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DO YOU REMEMBER?

If you have read the Wall Street Journal from November 6th  to 10th  you should be able to answer the following questions based upon important articles relating to economics. The reference at the end of the answer tells you the date and page number where you can find the article upon which the question is based. 
1. Which presidential candidate has a better fiscal plan according to Alan Greenspan? Click for answer.
2. What does the November 2nd employment report suggest about inflation in the near future?  Click for answer.
3. What are major railroads doing to improve their competitiveness? Click for answer.
4. In what way has the euro been a failure? In what way has it been a success?  Click for answer.
5. What change was expected to have reduced production of products for export in Mexico?   Click for answer.
6. What has the New Economy meant for people’s loyalty to political parties?  Click for answer. 

7. What is a manifiesto outlet and why are there so many of them along the Mexican border in Texas?   Click for answer.
8. What new type of rules is OSHA proposing that is enraging businesses? Click for answer.
9. Have the direction of profits traditionally played a role in U.S business cycles?  Do economists believe that may change?  Click for answer.
10. What Internet retailer of pet supplies closed last week, making it one of the first publicly traded Internet companies to fail? Click for answer.
11. Do OPEC members believe oil prices are going to be higher or lower in the near future?  Click for answer.
12. Did core producer prices (excluding food and energy) rise or fall in October?  Click for answer.
ANSWERS TO “DO YOU REMEMBER?” QUESTIONS
1. That’s “The Greenspan Riddle.” No one knows who Greenspan favors and truth be told, neither candidate has a plan to deal with the most important fiscal problem—Social Security.   (See “Attempting To Unravel the Greenspan Riddle” November 6, page A1.)
2. The nation’s unemployment rate stayed at a historical low of 3.9 percent in October.  In addition, productivity growth slowed while average hourly earnings rose.  Both translate into higher inflation in the near future.  For the full employment report, go to the Bureau of Labor Statistics home page at http://stats.bls.gov.  (See “Rising Labor Costs Could Spark Inflation,” November 6, page A2)
3.  They are launching innovative services such as Burlington Northern’s Ice Cold Express. (See “Several Major Railroads Are Launching Freight Services That Are Innovative” November 6, page A2.)
4. Its failure is suggested by the 30% drop in its value against the dollar since it was introduced.  Its success is that it has created a bigger and more liquid capital market for Europe. (See “The Euro: A Dismal Failure, a Ringing Success” November 6, A29) 
5. A new tariff structure that imposes tariffs of up to 25% on components imported from non-NAFTA countries would raise the cost of producing products that use foreign inputs not produced in the U.S. or Canada.  So far, the effect of the tariff has been minimal. (See “Mexico Factories See Growth Unchecked” November 6, page A29)
6. An economy that is more and more reliant on the Internet, people are becoming more independent-minded with less loyalty to particular political parties. (See “New Economy Leaves Mark on Every Facet of Campaign 2000” November 7, page A1.)
7. A manifiesto outlet processes sales tax rebates for purchases made in Texas by foreigners.  They have proliferated because the peso is so strong and the number of foreign-owned factories across the border has risen. (See “Mexican Customers Make Border Boom for Texas Retailers” November 7, page A2.)

8. New OSHA rules propose to institute regulations that cover ergonomics in the workplace.  (See “New OSHA Proposal Enrages Businesses” November 8, page A2.)
9. Profits have not typically played a significant role in business cycles.  They are only 12 percent of national income.  In today’s economy, however, driven by consumer spending and the wealth effect, slower profits may translate into lower stock prices, lower wealth and falling consumer spending.  Lower profits may contribute to an economic downturn.  (See “How Much Damage Will a Profit Slowdown Do?” November 8, page A2.)
10. Pets.com.  Some believe that this companies failure “symbolizes the worst excesses of the capital market.”  (See “Pets.com’s Demise: Too Much Litter, Too Few Funds,” November 8, page B1.)
11. Demand is expected to slacken and prices are expected to fall.  (See “OPEC to Confront Prospect of 2001 Glut,” November 9, page A2)
12. Surprising analysis, producer prices excluding volatile food and energy prices, fell 0.1% in October.  Read the full report at http://www.bls.stats.gov. (See “Price Index Clouds the Inflation Picture,” November 10, page A2)
Return to Questions 

Pets.com Will Shut Down,
Citing Insufficient Funding

By PUI-WING TAM and MYLENE MANGALINDAN 
Staff Reporters of THE WALL STREET JOURNAL
SAN FRANCISCO -- In the end, not even the famous Sock Puppet could prevent Pets.com Inc. from becoming one of the first publicly traded Internet companies to fail.

1. What form of business was pets.com? How do you know this? Why do you think the founders chose that form of business?
Tuesday morning, as employees trickled into its trendy warehouse headquarters here, they learned that the online pet-supply retailer was about to close. Of the company's 320 employees, 255 were laid off right away. The company said it would sell the majority of its assets, including the remaining inventory. Also up for grabs: intellectual property including its Sock Puppet icon, a floppy-eared dog with a spot over one eye that starred in TV commercials.

While scores of dot-coms have folded this year, Pets.com is one of the highest-profile failures. It underscores how such business-to-consumer Internet sites haven't found sustainable business models -- even with massive infusions of capital, dwindling competition and national ads that grabbed the public's imagination.

2. How would additional capital, dwindling competition, and national ads help a firm like Pets.com thrive? 
The closure of Pets.com, as well as rival pet-supply Web sites, "symbolizes the worst excesses of the capital market," said Matt Stamski, a senior analyst at Gomez Advisors in Lincoln, Mass. "People were betting on ideas that were almost stillborn. It's almost unprecedented to see an entire sector go from an idea to heavily funded to defunct in just a year and a half."


 

The announcement came after a series of last-ditch attempts to raise capital. In the summer, Pets.com hired investment bank Merrill Lynch & Co. to help initiate sale or merger discussions with potential partners, including other pet Web sites. But of the 50 domestic and international prospects contacted, fewer than eight were prepared to visit with the company, according to Pets.com.
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Pets.com's chairman and chief executive, Julie Wainwright, said closing the company she founded was the best option. "In the end, we thought it was the best thing for our shareholders, who are our primary concern, since we're a public company. Obviously, that's sad," Ms. Wainwright said in an interview.

While the company had enough money to last through April, it needed an additional $20 million to $30 million in funding, according to its business plan, and didn't feel it would be able to raise that, said a person familiar with the situation. Indeed, according to internal company projections, Pets.com wouldn't become profitable until 2002.

In 4 p.m. Nasdaq Stock Market trading Tuesday, the company's stock stood at 22 cents, down 44 cents a share, far below the $11 the shares fetched in their initial public offering in February.

3. Why did the price of Pets.com stock fall? Explain what the price of stocks reflects in your answer.
Even in a time when e-tailers have been falling by the wayside almost daily, Pets.com is among the first publicly traded ones to fail. Tuesday, MotherNature.com, a publicly traded online retailer of vitamins and natural products, announced it will close. In August, retailer Value America Inc. filed for Chapter 11 reorganization, and Mortgage.com, an online mortgage site, has announced plans to close. Several other publicly traded dot-com companies, including Drkoop.com Inc., Garden.com Inc. and Egreetings Network Inc., have announced large layoffs and seen their shares dip to or near the precarious $1 mark at which they could have the stock delisted from the exchange.

Pets.com's downfall was particularly swift and brutal. The company, conceived in February 1999, courted publicity and was at the forefront of a pack of pet-oriented dot-coms that burst into prominence as Internet hysteria soared last year. It coasted into the public's consciousness with a multimillion-dollar ad campaign centered around the smart-talking Sock Puppet. Venture capitalists, including blue-chip firm Hummer Winblad Partners, Bowman Capital and partners such as Amazon.com Inc., poured money into the enterprise, raising nearly $110 million in four rounds of funding by December 1999.

Just a few months later, the company went public. But Pets.com's stock made an unspectacular debut -- it never rose above the $11-a-share IPO price -- and the fanfare that surrounded the company's advertising never spread to other parts of its business. The company spent more than an estimated $25 million on ads, including premium time during the Super Bowl.

In April, the company attempted to diversify and capitalize on the popularity of its mascot by licensing Sock Puppet merchandise. In September, the company relocated a customer-service call center to Indiana from San Francisco to trim expenses.

Almost from the start, Pets.com was a losing proposition, despite its backers' talk about how much money consumers lavish on their pets. Many pet supplies are heavy and costly to ship -- cat litter, cans of dog food -- and the firm couldn't sell enough higher-profit items such as pet toys. Moreover, to attract customers, the company depended heavily on discounts, said Jupiter Communications analyst Heather Dougherty. As a result, the firm was selling supplies below cost the entire time.

4. Demonstrate using cost curves, the point at which a firm decides to shut down. Do you think Pets.com was at or below this point?
5. What competitive edge do dot-coms have over traditional brick-and-mortar companies that might have made pets.com viable?  What obstacles do dot-coms face?
Even if the company had succeeded in selling at a profit, it would have faced a tough future, analysts say. In the bricks-and-mortar world, profit margins on pet products are a razor-thin 2% to 4%, according to Gomez Advisors.

"Pets.com's fundamental problem was that its cost model would only have worked if it had had very high levels of sales," said Ken Cassar, another Jupiter analyst. "Pets.com didn't have the financial resources to sustain itself till it reached that level of scale."

6. What does it mean to “reach that level of scale?” How would this affect Pets.com’s profitability? 

Other pet sites also have suffered. Petopia.com recently laid off half its staff. And in June, Pets.com announced it would acquire key assets from Petstore.com Inc. Just one online pet store is left unscathed, Petsmart.com. The closely held company is backed by the PetSmart Inc. retail chain.

Venture capitalists who infused this sector of the e-tailing market with cash were tight-lipped Tuesday. Pets.com's closure is a bust particularly for its main backers, none of whom sold their stock before the company's closure announcement, according to First Call/Thomson Financial. The biggest losses were felt by Amazon.com, which invested $60 million for a 30% stake in Pets.com before its IPO. Hummer Winblad had a 15.8% stake, Bowman Capital Management had a 5.1% stake and Catalyst Investments LLC had a 3.7% stake pre-IPO, according to SEC filings.

Tuesday, employees of Pets.com were subdued. Many blamed the lack of funding for the firm's demise. "It was a very difficult decision for the board and the company," said John Cummings, Pets.com's investor-relations manager. "The company was executing plans on schedule, but the capital markets just weren't there."

In the Pets.com office, executives huddled in a conference room while security guards hovered to keep out reporters. Some of Pets.com's staff left immediately after finding out about the company's closure, while others stayed on to finish up paying employees and filing legal documents, said Mr. Cummings. "We still have obligations as a company, and there are still a lot of relationships that have to be unwound," he said. The Pets.com Web site will be up until the end of the week, he added.

As for the Sock Puppet, Mr. Cummings said "it still remains one of the signature brands on the Internet." The puppet's fate, however, "is unknown at this point," he said.

-- Kara Scannell and Kara Swisher contributed to this article.
ANSWERS TO ARTICLE ANALYSIS QUESTIONS
Refer to chapters 2, 21, 22 in Schiller’s Economics and chapters 2, 6, 7 Microeconomics for help when answering these questions.

Refer to chapters 3, 10, 11 in Colander’s Economics and Microeconomics.

1. Pets.com is a corporation.  We know this because its stock was publicly traded.  The founders probably chose to incorporate because it gave them access to more capital with which to build the company quickly. Return to article.
2. Additional capital would allow pets.com to cover short-term losses in the hope that eventually they would earn sufficient profits to pay back the loans and earn a normal profit.  Reduced competition would help pets.com by (1) increasing demand for their own products and (2) increasing the price pets.com would be able to charge.  Advertisements would help pets.com by increasing demand for their products..  Return to article.

3. The price of a stock is equal to a share’s portion of the present value of future profits plus the value of other assets such as factories or inventory.  The reason pets.com’s stock price fell was that investors reduced their estimate of future profits.  At the time that pets.com closed, the price of the stock reflected only the value of pets.com’s assets such as its logo, customer lists, and inventory.  Return to the article.
4. Pets.com should shut down if it cannot cover its variable costs such as labor and materials.  That is, if price falls below average variable costs—below Pshutdown in the graph below. Since Pets.com closed shop, the price of the products Pets.com was selling must have been below the shutdown point.  The article does say that it was selling products below cost.  The important distinction here is that price must be below average variable costs (not just below average total costs) for it to make sense for a firm to shut down.
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 Return to article.
5. Dot-com’s competitive edge is that they do not have a physical location.  Someone in California can shop at pets.com as easily as can someone from New Jersey.  Another competitive edge dot-coms have had over the past few years is the amount of capital investors are willing to lend to dot-coms.  A barrier dot-coms have is shipping costs.  Customers don’t walk away with the product in hand.  Instead the dot-com must mail the merchandise.  With brick-and-mortars, the customers implicitly pays for the “shipping” whereas with the dot-coms the shipping costs have to be added to the price of the product. Return to article.
6. Pets.com must be on the downward portion of the long-run average cost curve.  That is, fixed costs are so high that increasing production reduces long-run average costs.   This cost model is called economies of scale. In this model, the more a firm produces, the more profitable it becomes.  Given the price of pet products, Pets.com didn’t produce enough to reduce average total costs sufficiently to become profitable in the long run. 

Return to Top
Figure � SEQ Figure \* ARABIC �1� Pets.com's mascot, the Sock Puppet, appeared in TV spots but couldn't save the company.
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