases ( equilibrium GDP decreases

When stock prices change, the effects on consumption and investment, and ultimately on GDP, occur with a substantial time lag. For this reason, day-to-day volatility in the stock market is unlikely to have important effects on the economy. But long-duration swings in stock prices caused by long-duration changes in expectations can indeed have important impacts on GDP. This is why everyone should be concerned about the stock market, whether or not they own stocks.
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This seems to suggest a dilemma: Either the government must be left free to run discretionary budget deficits—with the expectation that such freedom will be abused and deficits will be too large—or deficits must be outlawed entirely and policies must be pursued that exacerbate recessions and destabilize the economy.

But there is a third alternative, favored by many macroeconomists. To understand this third way, recognize that any budget deficit can be divided into two components. The cyclical deficit is the part that is caused by unusually low tax revenues in a recession; the structural deficit is the remaining part. The cyclical deficit, by definition, would become zero if the economy recovered and achieved full employment output. The structural deficit, however, would remain even at full employment output. The proposed guideline for the government can now be stated as follows: The government would not be allowed to run a structural deficit. Cyclical deficits, however, would be allowed.

Returning to the diagram, when the AE line shifts downward (from AE1 to AE2) and output declines (from YFE to Y2), the deficit that results is entirely cyclical—it is due to lower tax revenues at a lower level of output and income. The government would not be required to eliminate this deficit, so it would not have to increase taxes or decrease spending. Although the government’s inaction would not help the economy recover, neither would it hurt the economy and make things worse. Preventing the government from running a structural deficit thus has a cost: The lost ability to stimulate the economy with fiscal policy in times of recession. But at least some control is gained over irresponsibly large deficits without destabilizing the economy.
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