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Marketing 1

BARGAINING POWER OF SUPPLIERS:

* Number and size of suppliers
Uniqueness of each supplier's product
* Focal company's ablity to substitute

THREAT OF SUBSTITUTE PRODUCTS:
Number of substitute products available

THREAT OF

* Buyer propensity to substitute

* Relative price performance of substitute SUBSHIUTE
* Perceived level of product differentiation PRODUCTS
* Switching costs

Porters5Forces:

RIVALRY AMONG "THREAT OF NEW ENTRANTS:
PASTING coMpETTORS: THREAT OF NEw [ Sstpssy

*  Number of competitors .

* Diversity of competitors ENTRANTS . ;‘,::EI;;.? -

* Industry concentration * Capital requirements

* Industry growth * Cumulative experience

* Quality differences * Government policies

* Brand loyalty *  Access to distribution channels
* Barrierstoexit * Switching costs

* Switching costs

BARGAINING RIVALRY BARGAINING
POWER OF &Ts?l’:; POWEROF
SUPPLIERS BUYERS]

COMPETITORS

BARGAINING POWER OF BUYERS:
Number of customers

Size of each customer order
Differences between competitors
Price sensitivity

Buyer’s ability to substitute
Buyer's information availability
Switching costs

Element Question

Veluable
roduci/semice

Rar
competency.

Difficut or impassible to imitste

[r——
compatancy.

Structuring Forces: Strat 1

It makes 50 impartant contribution to & requested

Thioea are faw Gthar GOMmanISs that Raus the same.

I wiuld b ffcu ar taks 3 lang time for snother

company ta dvelop this compstancy.

This competancy Gannot e repied by any other

Industry-wide (total market  [e /[T TET R
coverage) leadership)
Strategic target
Restriction to segment (par-
tial coverage)

Development of a sirategy.
Mission statoment

Business analysis
Strongiha and weaknessas

Strategic advantage (performance or cost)
[

Environmental analysis
Opportunites and threats

normative

Marketing plan

Market
analysis

Marketing strategy

— Target market
decision

- Positioning

decision

_Elasticities

that-Oldt

#st's data scientists estimated direct price elasticity of demand for this
good to be -0.8. How many units could the firm expect to sell during an average month if it were to
decrease the price it charges by 5% (assuming the estimate of direct price elasticity to be valid for

Direct Price Elasticity:
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Cost factor: Break-even analysis

Direct price elasticity of demand

Complotely inelastic demand
Increasing price
sensitivity of
T Anincrease in price o & good o senice causes an demand
midual o racuca the quanity he demancs of a1
o soncs.
Catris paribus!
consumption protiam - and hercs he
iatively

for.
o + Given prces of other goods:

such a large price change)? Round fractions of units down to the next full unit. (1 point)
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Income elasticity of demand:

% Change in Quantity Demanded

YED
% Change in Income

Cross price elasticity of demand:

% Change in Quantity Demanded of Good A

XED
% Change in Price of Good B

o.as . oo =

760+ SAo

Ey how many CHF would Olaumerrirsts expected revenue change during an average month if it
were to decrease the price it charges as in a) above? (2 points)
Rex. ofie cherg 1 800 - Soo = Yoo'ooe CHF

Vice qfur chonge ! prite (‘)‘\Ot?. ~0.0%

4 - o.os
0.9s

—_—

=2

F60 ChF

= 395200 CHF

A Reyenlt, : 345 6os ~ Uoo'so0 = _UBOO cpe
T

[E—

Normal good(nacessities):

Positiv ingame elasticity of demand (YED positive)
Inferior good(less demand with more income):
Negativ ingome elasticity (YED negativ)

Optimal Consum

Usity
{18, a0 individuals ‘wanis” >

 Uniimited
= Vhat people yant to have.

" . Feature
\:umuwmmd
S Relatively inelastic demand Lo tecm
E: Q < a, n a Goal-oriented
ption Elastic demand for good I: &, < —1, or |ey| > 1 (so we can speak of it Situation
I e icit nalysis
\ P e T:enTgsﬁm:re e:iadst:s th:)l:ml er the [allssomltellvalu]e(ufhs eiasncnty)i‘dn ofort b
nelastic demand for good I: & > —1, or |e,| < 1 (so we can speal
P i oot being “less” elastic the smaller the (absolute) value of the elasticity). Decision
prces)
 Limited. .
+vwnatpeosiesan ave. | COSt factor: Break-even analysis o
irection
Confidentiality
Resource
Allocation
Resistance

Explanation (A strategy ..)
..is orlented to the long term.
is focused on a specific goal.
is based on an analysis of your own

situation and the environment.

s a decision from different
possibilities.

sets the overal direction and thus
forms the basis for all subsequent
decisions.

is strictly confidential

aliows for the goal-appropriste
allocation of

Chess analogy

A game can last several hours.
Defeating the enemy

Position of own and oppanent’s pieces,
own and opponent's strengths and
weaknesses.

Only one piece can be moved per turn,
even though the player usually has a
chice of several pieces

1f the player chooses a more aggressive
playing style, he must make every move

aggressively.

The player reveals his strategy only o his
most trusted confidants

The player concentrates his forces on the

has a certain temporal stabiity but
can be aitered by changing conditions o
incorrect assumptions.

of the strategy.

As lang as everything goes as planned,
the player sticks to his strategy; otherwise
he makes a change.

_Marketing 2:

Conve

cost function graphs

Cost oriented defintions
AFC: Average Eixed Cost
~ Fixed cost per unit produced. AFC = ?nnn q: quantity produced.
~ Not defined for a quantity of zero.
AVC: Average Variable Cost.
— Variable cost per unit produced. AVC = :L with q: quantity produced.

ATC: Average Total Cost. ATC

Fixed costs

Variable cost,

Total cost

Av. Fixed cost

Av. Total cost

~ Also: ATC = AFC + AVC ("

CR]

1 Linear cost function

graphs

Fixed costs

Total cost

/’

1! Av. Fixed cost

Av. Total cost

Av. Variable Cost

Ristinguish b/w Cost Curves(Linear vs. Convex):

->Use linear Cost Curve: constant marginal gosts
(Marginal Output=Marginal Cost)
-> Use Convex Cost Curve: assumed increasing marginal gosts, each new unit
more expensive thap the last

Distinguish b/w Revenue Curyes(Linear vs. Convex):

_> Use linear when: firm gperates in perfect Competition
-> Use convex whep: firm It

s

Return to the initial situation (i.e. price of CHF 800.- per unit and quantity demanded at this price
during an average month of 500 units.). that a of O irst were to
decrease its price for its replacement parts for the same classic automobiles from CHF 750.- per
unit to CHF 675.- per unit. How many units would OldtimerFirst expect to sell during an average
month after the change in price of its competitor assuming that cross price elasticity between the
price set by its competitor and the quantity sold by OldtimerFirst to be 0.5? Round fractions of
units down to the next full unit. (1 point)
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—

By how many EHF would Oldti irst's exp d revenue change during an average month if its]
competitor were to move forward with its price decrease as in ¢) above and OldtimerFirst were to
leave its price unchanged? (2 points)
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Type of Descripti Liquidity ratio  General formula Guide-  Reason for guideline
Balance Sheet: Cashflow Statement: Lo Liquidity Ratios tine in 9%
Short tarm The holdor of a current account can bridge financial shortfalls W -~ 3
Balance sheet: Cashflow Statement: R et st :?2“.1”/ ast anceqivamis 0 i IZZK;":Z;?::’«::S;:ins if
) ; L Information it provides, questions it helps to answer. et i 0 bl papert o e v - Short-term debt
Information it provides, questions it helps to answer P guespers P i o i pprr o cash ratio) oo invested, and lead to
N A . i -> Measure of a companies liquidity and shows the changes in its cash ital
-> Snapshot of the companies assets, liabilities and equity at a specific holdi Bunk rad Medium orkong In prsctic, ther & i diflrence betwesn these twa a1 LIl Scessaly,Caste coate,
intin ti oldings torm A loan i simply considered a longar-term credit The condions.
poimt I time. -> Business operating activities: all cash-related revenues and expenses AlEing skl .
-> Helps to understand the companies current assets and liabilities, how from core business operations o R e e Liquidity aeh and Equivatents ¢ Accounts receiveable ca 100 Liquid assets are available
much inventory it holds. If the company is "healthy" or "unhealthy". -> Investing Activities: Shows cash changes resulting from the . e e ratio Il horttem et 00 for the repayment of mature
purchase(cash outflow) or sale (cash inflow) of fixed assets e AL e i YN TS0 CEEBLDOES
> . S - . - holder with & (usually ammusl) mnterest payment baged on the accounts receivable can be
-> Financing Activities: Details changes in cash from taking on debt or ot repay att expected within 30 days.
T q e - : e e &
Income Statement: equity(financing) or paying it back (definancing)
-> s the company generating cash from its day to day activities? RS G ETET GvERED .
% < b . 5 b Cash + accounts receivable + inventories 155-20 ;
Income Statement: > H?w much cash was r_alsed from issuing stock or taklnng_n new loans? X L{lqu!dlly Shortfech debt <100 133-200 The sale. of inventories
Information it provides, questions it helps to answer ~>id theicompany dseiits cashitorpay back qebr or pavidividends to et Current assets fe sesooieles it grssic
F-) y 4 X p: i . shareholders? ourrent ratio) = " 100 uncertainties.
-> Reasons for increases or decreases in the companies value over time, e S ey
: ,,. e —— Profitabilit General formula . Guideline
assets in and assets out. The Scenaria R ! "Profitability ratios
-> Sources of revenues Imagine you awn a small delivery business in 5t. Gallen. You are considering buying a new, more Who s tha invesior® Return on equity Profit, 150 B% or more, depending on and taking
-> Did the company make a profit or a loss over a specific period fuel-efficient delivery van. : | ‘ Equity into account the risk
Links b/w Income Statement and Balance sheet. * The Cost Today: The new van costs CHF 30,000 to buy right now. ‘ Fayfrancn ‘ ‘ et frenena I St ‘ Return on assets  Profit + |meresi 100 Typically lower than ROE. 6% or more
-> Linked through profit and retained earnings + The Future Benefit: Because it's more efficient, you calculate that it will save you CHF DebiiFequity
-> Net profit for the period is added to the retained earnings account on 12,000 in fuel and maintenance costs at the end of each year for the next 3 years.
the balance sheet. Retained earnings represent the accumulated profits S TDEETTS Profit__ 459 (S HE A e
N | ) & P , P + The Discount Rate: You know you could earn a 5% annual return by investing that CHF (operating margin Revenue Industrial: 1,5% or more
over time that have not been paid out to shareholders as dividends 30,000 elsewhere. So, your discount rate is 5% Liquidty Frofitabilty
->Therefore, the profitability shown on the income statement explains the —_— i EBIT margin EBIT Depends on the industry
L . . . tep 1: Calculating the Present Value (PV) a5 — 100
change in a company's net worth (equity) from one balance sheet period Revenue Earnings before interest and taxes
torthe Fiexe Before you can make a decision, you need to know what those future savings of CHF 12,000 per
B year are worth today. This is where you use the Present Value calculation for each future cash Rat a 1t I Guidel
Balance shest Novartis: inflow, Sy e SNEEHEITEE security(leverage) ratios Hesne
« PV of Year 1Savings: CHF 12,000/ (1 + 0.05)' = CHF 11,428.57 Cost and benefit of | i i Equity
Assets (What the Company Owns) . Equity ratio ot saa 100 >30%
+ Non-current assets [Long-term): « PV of Year 2 Savings: CHF 12,000/ (1 + 0.05)" = CHF 10,884.35
© Property, plant and equipment: A manufacturing site in Stein, Switzerland, or a research « PV of Year 3 Savings: CHF 12,000/ (1 + 0.05)" = CHF 10,366.05 - Benefit: Ability to pay bills, flexibility. Debt ratio Debt <70%
and development fa Cambridge, Massachusetts. Cost: O  holdi n Total capital ' °°
o Goodwill: The premium paid to acquire anather company, like The Medicines Company, Now, you sum these up to get the total PV of all the future benefits: °‘:‘:|' hpPE"U”‘W C“‘"S“:"I "‘::j ing ws| et cormed ona banc
over the value of its physical assets and patents Total PV of Inflows = GHF 11,428.57 + CHF 10,884.35 + CHF 10,366.05 = CHF 32,678.97 - a::uuﬂi W et o T;m';‘f,?‘i;:if;;if,;f’.‘"; o Debt-equity ratio Debt , ;qq <230%
o Intangible assets: The legal patents protecting a key drug like Cosentyx or Entresto from — Instead of helding cash, the same furds coukd, pravidad the firm has Equity "
generic competition So, the Present Value (PV) of all the future savings from the new van is CHF 32,678.97. This is the access to profitable projects / actvities, be put to allemative uses that
= Current assets (Short-term): total benefit of the van, expressed in today's money. waould yield higher returns. Holding cash foregoes these alternatives. Equity to asset ratio | Equity 90-120%
o Inventories: Stockpiles of raw materials needed for production or finished boxes of - Target ratios, when applied blindly, can b dangerous. Tongtam mesets ' 100
medication ready to be shipped ta distributors. o
o Trade receivables: Money owed to Novartis by a large drug wholesaler for a shipment of  Cash holdings should be managed to matoh the time structure Equity to assetratio ] Equity + long-term debt 120-160%

- 100

of liquidity requirements from liabilities.
* What is the timing of accounts payable vs. acoounts receivable? How
risky are the firm’s accounts receivable (probabilities of default)? How

medicines that has been delivered but not yet paid for.
@ Cash and cash equivalents: Money held in corporate bank accounts.

Long-term assets

Liabilities (What the Company Owes) easily can inventories be sold off?
« Non-current liabilities {Long-term): Leve rage Rankin g:
o Financial debts: A 10-year bond issued by Novartis to raise funds for its operations. Three basic possibilities:
o Provisions and other non-current liabilities: Money set aside for future obligations, such as « Use equity at the beginning of the year,
long-term employee pension plans or environmental cleanup costs at former factory sites. +  use equity at the end of the year or Ratio FirmA  FirmB
+  Current liabilities (Short-term): %
© Trade payables: Money Novartis owes to a supplier for the raw materials used in : “sle a“’?’a:;:q”"y Debt Ratio 40% 65%
manufacturing to calculate ROE.
© Provisions and other current liabilities: Money set aside for expected short-term Equity Ratio 60% 35%
obligations, such as rebates owed to healthcare providers or "Liabilities from unused flight Which one is best? They are all approximations.
documents” (a specific Novartis example). + Time horizon ;I'he i:hmb:f’:" is ""3:'- bafad;olely on i|nf|orrnalilon B In Google Sheets expartieren
” xporti
Eauity (The Owners'Stake) The e of new shares rcreasas equty atthe end = s ot rocsey s, v marrs | 001 Blee el o o o v : 2
Share capital: The total nominal value of all Novartis shares that have been issued to investors. of the year (or sarrlellme uring the year). = [Thin Is Balogous o the term rinscture of nteneat rate. In nomal revenues and expenses over time.
+ Treasury shares: shares of its own stock that Novartis has bought back from the open market, Caloulate ROE using: e e s than
+ Retained earnings: The cumulative net profits that the company has reinvested back into the  *  Equity at the beginning of the year - no impact, - Expected infiation Based on these results:
business over many years, rather lhah paying them out as dividends. + Equity at the end of the year -» impact The higher he expecled futurs inflaiicn, te higher the dssount rate.

« Firm B has higher leverage than Firm A because its Debt Ratio (65%) is higher.

Risk of the cash flow
~ The highar the risk of th cash flew, tha highar the discount rate

« Average equity = impact

« Correspondingly, Firm B's Equity Ratio (35%) is lower, which also indicates higher leverage.

Net Present Value e (’m\'\no# 4 ; Therefore, in a ranking from highest to lowest leverage, Firm B would be ranked first and Firm A
: _ second.
' | (’b’, 1. Forecast all relevant after-tax expected cash flows generated
. . hylhsp ject ios:
CF, =iiecs | ~gosel, W0 LLL IS ] o Goe E- Lo — jassiage Haros
NPV = t (17 0as¥  Ura (11 e’ L1¢ 125 { 4 T s e
2, T rr 1 +02s) (148.29> ' ooty sttt ot s o « Debt Ratio
NPV = 442 s pcepe T AN AR
where: ~ R ool Rl o Retun -
« CF,: Cash Flow at time ¢ (the cash flow could be positive or negative at any < 1
time period). P(L(\QO*‘ AR NPV s — 43,9 — eiect 3. Rank the Companies

« r: Discrete discount rate, i.e. the «opportunity cost of capitals.
= N:Time at which the last cash flow occurs

Once you have the calculated percentages for each company, you can rank them from highest leverage

_ L arbL A e ol

Decision rule: on\iag  (Pvase ¢ s «  Using the Debt Ratio: The company with the highest Debt Ratio has the highest leverage.

+ Aninvestment should be accepted if the NPV is positive, and rejected + The Internal Rate of Return (IRR) and NPV are closely * Using the Debt-Equity Ratio: The company with the highest Debt-Equity Ratio has the highest
otherwise. E \'C.;’\f\ faCk—e(‘ ! dESLUWﬁ\' rote related. leverage.

+ An investment with a higher NPV ranks higher than an investment with a - Infact, the IRR is “simply” the discount factor that would yield * Using the Equity Ratio: The company with the lowest Equity Ratio has the highest leverage (since
lower NPV. o f{ oy A4 pe W than a NPV of zero, i.e. the r that salves NPI'= Zr—u;:,)a 0. a lower equity portion implies a higher debt portion)
NPV >0 -> Reject . Ry = Note that, albeit being beneficial for communication, in
NPV = 0 -> Indecisive decision search Ekvl)l(.!' & ,Iv_,\ tncrecse ot general this equation can only be solved numerically (i.e.

using numerical methads)

NPV < 0 -> Accept, depends on rank! -y it for peguer A,




1. Total Cost (TC)
* Voo i desnand osises the rseket aejuliriuun quendity to shif b th ight and tha Strategy » Definition: Total cost i the sumn of 2 company to . Present Value:
market equilibrium price to shift upwards, @ @ & @ @ quantity of utput over a specific period. It includes bioth fixed costs and variable costs. . .
+ Increase in supply causes the market equilibrium price to shift downwards (to the left on Strategy Description Measures :_m:rs-nm Your |, components: Your course material illustrates Present Value by showing how a future amount of money, say CHF
2 price axis) and the market equillbrium quantity to shiftto theright. @ @ & « Fixed Costs (FC): Costs that do nat change with the leual of output in the shert run (.9, 100 received in 5 years, is worth less today when discounted at a certain interest rate. For
. L " Differen- By mplementing this stralegy. the  Differentiation is = Mineral water is sold . " N N " N
Decrease in demand causes the market equilibrium quantity ta shift ta the left and the n8 specialy shaped rent for  factory. insurance premiums, depreciation of machinery). These are incurred instance, if the interest rate is 5% p.a., CHF 100 received in 5 years has a present value of:
market equilibrium price to shift downwards. @ loadership Iy set taef spart rom the compe-  that the product or bottie evenif production is zero.
tiion in onder 1o sheld tsed fom  semvioe represents s~ Mineral wter s en- . ;
+ Devraase in supply causes the market aquilibrium price to shift to the right (upwards ona pricing premmm, Thoprodent. | oerain urkmrmaa for | riches] with ik s - Variable Costs (VC): Costs that change diectly with the level of outut (s, rom 100 ~ CHF 78.35
price wde) ond the market equilbrium quentity to shift to the eft, @ G el e [ materials, direct labor, fuel for an airline par flight). Variable costs are zero if na output is “xomy o © G
value, in comparison with aemar guarantae for bottles: produced. o
0. Given that demand increased and supply S PR e e et F IO — FC + VO
. SO customers® willngness to pay (e are not sokd at an « Formula: TC = FC' +VC i i in fi
decreased, what happens In the new equilbrium h sl il o 1 Average Total Cost (ATC) This means that CHF 78.35 invested today at a 5% annual return would grow to CHF 100 in five
price an]n.uuantlw? . b 4 . d |y d e lore s ot el a e ottt tof output prodh N years. So, getting CHF 100 in five years is equivalent to having CHF 78.35 today.
wo scenarios where demand increases and su ecreases oo e o Pt stotputprod cetalyothe
P[l average expense incurred to produce each unit. Why is it important?
Cost leader- By implementing this strategy. an  Identfication and ekmi-  ~ Choose the cheapest 5 . .
- ship entorprise tries to develop acost  nation of cost drivers i packaging for the * Formula: ATC = qaiorg Money has a “time value." A dollar today is worth more than a dollar tomorrow due to several
PRICE i adh the -hasing, manu- 3
e ey o g ey ons | + Atermative Formula: ATC = Average Fixed Cost (AFC) 4 factors:
p2- offenng a lower price inthe mar.  service. type of meeral water Average Variable Cost (AVC) (where AFC = FC/Qand AVC = VC/Q)
ket or retan a higher margn at and in only one size. o " . 1. Earning potential (Opportunity Cost): You could invest that dollar today and earn interest or
M.t 2L s pie Ko des e . It helps fi h f their production at different
cheaply than the compeition). output levels and is key for pricing decisions in the long run. returns.
Focus strategy By implemonting this sirategy, an A market niche can - Minerad watecis pro- | 3. Profit-Maximizing Condition ion: i i isi i
e RX || ars partak e S 2. Inflation: The purchasing power of money decreases over time due to rising prices.
b solf in a partcular market niche or fomer group, asection  brand wih just the « Definition: This is the fundamental rule that  firm follows to achieve the highest possible ) ) ) i ) )
v ) b, ‘schieve cost leadership 1o olaproductimgs,ors. right ,::,::, onckr profit 3. Risk/Uncertainty: There's always a risk that you might not receive the future sum.
svely for the catanng
Q102 ausumry 02 a1 ewwny and offecty (meetingavery  based market. andhotolindustryin | o Condition: A firm maximizes its profit by producing the quantity of output where Marginal
4 perce we 1 PeIcE InceEASES Speciic need. . :::“M Revenue (MR) equals Marginal Cost (MC).
REASES ot ~ Location of an enterprise
> QUANTITY INCREASES 4 QUANTITY DECREASES oepecialysaapedte |+ Explanation:
" ki ot & B ’ Location Factor Characteristics
Tl e e e i dekd e Ve ::n_::m Revenue (MR): The additional revenue generated from selling one more unit of
what happens in the new equilibrium price and Hawaii put- Work — Labor costs (including benefit costs! *)
quantity? « Marginal Cost (MC): The additional cost incurred from producing one more unit of Sy — Sufficiently large pool of workers
N . output. - P.483 Distinclion be- ~ Availability of qualified personnel (through quality training systems and free
Two scenarios where demand and supply increase oo w drelwages  mavemon of labor CHEU)
3 P72 Stakeholder: - Work ethic e.g., diligence, discipline, flexibility)
= If MR > MC: Producing one more unit adds more to revenue than to cost, so profit employess — Good labor relations? (few strikes)
PRICE increases. The firm should produce more.
o IR A PO Ond i Ui S8 HA0Fe B oA this A5 VAIA, 86 grofL Land - Avaiabilty of land {few restrictions through building and zoning regulatians
P1 decreases. The firm should produce less. R Ennend CIC L)
sphers Nature - Materials and resources
P2 « When MR = MC: The firm has found the optimal output level where producing any _ Glimals
more or any less would reduce total profit.
« Where to find it: This is a core concept in the “Marketing Il section (e.g., page 214) of your Capital - g:" '“’:s ":”;"im‘“"f :a”"‘;g o s'e'“") ol
B P.23 Factors - [ , featy
"BAOM Repathion (0 246~ o B perty (availabilty of the right size, features, and price]
o a2 avasTITyY 4. Long-Term Price Floor
GDP Deaftgtorcesases | PRICE DECREASES « Definition: The long-term price floor is the minimum price a firm must receive per unit to Location Factor Characteristics
i i iable) i . If the falls bel
3 AQUANTITY INCREASES - AUVANTITY INCREASES cover al |tsco‘s(s (bomﬂxed‘:nd Yanable) in the long run. If the market price falls below e T e e e
this, the firm will eventually exit the industry. — R e e e e )
« Condition: Price = Minimum Average Total Cost (ATC) DEFLESETET | SR LTS
Gains from Trade  P.88 Exchang ~ Legal security (guarantee of property, intellectual property protection’,

« Explanation: In the long run, all costs are variable. If a firm cannot cover its average total

GDP Deflator (Year X} — GDP Boflator (Vear 3-1)
( GO Dellator {Vear X 1)

protection of physical welk being)
cost, it s incurring an economic loss. Firms will not sustain losses indefinitely, so they wil exit ~ Ease of administrati . quick and approval
the market if prices remain below their minimum ATC. process)
~ Economic stability (e.g., stable exchange rates”, stable interest rates)
5. Short-Term Price Floor

Iuflation Rate (Year X) )ymnw

Exsmole

Suppose we heve sheollowing GOF Deflator values

- energy)
+ GOP Dellalr foc Year 2022 ffeas X-1): 150 [ — « Definition: The short-term price floor is the minimum price a firm must receive per unit to - g:ahw of life (e.g. cultural :ﬂtwm& hw‘w environment) .
" " = - cational system s f sch lability of internatior is)
+ OP Dsfinto forvear 2023 (Tear X 193 . cover its variable costs in the short run. A firm might continue to operate in the short term = mEE
v - Flexibilty of labor law (e.g., nofice periods)
{Bsare the s yeae for s GO Dflaor 12020, whare GOP Deflator = 100 ; evenif the price is below its average total cost, as long as it covers its variable costs and
Step-by-Siep Calculaion: contributes something towards its fixed costs. Market — Proximity costs,
1. identify the GDP Deflator for the currant year [Year X): 1193 i « Condition: Price = Minimum Average Variable Cost (AVC) B pmdu::t::a vt ks (CHLEU oo T Aggoommont
2. dentiy the GOP Defltor fo the previous ysar fear X-1: 1150 o n . Accoes 1o forsign med i Ag
o b e e = « Explanation: In the short run, fixed costs are “sunk” and must be paid regardless of whether
g these valuss o the formus:
1103 production occurs. As long as the price per unit covers the variable cost of producing that Proximity/distance of = Cluster* (e.g, technology parks)
Inflation Rate (202:) ( ) x 100% ) other enterprises ~ Gompetition
unit, the firm is generating some money to help pay for its fixed costs. If the price falls below

+ F.136 Individua
Unrealised social surplus the AVC, the firm isn't even covering the direct costs of production for each unit, and it would coopera

aka dead weight loss lose less money by shutting down immediately. This is often referred to as the *shutdown
point” in the short run.

4. Perform the sublraction in the numerator:

Inflation Rate (2023) = ( ) x 100%

150 Make or buy decision factors

5. Perform the division:

ulstion Rate (2025) — (003739) x 100% Establishing cooperatio gh rules

Make: In-house production. Competence factor: Are core competencies required?

| » ) Buy: Procurement from external suppliers. Quality factor: Can the quality of an external supplier be
— Design contracts that govern the exchange, i.e. that describe the terms The make or by decision has to be made for each partof the  yy,gted?
of the exchange in (sufficient) detail (“complete contracts”). value chain. y

- ; i ired?
— Threat of sanctions if the contract is not honoured. And vice versa: Is the firm capable of producing the quality required?

5. Multiply by 100% Lo get the percentage:

Formal rules

Inflation Rate (2023) = 3.74%

2 % Inflation level: . ~ The legal system facilitates the design of contracts and ensures === - - Dependence factor: Dependency on outside suppliers?
Reasons for our inflation target of 2% bt Example: Rent enforcement. — How many (potential) suppliers exist? Market structure?
An infiation rate of 2% s low enough fof the economy Lo full reap the benelits ~ Important caveats: m + Capacity factor: How well is the firm's own capacity utilised?
of price stability while also underfining the ECB's commitment to the following. . it s -t mU§l be possible for the parﬁe§ to reagh an agrpement and to ) [ | el | b 3 ~ Fixed cost > and average fixed cost?
Y specify the terms of the contract in sufficient detail. Poticion ) /

Providing a safety of deflati 4 making sure
monetary palicy remains effective wher it nesds to respand to inflation
that is too low. Having a margin against deflation is Important because
there are limits L how far interest rates can be cut. In a deflationary

Cost factor (= next slide)
— Risk of hold-up?

+ For the threat of sanctions to work, (1) a breach of the contract :
must be detectable and (2) the terms of the contract must be promcien )
enforceable.

environment monetary palicy may not be able to sufficendy stimulate the
econormy by using, its interesL rate instrument. This makes it mare dilficult
for monetary policy to ght deflation than ta fight inflation

+ Repeated interaction

— «Tit for tat» strategy (“an eye for an eye, a tooth for a tooth®), i.e.
cooperate as long as the other player cooperates but stop cooperation

peration th

Avoiding inflation that is too high or too low
Providing a sufficient margin 1o allow for.

i = Norms and values, i.e. socially accepted standards of
We consider nepative and positive deviations from our 2% inflation target to be for ever as soon as the other player fails to cooperate. it 'y accep
{1) 2 smoother adjustment of bl area || coually This target provides a clear anchor for inflation — This works as long as the expected future gains from cooperation N - pandehake
countries, avoiding inflatien in individual countries persistently falling into which is essential for price stability. outweigh the one-off gains from defecting (i.e. not cooperating). - «Do you trust a handshake?»

negative Leriory;

— Important caveat: «End of game» problem.

+ What happens in the last game?
rates, it requires especially forceful or persistent monetary policy action to

{3) a positive measurement bias in the price index, which could imply that + Backwards induction implies that cooperation completely breaks
prevent negative deviations from the inflation target from becoming
the true level of inflation is lower than the measured level, entrenched. down.

. wihich risk raising excessively; || When the economy is operaling close (o the lower bound on nominal interest
and




Stockholm Wings: Income Statement Island Air: Income Statement Ly corsd (595
Y age - Market entry & exit costs
Profit / loss from operating activities 1400 | Profit/ loss from operating activities 1200 —_— N~ &
Interest expenses 170 | Interest expenses 600 290 Market entry and exit costs are significant factors influencing competition within an industry.
€) Inyour figure of demand from b) above, graphically depict the revenue of KLM foralow.a g In your corresponding figure from above, depict the price for a ticket set by KLM. Profit / loss before income taxes 1230 | Profit/ loss before income taxes 600 rams alded) . . X )
medium and a high quantity of tickets sold. Income taxes 123 | Income taxes s Lt 5 Market Entry Costs are barriers new firms face when trying to enter a market. These can include:
B — nA,f3
%;? Aon = B 6% - High economies of scale relative to market demand, meaning only a few large firms can
price operate efficiently.
Stockholm Wings: Balance Sheet Island Air: Balance Sheet
- Preferential access to resources by existing firms.
A ft 5'768 | Ai ft 6'353 |, so AL L owmmery . .
irera irera! g eo % - Cost advantages from learning curves developed by incumbents.
N Repairable spare parts for aircraft 642 | Repairable spare parts for aireraft 538 g%+ a8 755, 74
Property, plant and other equipment 924 | Property, plantand other equipment  1'124 el T e T = Proprietary technology and intellectual property rights held by existing players.
Total N 7'334 | _Total Non-current assets 8'015 350 . N
. that favor firms or create complex hurdles.
Cash and cash equivalents 189 Cash and cash equivalents 232 N \e.‘\
0, Accounts receivable 284 | Accounts receivable 33 lig, rare 3 (e < strong reputation and brand loyalty of existing companies.
q Total Current Assets 473 | Total Current Assets 575 ot Eatd . Ao = A 5"; 5 « High switching costs for consumers, making it difficult for them to change suppliers.
——
Quantity Total Assets 7'807 | Total Assets 8'590 AT
RC ¢ Market Exit Costs are expenses incurred by firms when leaving a market. These can include:
i g " ;. Ghogk
Note: In the graph above, the index 0 has no real meaning yet. Issued capital 3500 | Issued capital 2200 B 6o - T8Ye « High investments in non-transferable, fixed assets that cannot be easily sold or
Retained earnings 1500 | Retained earnings 850 gy teros B2 oo ;
. 207 repurposed.
d) Based on your findings in c) above, draw a new figure (best to do so below your figure from Netprofit/ loss 1207 | Net profit/loss 540 7 o 3 )
¢) above) and depict the revenue function of KLM. Don't forget to label the axes. . equity 6107 equity 3'590 o 2560 0 = 41,79 « Contractual obligations with suppliers and customers that carry penalties for early
d Short-term debt Bank A 350 | Short-term debt Bank A 372 sl e = termination.
Long-term debt Bank B 1350 | Long-term debt Bank B a'628 85te
Total Liabilities 1'700 | Total Liabilities 5'000 4 foF 2 Overall, both high entry and exit costs tend to reduce competi in a market, allowing existing
Y oo Total shareholders” equity and Total shareholders’ equity and Steclihule s A10F gy~ AS 1 firms to retain economic profits that might otherwise be eroded by new entrants, High exit costs
yloutput) liabilities 7807 | liabilities 8'590 R
can also signal a firm's 1t to tough further deterring new players.
Step 1: Calculate Shareholders Equity at the Beginning of the Year
Mote: In the graphs above, the index 0 has no real meaning yet. {Aseuming na dividends were paid, which is consistent with the ROE beginning-of year salutians . lth . sS4 75 ol
o (5 ead Apo ~ (0
inthe provided document)
R h) Now, suppose a new competitor entered the market for air travel between Rome and + StockholmWings:
b Vancouver. Which of your graphs above would change, and how would they change? « Sharehoiders*Equity (Beginning) - Shareholders Equity (End) - et profit/oss
a . ~ L forthe i the
= Shareholders’ Equity (Beginning) = 6107 — 1107 = 5000 UsD yoar irsundad to tw digits), (2 peits),
N = island Air:
Price For this, we use the Net Profit + Intersst Expenses asthe numerator and Ansats
= Shareholders’ Equity {Beginning) = Shareholders® Equity (End) - Net profit / loss - lssued (Eed) 55 the denominator.
T ety »  Stockholm Wings:
= Shareholders’ Equity {Beginning) = 3500 — 540 — 800 = 2250 USD v s
roa = LI g0 2 BT sho v 16.86%
N P, Stop 2 Infor Total Assats at the Baginning of the Yoar 7
s e + isad Al
{Assuming Total es the previous year 2
Py of the current yaar) Roa - HOEE0 | DU g L raars
o 00
+  Stockholm Wings:
¥ (output) D D, B g (ROA) for beginaing
] ) « Toml ~ ot Lstises + Equity (Beginring) -
ofthe year lounded to two dgita. 2 pents,
q + Total Assets (Begioning) = 1700 + 5000 — 6700 USD
Note: In the graph above, the index 0 has no real meaning yet [except for po of coursel. Fox thi,we usa the et PiofLt + Taterest. Eipersss’ 8 tha mumeratorand our inkered Total
« island A hssets {Begining ss the dencaingior
RC « Total Assets (Beginning) = Total Liabilites (End) « Sharsholders' Equity (Beginning) + Stockhaim Wings:
€) Inyour figure from d) above, depict the cost function of KLM. « Total Assets (Beginning) = 5000 + 2250 — T250 USD Roa = BT e~ BT e 10.06%
T T Gron %700 -
CR ¢ R
Lo 1140
ROA Py 100 550 100 = 15.72%
v Sovoon 2. Investment Appraisal (total 12 points) Destination 4: Projected Cash Flows (all numbers in 1000 USD)
U.S. Virgin Islands based airline Coastal Air Transpart provides servicss to several Caribbean our e e e rem—— —
— destinations. Suppose Coslal Air Transport were evalualing the possibility o temporarily serve b T e emeeeEs s
yloutput) Case 2: Profit maximisation of a firm under gy saw four new potential destinations that all require the company to lease new aircraft, hire pilots,
mon@po”sﬂc compelmon aw : market the new destination, eic. Initial Investment -230 (265 cashout - —230/(1 +0.12)° ~230.00
As a member of senior management you receive the following information (where NPV stands for  {vear 0} 35 cashin)
Note: In the graph above, the index 0 has no real meaning yet. 1 Reall maxa(), wihnly) =y =c0) Net Presant Value): om0 w7 J+0iz) -esse
Masmum prafs + Again, marginal revenue Initial investment for 2024 (Year 2) 620 380 0 —270/(1 + 0.12)? 21524
equals marginal cost, and setting up the route NPV Discount factor q
) Based on your answers from d) and e) above, where is the profit maximising quantity of profitis larger than zero. Destination 1 120 1300 10% 202= Cikach) EE— £ L) CEny
) e _de
tickets sold by KLM? v lesin=andr =0 Destination 2 160 1'800 12% 2026 (Year 4) TOSO 350 700 0/(1 + 0.12)" 4486
= Destination 3 215 1'500 15% 2027 (Yesr 5) rs0 350 800 —800/(1 +0.12)% 25398
=] All numbers measured in 1'000 USD m0ears) o0 w0 700 00/(1 40120 asess
[=]
Rl r Destination 4: Projected Cash Flows B o~
=] o 2022 2023 2024 2025 2026 2027 2028 1 Goasle Shect sxperisran
o Ccashin 35 240 620 950 1os0| 1150 1050
o Cash out 265 315 150 150 150 150 350 | Calculation of Net Present Value (NPV):
(=]
g All numbers measured in 1'000 USD. NPV is the sum of all Present Velues:
—g NPV = -230.00 - 66.96 + 215.24 « 427.07 + 444.86 + 453.94 + 354.64
- — NPV Destination 4 = 1,598.79 (in 1000 USD)
Y yloutput) g

[=]
=
Note: In the graph above, the index 0 has no real meaning yet.
G
 will 71) = riy) i) i
[re——
Case 1: Revenue of a firm ina p
competitive market
N Brea g - Tre firm reaches the outpt level that
st profits when marginal
reweEnue equals margingl cost (and
profit is larger than zera).
o . e - e and =z 0)
' i %
« < p

The logic of the solution here is exactly the same as in 2. above, except that the demand curve faced
by easylet is horizontal at the market price and, hence, the revenue function of easylet is linear.




