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Chapter 21 – Business and the Economy
The Impact of the Economy on Business (Economic Variables)
· The economy has an impact on business through items called Economic Variables.

· Economic variables are:

1) Inflation

2) Interest rates

3) Unemployment

4) Taxation

5) Exchange rates 
· What do I mean by the ‘Economy of a Country’?

The economy refers to the money, industries and employment of a nation

1)
Inflation

· Inflation is an increase in the average price of goods and services from one year to the next.

· It is measured by the Consumer Price Index (CPI).
· When the price rises, the value of money falls.

example.: 

· You earn €300 a week. Food costs you €100 and light and heat costs you €50. You have €150 left to spend on your car, on entertainment, on yourself, etc.

· If inflation is 10%, the price of food goes up to €110 and the price of light and heat goes up to €55. You now only have €135 left to spend on your car, on entertainment, on yourself, etc.

Low rates of Inflation are Better for Business and the Economy in General.

i. Sales & Profits

· If inflation is low, then prices for goods and services to the Irish consumer are stable. This means that firms will produce and sell more, which increases profits. 
· High inflation rates will reduce consumer spending. They can no longer afford to buy as many goods and services. They switch from buying luxury goods to essential goods. This will reduce firms’ sales and profits.

ii. Trade

· If inflation is low, Irish firms will be more competitive when trading abroad, which will have a positive impact on our balance of trade and balance of payments

· If inflation is high, then Irish firms will be less competitive abroad. Exports become dearer. The number of goods we sell abroad falls. Sales fall and profits fall.
· People begin to find imports cheaper and we buy more goods from companies in foreign countries and fewer goods from firms in Ireland.

iii. Raw Materials 

· Low inflation rates mean Irish manufacturers will buy their raw materials in Ireland rather than look abroad. Their costs are low and profits stay high.

· High inflation will increase the cost of raw materials in Ireland. This increases company’s expenses and lowers their profits. Irish firms may be forced to buy raw materials from abroad.

iv. Wages
· High inflation may result in unions looking for wage increases. Workers need more money to pay the higher prices in shops. This may cause industrial action. 
· Low inflation rates help to maintain a stable industrial relations climate.

v. Employment 
· Firms might not be selling as many goods at a higher price. Firms cut back on production and therefore won’t need as many workers.

· Inflation pushes up a business’ costs. Wages costs are a businesses largest expense. A business might cut back on costs by reducing the number of workers. 
· Unemployment rises.
2)
Interest Rates

· Interest Rates represent the cost of borrowing money or the return on money saved.

· The European Central Bank (ECB) now sets interests rates for countries that use the euro (in the Eurozone).
· If interest rates rise, so does the amount that you have to pay back to bank.

Effect of Interest Rates

i. Sales & Profits
· Low interest rates result in consumer borrowing and spending, which leads to an increased demand for goods and services. This in turn increases sales and profits of business. High interest rates have the opposite effect and are bad for business.

ii. Business Costs

· If the interest rates rise, the repayments on a loan also increase. This increases a firms costs and their profits fall.

iii. Employment
· If interest rates rise resulting in higher costs and reduced sales and profits, firms might have to let off workers.

· If interest rates are low, people’s demand for goods and services is high, businesses may expand and the business costs will fall. Firms may then hire more workers.

iv. Expansion

· When interest rates are low, firms borrow more money to expand their business (the cost of repaying the money is low). This results in them becoming more competitive in domestic and international markets. 
· High interest rates have the opposite effect. 

v. Savings
· High interest rates have negative affect of businesses because investors may put their money into savings accounts in banks. This means they get a greater return from saving; their money grows by a large amount. Investors don’t then buy shares in companies. Business may have difficulty raising finance from share issues.

· For firms with reserves (savings), high interest rates are good.

3)
Unemployment

· Unemployment refers to the number of people who are available and looking for work but who cannot get a job.

i. Sales and Profits

· High unemployment means less money being spent in the economy. People aren’t earning money so they can’t afford to buy goods and services. This reduces sales and profits.

ii. Social Welfare

· High unemployment means more social welfare payments have to be paid out. This may mean that the Government has to increase taxes to pay for these. The government will have less money to spend on other aspects of the economy such as health, education, the infrastructure, etc.
iii. Social Cost

· High unemployment is linked to more crime in society. This increases businesses costs and reduces their profits. 

· The government has to spend more money on law enforcement. This means they won’t be spending money in other areas and may also mean an increase in the level of tax to be able to pay for this.

iv. Taxation

· High unemployment also means less PAYE is collected as fewer people are working. Also less VAT will be collected as the unemployed have less money to spend. This reduces the government’s income. It then has less money to spend on other services in the country.
4)
Taxation

· Taxes have to be paid to the government. 
· This is the main source of income for the state.

· The main business taxes are income tax, corporation tax, VAT, motor tax and capital taxes.
Lower Rates of Tax are Better for Business

i. PAYE

· This is the tax workers pay on their wages. The two rates of income tax in force as of 2006 are 20% and 42%. 
· If these rates are kept low, then workers have more money to spend, which results in firms selling more. They make more profits.

· If rates are low, workers are happier to work and industrial relations problems are less likely to occur.

· If taxes are high, workers have less money to spend in shops. Businesses sales and profits fall. There will be industrial relations problems as workers will want higher wages.

ii. Corporation Tax

· This is the tax that companies pay on their profits. As of 2006 the rate is 12.5%.

·  Lower corporation tax results in firms having more retained profits, which they can then plough back into the business to finance expansion and help them become more competitive with foreign firms.

· Higher rates of corporation tax reduce a company’s profits. This means that firms have less money to spend to expand, for dividends for shareholders, etc.

iii. VAT

· Low VAT rates mean lower prices of products in shops. More goods and services will be bought by consumers. This leads to increased sales and profits for companies and keeps them competitive.

· People can also enjoy a higher standard of living as they can afford more goods and services.

· Higher VAT rates mean customers have to pay a higher price for goods and services in shops. They can’t afford to buy some goods and services any more. Their standard of living will fall.

· Businesses sales and profits fall.

5)
Exchange Rates.

· The exchange rate for the euro tells you how much €1 is worth in terms of another currency.

· It tells you how much of a foreign currency you will get for €1.

· Exchange rates affect firms that trade internationally (they are not relevant when trading with other Eurozone countries). However, Ireland does a lot of trade with the US and the UK, and as a result, exchange rates are very important to us.

· Our main trading partner is the UK, so the most important exchange rate is the euro/sterling rate.

i. Exports Fall

A strong euro/rising exchange rate/ euro increases in value

This can cause the price of Irish goods to increase in foreign countries. When the price of Irish goods goes up, Irish firms sell fewer goods abroad. Sales and profits fall.
example

An Irish business sells whiskey for €100 a bottle.

If the exchange rate is €1 = $1.50, the bottle of whiskey sells for $150 in the U.S.

If the exchange rate rises €1 = $2, then the whiskey will sell for $200 a bottle.

ii. Imports are Cheaper

· A Strong Euro/Rising Exchange Rate

· Foreign currency can be purchased more cheaply to pay for imports. The cost of imported goods falls. Irish people buy foreign goods. This leads to increased competition for Irish firms. Their sales and profits fall.
example
· Exchange rate is €1 = £1.50. An importer buys £150 worth of goods from England for €100. 
· If the exchange rate rises to €1 = £2. Then the importer’s €100 can buy them £200’s worth of goods.

iii. Exports are Cheaper

· A weak euro in relation to other currencies (low/falling exchange rate) 
· Irish goods are cheap when priced in other currencies. 
· This makes Irish goods cheaper. This is increases the sales and profits of Irish firms.

example

· €1 = $1
Americans spend $100 and can buy €100’s worth of Irish goods

· If the exchange rate fell; €1 = $0.5

Americans can spend $100 and buy €200 worth of Irish goods

Impact of Business on the Development of the Economy

Local Impact

1. Employment is created in the local area. This leads to a reduction in the numbers of unemployed and a reduction in social welfare payments. 
People have more income and their standard of living improves.

2. Business needs to be supplied with services from other firm’s which leads to the establishment of spin-off businesses.

eg.: financial services, accounting services, etc. 


This creates more jobs

3. As business grows in an area, the need for improved infrastructure increases. Thus, development of local transport, communication and other services improves with the business. This attract further business to the area.
4. An entrepreneurial culture is created when business develops in an area. This provides an incentive for others to follow.

National Impact

1. Business development creates employment on a national scale. With more people working, the government spends less on social welfare.

2. An increase in business increases tax revenue collected by government. 
Employees pay more PAYE, more VAT is collected from purchases and companies pay corporation tax on their profits. 

The government can use this money to improve the economy, build roads, lower taxes, improve education, etc.

3. Most of the multinationals that set up in Ireland export a large percentage of their output. Indigenous Irish firms also export some of their output.

This leads to an improvement in Ireland’s balance of trade and balance of payments. 

A greater level of exports increases Irish firms sales and profits.

4. Inflation is kept low. Businesses set up and compete with each other and with foreign firms. Competition between businesses keeps prices low which leads to low inflation

eg.: Ryanair

Some Negative Effects

i. Competition

· When Multinationals set up in Ireland, they create intense competition with indigenous Irish firms. This may cause smaller Irish firms to close.
eg.: The arrival of Lidl and Aldi has led to the closure of some smaller grocery stores.

· Irish firms find it hard to compete with the prices that low wage economies can sell their goods for.

· This increases unemployment, which lowers tax revenue for the Government, increases social welfare payments and reduces the amount of money that the Government can spend on areas such as health, education, transport, etc.

ii. Environment

· An increase in business activity may have a negative impact on the environment. Some firms illegally dump and cause pollution unless they are closely monitored. 
· This will affect the food and tourism industries because people won’t buy Irish food or go on holiday in Ireland if they feel the country is polluted.

iii. Domineering

· Some firms become very big and powerful and try to maximise profits at the expense of the customer

eg.: In the past Vodafone an Bank of Ireland have been guilty of overcharging their customers.

iv. Social Costs
Social costs associated with successful businesses include

Traffic jams, noise pollution, health risk to workers, lack of public amenities.

· Traffic jams slow down the transportation of goods. This will increase the cost of doing business.
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