KEY - UNDERLINED TERMS ARE NOT IN THE POWERPOINT.  THEY ARE EITHER ADDED INFORMATION OR SHOULD BE WRITTEN INSTEAD OF WHAT IS IN THE POWERPOINT.  
Note Packet - Interest Rates & Investment Demand

A.  What is Investment?

1.  [Investment is] Money spent or expenditures on:

a.  NEW PLANTS





b. Capital Equipment (Machinery)
c. Technology (hardware & software)


d. NEW HOMES
e. Inventories (Goods sold by producers)
B.  Expected Rates of Return

1.  How does business make investment decisions?


COST BENEFIT ANALYSIS (BENEFIT - COST)
2.  How does business determine the benefits?


THE EXPECTED RATE OF RETURN
a.  Expected Rate of Return = PROFIT (WHICH IS REVENUE - COST) / COST
3.  How does business count the cost?


THE INTEREST COST (SINCE BUSINESSES BORROW THE MONEY TO INVEST)
4.  How does business determine the amount of investment they undertake?


COMPARE THE EXPECTED RATE OF RETURN TO THE INTEREST COST
a.  If expected rate of return > interest cost…THEN INVEST
b.  If expected rater of return < interest cost …THEN DO NOT INVEST
C.  Real Interest Rate (r%) v. Nominal Interest Rate (i%)
1.  What's the difference?


NOMINAL INTEREST RATE IS THE INTEREST RATE THAT THE BANK CHARGES

REAL INTEREST RATE IS THE NOMINAL INTEREST RATE ADJUSTED FOR INFATION
2.  How do you compute the real interest rate (r%)?


REAL INTERST RATE = NOMINAL INTERST RATE - INFLATION RATE
3.  What then determines the cost of an investment decision?


THE REAL INTERST RATE
a.  
 If expected rate of return > the real interest rate…THEN INVEST
b.
 If expected rater of return < the real interest rate…THEN DO NOT INEVEST
D.  Investment Demand Curve (ID)

1.  What is the shape (slope) of the Investment Demand Curve?


DOWNWARD SLOPING
2.  Why?

a.  When interest rates are high, FEWER INVESTMENTS ARE PROFITABLE
b.  when interest rates are low, MORE INVESTMENTS ARE PROFITABLE
c.  Conversely, there are MANY / FEW investments that yield high rates of return, and MANY / FEW that yield low rates of return.

* Now go to textbook powerpoint Chapter 8, slide 27-14
	Rates of Expected Return and Investment
	The investment demand curve
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3.  The Y axis tells us:
a.  THE REAL INTEREST RATE
b.  THE EXPECTED RATE OF RETURN OF EACH DOLLAR OF INVESTMENT MONEY DEMANDED
1.)  Example:  If interest rates were 10%, how much money would be demanded for investment projects?



15
2.)  This means that the investors who are willing to borrow 15 billion dollars to invest must believe that their expected rate of return is …  10% OR MORE
3.)  So the real interest rate axis also tells us the expected rate of return for these investors demanding the 15 billion dollars.  They expect a rate of return equal to or higher than the real interest rate of 10%.
4.)  How many dollars worth of investment have an expected rate or return of at least 
2%?  35
5.)  This amount includes how many investment dollars with the following ERRs?
	a.  2 to 4%

5
	b.  4 to 6%


5
	c.  6 to 8%

5
	c. 8 to 16%

20
	d.  What do these add up to?

35



* Now go to textbook powerpoint Chapter 8, slide 27-15 & 27-16
4.  Changes in the real interest rate increase or decrease the amount of investment money demanded.  This is represented as…MOVEMENT ALONG THE INVESTMENT DEMAND CURVE
5.  Factors that cause businesses to invest more or less when the real interest rate remains the same SHIFT THE ID CURVE TO THE RIGHT OR LEFT
In general, these are factors that increase or decrease the EXPECTED RATE OF RETURN 
* Although they are to read it on their own, the text assumes they know what #1 is, but they often don't, so I do give them the explanation below.  They can do the rest.  
	Factors that Increase or Decrease Investment Demand – pg 156

	1.  Acquisition, Maintenance, and Operating costs:

	 A. (What does this mean?):

              THE COST OF PURCHASING, USING, AND UPKEEP OF NEW CAPITAL  


	B. 1.When these costs rise, the expected rate of return INCREASES / DECREASES and investment demand shifts to the LEFT / RIGHT

2.  - When these costs fall, the expected return INCREASES / DECREASES and investment demand shifts to the LEFT / RIGHT

	2.  Business Taxes

	A. 1.  When business taxes increase, the expected rate of return INCREASES / DECREASES and investment demand shifts to the LEFT / RIGHT
2.  When business taxes decrease, the expected rate of return INCREASES / DECREASES and investment demand shifts to the LEFT / RIGHT


	3.  Technological Change

	A.  1.  As technology improves, the expected rate of return INCREASES / DECREASES and investment demand shifts to the LEFT / RIGHT
2.  Technology typically doesn’t get worse, so there is no second sentence here.  

	4.  Stock of Capital Goods on Hand

	A. - When there is a lot of excess capacity (a lot of unused existing capital), the expected rate of return INCREASES / DECREASES and investment demand shifts to the LEFT / RIGHT 
B.  When there is little excess capacity (not much unused existing capital), the expected rate of return INCREASES / DECREASES and investment demand shifts to the LEFT / RIGHT 

	5.  Expectations

	A.  1.  If businesses believe that good economics times are ahead, the expected rate of return INCREASES / DECREASES and investment demand shifts to the LEFT / RIGHT
1.  If businesses believe that bad economic times are ahead, the expected rate of return INCREASES / DECREASES and investment demand shifts to the LEFT / RIGHT


E.  The Volatility of Investment - The most volatile of all determinants of aggregate demand!!!
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(Take detailed notes on the reasons for the volatility of investment on pages 157 - 158.)

1.  Durability - The purchase of capital can be postponed, unlike the purchase of something like groceries which must be purchased regularly
2.  Inequality of innovation - Technological breakthroughs occur sporadically which causes investment to occur sporadically.  Example - the advent of computers caused a large increase in capital
3.  Variability of profits - Current profits go up and down sporadically which causes the expectation of future profits to go up and down sporadically which causes the incentive to invest and attempt to earn future profits to go up and down sporadically.  
4.  Variability of expectations - The decision to invest depends on expectations of future business conditions.  But these expectations depend on many volatile considerations like exchange rates, wars, court decisions about business issues, government policies, and the stock market, etc.  
