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dying Economics: Principles in Action

E conomics is the study of the choices and decisions people make about how to
use the world’s resources. Understanding economics will help you make
informed decisions for yourself and assess the decisions made by others. A number
of features in this book are designed to help vou understand key economic principles
and to show you those principles iz action in the real world.

Content Standards in Economics

To help guide you in your study of economics, this book
incorporates the Voluntary National Content Standards in
Economics developed by the National Council on
Economic Education. The standards are built around the
twenty key concepts listed below.

Building Key Concepts

Each of the graphs, charts, and tables in this textbook
includes a question based on one of these twenty key
concepts.

Scarcity Interest Rates
Opportunity Cost Income

Economic Systems _Entrepreneurs-
Incentives Standard of Living
Trade Government
Specialization Public Policy

Markets and Prices Gross Domestic Product
Supply and Demand Unemployment and
Competition Inflation

Economic Institutions Monetary and Fiscal
Money Policy

Learning Key Terms

Your study of economics will involve learning the
vocabulary economists use. In this book, key terms
are listed in each section opener and are clearly
defined in the text and in the margins to help you
understand the content of each chapter.
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Figure 1.1 The Factors of Production
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Debating Current Issues

Debating Current Issues features in every
unit provide thought-provoking excerpts
from Wall Street Journal Classroom
Edition articles on some of the most
controversial economic topics of our day.
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Go Online

Use Go Online Web Codes for instant access
to Internet activities, data updates, and
articles from The Wall Street Journal
Classroom Edition.

(Go Go @nline
HSchool.com
For: Internet Activity

Visit: PHSchool.com
Web Code: gz-6462

THE WALL STREET JOURNAL.
[ 1 555:00x EniTioN R

In the News Read mare about stock
trading in “How to Get Started in Online
Trading,” an article in The Wall Street
Journal Classroom Edition,

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events
Visit: PHSchool.com
Weh Code: mnc-4113

In the News

Excerpts from Wall Street
Journal Classroom Edition
articles appear throughout the
book to help you see the
connections between economic

principles and everyday life.

Real-life Case Studies

Case Studies in every chapter provide
dramatic examples of economic principles
in action in the real world.
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Chapters in This Unit

1. What Is Economics?

2. Economic Systems

3. American Free Enterprise

S () IFIENR () make a decision . . .

Y our favorite band is giving a concert in
town, and you really want to go! The
tickets are expensive though, and there are

so many things you could do with that money.
You could buy a concert ticket or . . .

W Use the money to see five movies

B Use the money to buy the band’s new CD
plus a pair of jeans

W Save the money for your vacation

ThL Lh(JlLL you v \.'111 maLL is r(){l[{_d in econom-

th1~. unit 1 read more about the to
econom o help you make decis

as a consumer, seller, worker, and citizen.

When you hear the word economics, what
are the first ten words that you think of?
Compare your list with those of your class-
mates. Do the words on your lists fall into
any obvious categories?
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@ WhatisEconomics? -

Which movie

constantly face decisic

time and money to do ev

economics is the =
Quickly jot down three decisions you
made within the last 24 hours. For
each decision, list two choices you
decided against when you made the _
decision.
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Objectives

Aiter studying this section you will be able to:

1. Explain why scarcity and choice are basic
problems of economics.

2. ldentify land, labor, and capital as the three
factors of production, and identify the two
types of capital.

3. Explain the role of entrepreneurs.

4. Explain why economists say all resources
are scarce.

Scarcity and the
Factors of Production

Section Focus Key Terms
People, businesses, and need
governments must want _
choose among limited or economics
scarce resources. goods
Economics describes ser\uc_as
how people seek to scarcity
satisfy their needs and shortage
wants by choosing factors of
among many alternatives. production

land

labor

capital

physical capital
human capital
entrepreneur

As you begin your study of economics,
consider three scenes: In the first scene,
members of a household work together to
do the laundry, purchase groceries, make
meals, earn money, decide how to spend
their money, and decide who gets to hold
the TV remote.

In the second scene, the leaders of a large
corporation sit at a table for their monthly
meeting. They discuss whether to add a
new product to their product line and
advertising options on television and the
Internet.

In the third scene, senators in the United
States Congress gather to debate the impor-
tant issues of the day: How can we ensure
that people are well fed and have access to
health care? What limits should the govern-
ment place on businesses and international
trade? Who gets to control the Internet?
Economists look at the decisions made in
each of these scenes and study those deci-
sions in greater detail.

Scarcity and Choice

The study of economics begins with the
idea that people cannot have everything
they need and want. A need is something like
air, food, or shelter that is necessary for
survival. A want is an item that we desire

but that is not essential to survival. Because
people cannot have everything they need or
want, they must consider their options and
decide which choice will fill their needs best.

To look at the world economically, we
can focus on the decisions that people
make. You, for example, have to decide
what to do with your time—go to a movie
or study for a test. Businesses have to
decide how many people to employ and
how much to produce. A city government
may have to decide whether to spend its
budget to build a school or a park.

Economics is the study of how people seek
to satisfy their needs and wants by making
choices. Because people act individually, in
groups (such as businesses), and through
governments, economists study each of
these groups. But why must people make
such choices? The reason is scarcity.

Scarcity

Living in a relatively wealthy country, many
Americans may find it hard to understand
the idea of scarcity. Store shelves brim with
goods. Goods are physical objects such as
shoes and shirts. We have access to count-
less services. Services are actions or activi-
ties that one person performs for another.
Haircuts, dental checkups, and tutoring are

need something like
air, food, or shelter that
is necessary for
survival

want an item that we
desire but that is not
essential to survival

economics the study
of how peaple seek to
satisfy their needs and
wants by making
choices

goods physical objects
such as clothes or
shoes

services actions or
activities that one
person performs for
another

Chapter 1 m Section1 3



scarcity /imited
guantities of resources
to meet unlimited wants

shortage a situation in
which a good or
service is unavailable

factors of production
land, labor, and capital;
the three groups of
resources that are
used to make all goods
and services

land natural resources
that are used to make
goods and services

labor the effort that
peaple devote to a task
for which they are paid

capital any human-
made resource that is
used to create other
goods and services

physical capital alf
human-made goods
that are used to
produce other goods
and services; toals and
buildings

all services. Indeed, we see ads everywhere
urging us to purchase goods and services.
Yet scarcity exists in all places, at all times.

Defining Scarcity

All of the goods and services we produce
are scarce. Scarcity implies limited quanti-
ties of resources to meet unlimited wants.
While one person might be able to buy
hundreds of basketballs or pencils or
pianos, no one can have an endless supply
of everything. Sooner or later, a limit is
always reached. At its core, economics is
about solving the problem of scarcity.

Scarcity Versus Shortages

Scarcity is not the same as a shortage. A
shortage occurs when producers will not or
cannot offer goods or services at the
current prices. Shortages can be temporary
or long-term. During the holiday season, a
customer may see an empty shelf on
Tuesday, but return on Friday to find that
same shelf filled to overflowing. Wars and
droughts can also create shortages that last
for many years.

Scarcity, in contrast, always exists
because our needs and wants are always
greater than our resource supply. Goods
and services are scarce because they are all
made from resources that are scarce.

A While people’s needs and wants are unlimited, the resources available
to meet those wants are limited, or scarce. Which scarce resources were
used to produce the fruits and vegetables shown here?

4  WhatIs Economics?

Land

Feonomists call the resources that are used
to make all goods and services the factors of
production, or factor resources. The factors
of production are land, labor, and capital.
Economists use the term land to refer to
all natural resources used to produce goods
and services. Natural resources are mate-
rials found in narure. They include fertile
land for farming and products that are in or
on the land, such as coal, water, and forests.

Labor

Another factor of production is laber. Labor
is the effort that a person devotes to a task
for which that person is paid. Labor
includes the medical aid provided by a
doctor and the tightening of a clamp by an
assembly line worker. It is an artist’s creation
of a painting or the repair of a television.

Capital

Capital is any human-made resource that is
used to produce other goods and services.
The two categories of capital are physical
capital and human capital.

Physical Capital

Human-made objects used to create other
goods and services are called physical
capital. (The term capital goods is a
synonym for physical capital.) Physical
capital includes buildings and tools. A shoe
factory building and all of the sewing
machines and other specialized machinery
for making shoes make up part of the shoe
company’s physical capital.

Physical capital is an important factor of
production because it can save people and
companies a great deal of time and money.
A building is physical capital because it
helps workers do their work by providing
protection and space. Similarly, tools such
as tractors, conveyor belts, and pencils are
physical capital because they, too, help
workers produce a good or a service.

When we create or buy physical capital to
accomplish a job, we usually become more
productive. Suppose that your family of 6
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Land 1

All of the natural resources
that are used to produce
goods and services

Labor

Any effort a person devotes
to a task for which that
person is paid

Capital

Any human-made resource
that is used to create other
goods and services

e

Entrepreneur

A person who assembles the
factors of production to create
new goods and services

Goods and Services

p—

Land, labor, and capital, also known as the factors of production, are the “inputs,” or
resources, used to create all goods and services.
Entrepreneurs What role do entrepreneurs play in producing goods and services?

fm—T
Feoncee

people washes dishes by hand every day after
every meal—breakfast, lunch, and dinner—
for a total of 21 meals per week. It takes 30
minutes per meal for two family members
working together to scrape, stack, wash,
rinse, dry, and put away the dishes. That’s 21
hours per week that could have been spent
on other more productive activities.

Now, suppose that your family decides to
buy a dishwasher that costs $400. Using the
dishwasher, it will take 15 minutes for a
single family member to clean up after each
meal. At this rate, it will take the entire
family only 5% hours per week to handle
this chore. The benefits that your family
reaps from the free time will cover the cost
of the new dishwasher, which provides the
typical benefits of physical capital:

1. Extra time Your family no longer has
to spend 21 hours per week doing the
dishes. Instead, the family gains 153 hours
each week to use for other activities.

2. More knowledge By learning how to
wash the dishes by machine, family
members learn more about using household
appliances in general. They can apply that

human capital the
skills and knowledge
gained by a worker

knowledge to the use of other labor-saving
devices, such as washing machines, dryers,
and microwaves. - s through education and
3. More productivity ~ Because family | gyperience
members now have extra time and extra
knowledge, they can use their resources and
labor to do additional chores or other activ-
ities that are beneficial to the family.

Human Capital
In addition to producing

physical capital, people can
invest in themselves. Human
capital is the knowledge and
skills a worker gains through
education and experience.
An economy requires both
physical and human capirtal to
produce goods and services.
Doctors use stethoscopes
and their schooling in order
to provide their services.
Assembly-line workers use
equipment as well as skills
acquired through training and
practice to produce goods.

THE WALL STREET JOURNAL.

CLASSROOM EDITION

In the News Read more about capital in
“Humans Nead Not Apply, " an article in
The Wall Street Journal Classroom
Edition.
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FAST FACT

After fishing in sub-zero
temperatures in Labrador during

1912, a man named Clarence
Birdseye was astounded that his
frozen fish was tasty when he thawed
and cooked it weeks later. This
entrepreneur soon patented a “quick-
freeze machine” and started his own

Entrepreneurs

If land, labor, and capital are
the essential ingredients for
creating all goods and services,
who pulls these resources
together? The answer is entre-
preneurs. Entrepreneurs are
ambitious leaders who decide

seafood company. The result? An
entire frozen foods industry was born.

how to combine land, labor,
and capital resources to create

entrepreneur
ambitious leader who
combines land, labor,
and capital to create
and market new goods
and services

new goods and services. They

are the individuals who take
risks to develop original ideas, start busi-
nesses, create new industries, and fuel
economic growth.

You need not be Bill Gates of Microsoft
or Henry Ford to be considered an entrepre-
neur. An individual who opens a corner
food store and transforms it into a 10-store
supermarket chain is an entrepreneur.

Scarce Resources

Economists say that all goods and services
are scarce because the land, labor, and
capital used to create them are scarce.
Consider French fries. A typical portion of
French fries started as a potato in a field in

Idaho. Seven and one-half gallons of water
irrigated the half-foot plot where the potato
grew. Nurtured with fertilizers and protected
by pesticides, the potato was harvested,
processed, frozen, and then transported to
Seattle. In Seattle, it was fried in corn oil
from Nebraska, sprinkled with salt from
Louisiana, and eaten in a restaurant.

All of the economic resources, or factors
of production, that were used to create the
French fries are scarce. First, the quantity
of the land and water available for growing
potatoes is limited. Second, the labor avail-
able to grow the crop and to process and
transport the potatoes is limited by the size,
time, age, and energy of a population.
Finally, because land and labor are limited,
the amount of physical capiral available to
create the French fries, such as farm equip-
ment, is also limited.

While we have been talking about French
fries, we could easily have been talking
about a pair of blue jeans or a new space
shuttle. No matter what good or service we
were to look at, we would discover that the
supplies of land, labor, and capital used to
produce it are scarce, and that each
resource has many alternative uses.

Key Terms and Main ldeas

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-1015

9. Try This Leaving class today, you decide to start an

1. Whatis the difference between a good and a service?  HINT h
2. Why is the idea of scarcity a starting point for thinking

economics tutoring business. Your first step is to get the
two categories of capital. Next you need to obtain the
other factors of production. Specifically, what do you need

economically?
. How is scarcity different from shortages? | HINT i

. Describe the three factors of production.

HINT |

in terms of land, labor, and capital?

10. Critical Thinking Do you agree or disagree with the

following statement? Creating capital is like depositing

o ;B W

. What role do entrepreneurs play i

n the economy? @

Applying Economic Concepts

1. Critical Thinking \Why might an e

conomist look at

hundreds of cars moving along an assembly line and say, | HINT i

“There is an example of scarcity”?

8. Decision Making Which factor of production is repre-
sented by each of the following? (a) an office building
(b) an assembly line worker (c) a tree used to make paper
(d) unused soil (e} an artist (f) a student

6 WhatIs Economics?

. What special advantages does physical capital offer? HINT i money in a savings account. You save now in order to
have more in the future.

(Go@nline |

For: Research Activity
Visit: PHSchool.com
Weh Code: mnd-1011




ECONOMIC

Gary Becker s

Nobel Prize-winning economist Gary Becker looks at daily life and
sees economics at work in all we do. Becker even sees marriage as an
economic decision that many people make based on opportunity

costs. To understand how Becker arrived at this intriguing

conclusion, you have to look at how he came to see the world.

Economics and Social Issues
Like many high school seniors, Becker knew
what he was good at—mathematics—but
wanted some practical way to apply it.
Leaving his small Pennsylvania hometown,
Becker went to Princeton University and
decided to pursue economics. But he lost
interest in the subject because it didn’t “deal
with important social problems.”

Becker briefly considered a degree in
sociology, but found the subject “too diffi-
cult.” Later, as a graduate student at the
University of Chicago, he realized that eco-
nomics could indeed help answer social
questions. His first book, based on his stud-
ies at Chicago, was an economic analysis of
racial discrimination.

“It started me down the path of applying
economics to social issues,” states Becker, “a
path that I have continued to follow.” In
1992, that path led to the Nobel Prize in
economics, which Becker received for using
economic analysis to study a wide range of
human behavior. “Economy is the art of
making the most of life,” he says.

Economics and Personal Decisions
Becker maintains that economics guides
even life’s most personal decisions. He sees
the process of dating as part of a

Economist

“marriage market.” Most people do not
marry the first prospect they meet, he
notes. The opportunity cost of such a
marriage would be high because better
prospects are likely to exist. Instead,
people try to search for better prospects.

Considering Costs and Benefits
An extended search for a mate, however,
consumes time, effort, and other resources.
It involves expenditures on personal
appearance, in social situations, for educa-
tion, and for other things that help attract a
mate. A person decides to marry, Becker
says, when the cost of searching exceeds the
possible benefits of finding a better mate.
People measure the benefits of a poten-
tial spouse by criteria such as job, appear-
ance, education, and family, Becker says,
and they try to judge other traits by these
factors. For example, the probability that a
person is honest and good-natured may be
judged by looking at the person’s family.
Intelligence is gauged by the person’s educa-
tion. Becker maintains that this process
causes people to marry on the basis of
imperfect information. Nort until later do
they truly learn about their partner’s per-
sonality and compatibility, qualities that
take longer to assess.

CHECK FOR UNDERSTANDING

1. Source Reading Interpret the fol-
lowing passage from an article by
Becker that appeared in
BusinessWeek: "Human capital is as
much a part of the wealth of nations as
are factories, housing, machinery, and
other physical capital.”

2. Critical Thinking How does what 3. Decision Making Do you agree or

you've read in this introductory chapter  disagree with Becker's idea that

on economics support or conflict with economics guides even life’s most

Becker's idea that "economy isthe art  personal decisions? Support your

of making the most of life"? position with two or three examples
of your own.




Opportunity Cost

Objectives
After studying this section you will be able to:

1. Describe why every decision involves
trade-offs.

2. Explain the concept of opportunity cost.

3. Explain how people make decisions by
thinking at the margin.

Section Focus

All human decisions involve trade-
offs. The next best alternative to any
choice is called an opportunity cost.
Decision-making grids can make it
easier to identify the trade-offs and
opportunity cost of a decision.

Key Terms

trade-off

guns or butter
opportunity cost
thinking at the margin

trade-off an alternative
that we sacrifice when
we make a decision

guns or butter a
phrase that refers to
the trade-offs that
nations face when
choosing whether to
produce more or less
military or consumer
goods

What are some of the
trade-offs of buying
acar?V

everal years ago, a few hotels in

Washington, D.C., offered a special
service to their guests. A popular art exhibit
was in town, but the only way to get tickets
was to wait in line for several hours. Many
of the hotel’s guests were unable or
unwilling to do this. Instead, the hotels
hired people to stand in line to purchase the
$5 tickets. The hotels then sold the tickets
to guests for $50 apiece. These guests spent
money rather than time in order to get their
exhibit tickets, Similarly, when we decide
on one alternative, we gain one thing but
lose something else.

Trade-0ffs

Economists point out that all individuals,
businesses, and large groups of people—
even governments—make decisions that
involve trade-offs. Trade-offs are all the
alternatives that we give up whenever we
choose one course of action over another.

e Y
Sl

8 WhatIs Economics?

Individuals and Trade-0ffs

Every decision we make involves trade-
offs. For example, if you choose to spend
more time at work, you give up watching
a movie or going to a baseball game.
Choosing to play soccer might prevent
you from working on the yearbook or
having a part-time job.

Businesses and Trade-0ffs

The decisions that businesspeople make
about how to use land, labor, and capital
resources also create trade-offs. Farmers
who plant broccoli cannot use the same
land at the same time to grow cauliflower.
A manufacturer who decides to use all her
equipment to build chairs eliminates the
possibility of building tables or desks at
that same time.

Society and Trade-Offs

Countries also make decisions that involve
trade-offs. Economists simplify their
explanations of the trade-offs countries
face by using the example of guns or butter.
In short, a country that decides to produce
more military goods (“guns”) has fewer
resources to devote to consumer goods
(“butter™) and vice versa. (Remember,
resources are limited!) The steel used to
make a tank is no longer available for
building the dairy equipment needed to
make butter,
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Defining Opportunity Cost

Whenever individuals, businesses, or
governments decide on a course of action,
they face many trade-offs. One alternative,
though, is usually more desirable than all
the others. The most desirable alternative
given up as the result of a decision is called
the opportunity cost.

If a family buys a computer, family
members cannot use the same money to pay
for their second choice, going on a trip. The
trip, then, is the opportunity cost of buying
the computer. The farmer who chose to
grow broceoli instead of cauliflower experi-
enced the opportunity cost of planting
cauliflower. If a government decides to
produce more “guns,” then having less
“butter” is the opportunity cost.

Similarly, every ordinary decision that
we make every day involves an opportunity
cost. For each of the following choices,
which alternative would you choose?

e Sleep late or wake up early for a ski trip?

e Sleep late or wake up early to eat your
breakfast?

e Sleep late or wake up early to study for a
test?

Most likely, you did not choose “sleep late”
for all three decisions. Your decision
depended on the specific opportunity cost—
whatever you were willing to sacrifice.

Using a Decision-Making Grid

At times, a decision’s opportunity cost may
be unclear or complicated. Using a decision-
making grid like the one in Figure 1.2 can
help you determine whether you are willing

to accept the opportunity cost of a choice
you are about to make. In this particular
grid, Karen is trying to decide whether to
sleep late or get up early to study for a test.
Karen likes to sleep. Getting up early is
tough. However, getting up early to study
would probably improve her test score.

Karen knows that she is choosing
between her two top alternatives: sleeping
late and waking up early to study. Because
of scarcity, she cannot do both. The time
can only be occupied in one way.

To help her decide, Karen lists the
benefits of each alternative on the grid.
Waking up early to study will probably
result in a better grade. Also, she will
receive teacher and parental approval and
experience the personal satisfaction that
comes with doing well on a test. However,
she knows she would enjoy sleeping later
and that the extra sleep would give her
more energy during the day.

< Because
decisions are not
always as clear-cut
as the one in this
cartoon, economists
encourage us to
consider the trade-
offs and opportunity
cost of a decision
before we make it.

opportunity cost the
most desirable
alternative given up as
the result of a decision

Global Connections

Global Trade-Offs The same decision made in two different coun-
tries can have vastly different opportunity costs. Malaysia bought two
warships in 1992, paying a price equal to the cost of providing safe drinking
water for the 5 million Malaysians lacking it. In other words, the opportunity
cost of the warships was safe drinking water for § million people. The opportu-
nity cost of building warships in wealthier countries is not nearly so high.

However, there are still costs to consider. In the United States, the number of
people employed by the military decreased dramatically following the end of
the cold war. In response, the Pentagon developed a new program, “Troops to
Teachers,” to help former soldiers get jobs teaching in schools. The switch
from army duty to teaching reminds us that the opportunity cost of a soldier
may be a teacher and vice versa. Why does the opportunity cost of a d

vary from one situation to another?
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thinking at the margin
deciding whether to do
or use one additional
unit of some resource

Sleep late
Benefits = Enjoy more sleep
= Have more energy during
the day
Decision Sleep late
Opportunity cost Extra study time
Benefits forgone = Better grade on test

= Teacher and parental

approval

Figure 1.2 Karen's Decision-Making .GrﬁidH ‘

[

Alternatives
Wake up early to study

= Better grade on test

= Teacher and parental
approval

= Personal satisfaction

Wake up early to study
for test

Extra sleep time
= Enjoy more sleep

« Have more energy during
the day

= Personal satisfaction

SULLDIN o

choose between alternatives.

—
FCONCEY "

Making the Decision

Karen is a practical person. After consid-
ering the opportunity cost, she decides that
waking up early to study offers the most
desirable benefits. She is willing to acceprt
the opportunity cost: extra sleep time. She
knows that she is giving up the benefits of
sleeping late, namely the pleasure of more
sleep and the extra energy it provides.

Karen might have made a different
decision when choosing between sleeping
and breakfast or sleeping and getting up
early to study on a Saturday. With each
new situation, the opportunity costs and
benefits change.

We always face an opportunity cost,
though. When we select one alternative, we
have to sacrifice at least one alternative and
forgo its benefits. By recognizing what we
are sacrificing, we can decide whether the
decision is worth it. An economist might
say, “Choosing is refusing.”

Thinking at the Margin

When economists look at decisions, they
point out one more characteristic in
addition to opportunity cost. Many deci-
sions involve adding one unit or subtracting

10 WhatIs Economics?

Using a decision-making grid can help us see what we gain and lose when we have to

Opportunity Cost What benefits will Karen forgo if she chooses to sleep later?

one unit, such as one minute or one dollar,
From an economist’s point of view, when
vou decide how much more or less to do,
you are thinking at the margin,

To understand what it means to think at
the margin, you might picture a piece of
paper with a line drawn down the left side.
That line separates the space used for
writing from extra space on the paper. You
could use some of that extra space or you
could leave it blank. Similarly, thinking at
the margin means you are thinking about
using one additional unit.

Making a Decision at the Margin

When deciding whether or not to study,
Karen used the “all or nothing” approach
as shown in Figure 1.2. She was either
going to wake up early to study or sleep
late and not study at all that morning.

In reality, Karen could have decided from
among several options rather than just two.
She could have decided to get up one, two,
or three hours earlier to study or to sleep
instead. She could have made her decision
by looking specifically at how many extra
hours to study that morning. Making a
decision about each extra hour would mean
that she was thinking at the margin.



To make a decision at the margin,
Karen should look at the opportunity cost
of each extra hour of studying and

Figure 1.3 Decision Making at the Margin ‘ Il

compare it to the benefit. In Figure 1.3, we Options Benefit Opportunity cost
can see that one hour of studying means 1st hour of extra Grade of C on test One hour of sleep
an opportunity cost of an hour of sleep study time
and a benefit of probably passing the test

E < P yp - & i = 2nd hour of extra Grade of B on test 2 hours of sleep
with a C. Two hours of studying “cost study time

two hours of sleep and perhaps getting a
B. Three hours of studying mean sacri-
ficing three hours of sleep and probably
getting only a slightly higher grade of B+.
What should Karen decide? At three
hours, the cost is no longer worth the
benefit to Karen because her grade will 1 cnnct"‘ﬁ
improve only slightly. Thus, Karen decides
to awaken two hours earlier.

3rd hour of extra Grade of B+ on test

study time

3 hours of sleep

This person has to decide how many extra hours to study.
By comparing the opportunity cost to the benefit of each
extra hour, she can decide how much is the right amount.
Opportunity Cost At what point is this person paying an
added cost with little extra benefit?

oULLDIY

the margin when deciding if a government

Cost and Benefit at the Margin

Comparing opportunity costs and benefits
at the margin enabled Karen to decide how
many hours to study. Such a comparison
could help someone decide how much
money to spend on a car, how many hours
to work, and how much time to spend
watching television. Employers think at
the margin when they decide how many
extra workers to hire. Legislators think at

program should include more of a partic-
ular benefit. This decision-making process
is sometimes called costv/benefit analysis.
Deciding by thinking at the margin is
just like making any other decision.
Decision makers just have to compare the
opportunity costs and the benefits—what
they will sacrifice and what they will gain.
Once the opportunity cost outweighs the
benefits, no more units should be added.

HINT

Key Terms and Main Ideas

1. Presentthree examples that illustrate how all decisions
involve trade-offs.

2. Why must the opportunity cost of a decision always be
something desirable?

3. How do economists use the phrase "guns or butter"?

@ 4. \What does it mean to "think at the margin"?

Applying Economic Concepts

5. Problem Solving Suppose that you can save 850 by
buying your car in a different city. If the trip requires only
$10in gasoline, is the trip worthwhile? Why or why not?

6. Decision Making Determine an opportunity cost for each
of the following. (a) eating pizza (b) going to see a movie
on a Tuesday (¢) going to see a movie on a Saturday
(d) watching television

7r

Progress Monitoring Onli
For: Self-quiz with vocabulary practice
Web Code: mna-1016

Try This Create a decision-making grid like the one in
Figure 1.2 to defend a decision you will make today.
Critical Thinking Decide whether to work 2, 4, or

6 hours at an after-school job by comparing the
opportunity cost and benefit of each alternative.

. Decision Making Which factors would an employer

consider if he or she were trying to decide whether to
hire an additional worker?

-Go @nline
= pHSchool.com
For: Decision-making Activity

Visit: PHSchool.com @

Wehb Code: mnd-1012
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Skills for

LIFE

Interpreting Line Graphs

ine graphs easily and clearly present a large quantity of statistical data.

Economists use line graphs to illustrate patterns or trends over time and to
explain the relationship between two or more variables. A variable is a factor
with a value that can change. Use the following steps to read and interpret the
line graph below.

1. Identify the type of information Answer the following questions.
presented on the graph. Before you can (a) What is the maximum number
begin to interpret the information on of points per game that can be shown
a graph, you must identify specifically on the graph? (b) How many hours a
what is being shown. The graph title week did Player B practice? (c) How
and the axes’ labels indicate the many points per game did Player E
meanings of the points and lines on average?
the graph. Answer the following ques-
tions. (a) What do the numbers on 3. Study the data shown on the graph to

the horizontal axis (across) represent?
{b) What do the numbers on the verti-
cal axis {up and down) represent?

(c) What relationship does the line
graph describe?

look for relationships or draw conclu-
sions about a topic. Use the graph
below to draw conclusions about the
relationship between time spent prac-
ticing and the number of points scored
per game. What could you conclude

2. Read the data shown on the graph. Study from the information on the line
the graph's axes carefully. Before study- graph about the relationship between
ing the overall patterns, look carefully practice and points per game?

at specific points on the graph.

ﬂ Additional Practice

Note that the points on the graph
do not form a perfectly straight line.
For example, Player D did not score
as many points per game as Player
C, although Player D practiced
more hours each week. Why might
this be so? What does this informa-
tion say about the conclusions we
can draw from line graphs?

Average Poins per Game

Player A

0 T T — —
0 2 4 6 8 m 12 14 16
Hours of Practice per Week




Production
Possibilities Curves

Objectives Section Focus Key Terms

Aiter studying this section you will be able to:  Decisions about which goods and production

1. Interpret a production possibilities curve. services to produce affect each of us pussi_hilities curve

2. Demonstrate how production possibilities E by iy Production pogsmllltles prnduct_ln_n. . .
olirvas show efficincy, growth, and cost. graphs can help us examine t_ht_e plilSSIbllllISS frontier

! i opportunity cost of these decisions. efficiency

3. Understand that a country’s production underutilization

possibilities depend on its available cost

resources and technology.

law of increasing costs

A s the United States entered World War I
in 1941, it faced an urgent task: create
the weapons and equipment needed to win
the war or face defeat. Government agencies
took the lead in switching the output of
America’s factories, farms, and mines from
the production of consumer products to the
production of military products.

Whether at war or not, nations must
choose what to produce. In 2002, farmers
in the United States grew about 2 million
tons of watermelons. Could they have
produced more? If they had, what would
have been the opportunity cost?

Production Possibilities

Economists often use graphs to analyze the
choices and trade-offs that people make.
Why? Because graphs help us see how one
value relates to another value. A production
possibilities curve, or graph, shows alterna-
tive ways to use an economy’s productive
resources. The axes of the graph can show
categories of goods and services, such as farm
goods and factory goods or capital goods and
consumer goods. The axes can also display
any pair of specific goods or services, such
as hats on one axis and shoes on the other.

production possibilities
curve a graph that
shows alternative ways
1o use an economy’s
resources

< During World
War Il, consumer
goods were in short
supply as the nation
shifted resources to
increase production
of planes, ships,
artillery, and ammu-
nition. Ration
coupons (far left)
were used to ensure
that civilians gota
fair share of
consumer goods.
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“We feel he’s either going to be an artist or an economist.”

A Why do
economists
use graphs?

production possibilities
frontier the line on a
production passibilities
graph that shows the
maximum passible
output

Drawing a Production Possibilities Curve
To draw a production possibilities curve,
an economist begins by deciding which
goods or services to examing; for example,
farm goods and factory goods. In this
example shoes and watermelons become
the values shown on the two axes of the
graph. If the vertical axis in Graphs A and
B in Figure 1.4 represents shoes, Graph A
indicates that this fictional country,

Capeland, could produce 135 million pairs
of shoes if it used all of its resources to
produce only shoes.

The horizontal axis represents water-
melons. Graph B indicates that Capeland
could produce 21 million tons of water-
melons if that’s the only product it chose to
produce. So Capeland can produce a
maximum of:

15 million pairs of shoes
OR

21 million tons of watermelons

A third, more likely, alternative appears
in Figure 1.5. The citizens of Capeland
could also produce both shoes and water-
melons, and this range of choices appears in
the table and graph in that figure. It shows
six different ways that Capelanders could
use their resources to produce watermelons
and shoes. Using the made-up data from the
table, we can plot points on the graph and
then connect them to draw the line shown
in Figure 1.5. This line that we can draw,
called the production possibilities frontier,
shows combinations of the production of
both shoes and watermelons. Any spot on

Figure 1.4 Production Possibilities Curve Step 1 .

Graph B
25
— 20 4
£
2
25
£
E 10 No shoes, all possible
@ watermelans
2 — —
oy 5 i '\.
f(21,0)
T T T N
0 5 10 15 20 25

Watermelons (millions of tons)

You can begin to build a production possibilities curve by plotting two of the production

choices on a grid. Graph A reflects a decision to produce 15 million pairs of shoes. Graph
B reflects a decision to produce 21 million tons of watermelons.

Graph A
Bh
20 - No watermelons,
B all possible shoes
S 159
& a0, 15}
2
E 10
8
2
©wr 5 e
T T T T
0 h 10 15 20 25
Watermelons (millions of tons)
SULLOIN
+ A
¥ Conce’
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Opportunity Cost What is the opportunity cost of the decision shown in Graph A?



Figure 1.5 Production Possibilities Curve Step 2 ‘ II

Watermelons Shoes
{millions of tons) = (millions of pairs)
0 15
8 14
14 12
18 9
20 5
21 0

Shoes (millions of pairs)

25
20 —
a(0,15)
15178 b (8,14}
c(14,12)
7 d 18,9}
5 A production e(205)
possibilities frontier
R o
[ T T 1
0 5 10 15 20 25

Watermelons (millions of tons)

Q“‘w"\'e The table above shows six different combinations of watermelon and shoes that
Capeland could produce using all of its factor resources. Each combination of
numbers in the table is drawn as a point on the graph. Connecting the points forms

*‘F’L‘ONS‘& a line known as the production possibilities frontier.

Opportunity Cost What is the opportunity cost of choosing to produce the combi-
nation of goods shown at point ¢ instead of that shown at point d?

that line represents a point at which
Capeland is using all of its resources to
produce a maximum combination of those
two products.

Trade-0ffs

Each point in Figure 1.5 reflects a trade-off.
Near the top of the curve (points a and b),
shoe factories produce more shoes, but
farms grow fewer watermelons, Moving
down the curve, farms grow more water-
melons, but factories make fewer shoes.
Why? Because land, labor, and capital are
scarce. Using the factors of production to
make one product means that fewer
resources are left to make something else.

Efficiency, Growth, and Cost

Production possibilities graphs tell us
important information. They can show
how efficient an economy is, whether an
economy has grown or shrunk, and the
opportunity cost of a decision to produce
more of one good or service.

Efficiency

A production possibilities frontier repre-
sents an economy working at its most
efficient level of production. Efficiency
means using resources in such a way as
to maximize the production or output of
goods and services. However, sometimes
economies operate inefficiently. For
example, what would happen if some
farmers and factory workers were laid
off? The farms and factories where they
worked would produce fewer goods. This
trade-off is represented by drawing a
point inside the production possibilities
frontier.

Any point inside the line indicates an
underutilization of resources. Under-
utilization means using fewer resources
than the economy is capable of using.
Point g in Figure 1.6 shows that Capeland
is harvesting 5 million tons of warter-
melons and manufacturing 8 million pairs
of shoes—much less than the maximum
possible production.

Chapter 1 m Section 3

efficiency wusing
resources in such a
way as to maximize the
production of goods
and services

underutilization using
fewer resources than
an economy is capable
of using

15



Figure 1.6

Production Possibilities

Curve Step 3

25
Future production
T possibilities frontier
20 E—
— '
W F
= y,
= /
S 154
w
-=§- a(0,15) b(8.14)
E c(14,12)
w
2 © ql58)
e |
5 —
A point of
underutilization
0 - T T T T
0 5 10 15 20 25
Watermelons (millions of tons)
‘\!\Lﬁmo At point g on this graph, not all factor
resources are being used, and the output
of farm and factory goods is less than
v‘\" what is possible. Line S represents the
CONCE ; : i
economy’s current production possibilities.
Line T represents future production possibilities if more

land, labor, or capital resources become available.
Investment How does a society benefit when it invests
money in the development of new technologies?

cost o an economist,
the alternative that is
given up because of a
decision

Growth

A production possibilities curve reflects the
country’s current production possibilities as
if the country’s resources were frozen in
time. In the real world,
however, the quantity of

EDIT

THE WALL STREET JOURNAL

resources a country has is

10N constantly changing. If the

In the News Read more about
efficiency growth, and cost in "A New
Scholarship Strategy,” an article in The
Wall Street Journal Classroom Edition.

quantity or quality of avail-
able land, labor, or capital
changes, then the curve will
move. For example, if immi-

Go @nline

For: Current Events

The Wall Street Journal
Classroom Edition

Visit: PHSchool.com
Web Code: mnc-1013

grants pour into a country,
then more labor becomes
available. In this way, the
maximum amount of goods
the nation can produce
increases. Likewise, new
inventions can allow workers

@

to produce more goods at

lower costs. When an

16 WhatIs Economics?

economy grows, economists say that the
entire production possibilities curve has
“shifted to the right.” Line T in Figure 1.6
shows such a shift.

By contrast, when a country’s production
capacity decreases, the curve shifts to the
left. A decrease could occur, for example,
when a country goes to war and loses part
of its land as a result. Likewise, if a
country’s population ages, or becomes less
healthy or less educated, the supply of labor
and human capital would decrease, and the
curve would shift to the left,

Cost

Speaking economically, note that cost is
not necessarily money. Rather, to an econ-
omist, cost is the alternative we give up
when we choose one option over the other.
This statement should sound familiar. To
an economist, cost always means opportu-
nity cost. We can use production possibili-
ties graphs to see the opportunity cost
involved in a decision.

Looking at the table in Figure 1.5, we can
see that the cost of moving from producing
no watermelons to producing 8 million tons
of watermelons is 1 million pairs of shoes. In
other words, we had to sacrifice 1 million
pairs of shoes to produce § million tons of
watermelons. In the same way, if we decide
to produce 14 million tons of water-
melons—an increase of only 6 million
tons—it costs 2 million pairs of shoes. In the
first step, those 8 million tons of water-
melons cost 1 million pairs of shoes. In the
second step, an increase of only 6 million
tons of watermelons cost an additional
2 million pairs of shoes. This amounts to
3 million pairs of shoes for 14 million tons
of watermelons.

Everyone would agree that switching
from shoes to watermelons costs something,.
An economist looking at Capeland’s
economy would say that the switch has
increasing costs. Fach time we grow more
watermelons, the sacrifice in terms of shoes
increases. Finally, at the bottom of the table,
it costs an additional 5 million pairs of shoes
to increase watermelon production by only
1 million tons.



Figure 1.7 The Law of Increa

Shoe factories

1
i watermelons.

STEP 1
Initially, resources are used
efficiently to make a balance
of watermelons and shoes.

STEP 2
A decision is made to grow more
watermelons. Less suitable
resources are shifted to farm
production. Farm production
increases. Shoe production
decreases.

STEP 3

A decision is made to grow even
more watermelons, and more
resources are shifted to farm
production. Because the added
land is less productive, a greater
amount of it must be cultivated.
Farm output increases. Shoe
output decreases by an even
greater amount.

ng Costs

The most suitable land for
farming is used to grow

| £

Land with rocky soil is now
used to grow watermelons.

Land with rocky soil and
poor drainage is now used
to grow watermelons.

SULDIN o

The law of increasing costs states that as production shifts from one item to
another, in this case from shoes to watermelons, more and more resources are
necessary to increase production of the second item, in this case, watermelons.
Opportunity Cost According to this diagram, what is the cost of increasing

¥ -‘.'nuci"‘

watermelon production?

Economists explain these increasingly
expensive trade-offs with the law of
increasing costs. This law states that as
production switches from one item to
another (for example, from shoes to
watermelons), more and more resources
are necessary to increase production of the
second item (watermelons). Therefore, the
opportunity cost increases.

Why does the cost increase? In this
example it is because some resources are
better suited for use in farming, while
others are more appropriate for manufac-
turing. Moving resources from factory to
farm production means that farmers must

use resources that are not as suitable for
farming. For example, say that at first this
economy used its most fertile land for
growing watermelons. After the best land
was used up, farmers had to use poorer
land that could produce less per acre than
the fertile land could. To increase output on
the poorer land, farmers had to use more
land and other resources.

The law of increasing costs explains
why production possibilities frontiers,
such as the one in Figure 1.5, usually
curve. As we move along the curve, we
trade off more and more to ger less and
less additional outpur.

law of increasing costs
law that states that as
we shift factors of
production from making
one good or service to
another, the cost of
producing the second
item increases
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Figure 1.8 Personal Computers
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When economists collect data to create
production possibility curves, they must first
determine which goods and services a
country can produce, given its current
resources. A country’s resources include its
land and natural resources, its work force,
and its physical and human capital. Both
human and physical capital reflect a vital
ingredient—technology. At any tme, coun-
tries have different ways to produce shoes or
watermelons or any of the thousands of
products in the world. Each production
method uses different technology, or know-
how, to create products. So economists also
must assess each country’s level of technolog-

ical know-how: whether Capeland makes
shoes and plants watermelons by hand or
whether they have machines to help. A

0 100 200 300 400 500 600 700 800

Source: International Telecommunication Union

Key Terms and Main Ideas

1. How is underutilization depicted on a production possi-
bilities frontier?

2. How does a production possibilities curve illustrate how
efficient an economy is? | HINT

3. How does a production possibilities curve illustrate

opportunity cost?

Applying Economic Concepts

4. Using the Databank Turn to the charts showing the
number of farms and the average size of farms on page
535. If the number of farms has decreased since 1950,
does this mean that the production possibilities for farm
output have also decreased? Why or why not?

5. Problem Solving How would you illustrate the impact of
each of the following events on a production possibilities
curve for factory goods and farm goods? (a) the computer
isinvented (b) 1 million farm workers remain unemployed
for six months (¢} a drought

6. Critical Thinking Describe a specific event that would
make each of the following happen to a production

18  WhatIs Economics?

1 country’s production possibilities depend on
both its technological level and the resources
it has available.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-1017

possibilities curve. (a) a point moves down and to the left
{b) the frontier shifts to the right

1. Decision Making Assume that graphs A and B below

each represent a production trade-off made by a society
for its economy. Write a brief description of each
society. Include specific examples of what the society

is producing.

15 15

2 A 2 B
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[ Go @nline
HScheol.com
For: Research Activity

Visit: PHSchool.com
Web Code: mnd-1013




e
I

T 3 eal-hfe
‘LC as(? t’_

Safety at Any Cost?

hen you buy a car, you face trade-offs: Do you buy the g
Wncw subcompact that may not have enough room for =
your gear or the larger used sedan that needs a paint job?
The features that make a car safer may also involve rade-
offs. Economists urge consumers to consider the trade-offs
and opportunity costs of each of their purchase decisions.
Most of these opportunity costs fall into one of three care-
gories: cost and convenience, size, and personal freedom.

Safety Devices Versus Cost and Convenience Over 40,000
people are killed every year in crashes on our roads.
Safety features like antilock brakes and dual-side air bags
may save lives, but they also make cars more expensive.
Some features like seatbelts are sometimes seen as an
inconvenience, so consumers do not always use them.
Manufactures would like to produce safe cars, but they
must sell them at a price that buyers are willing to pay.
Safety features are defeated if travelers ignore or disable them.

A Safety devices save lives but also
involve some opportunity costs.

Size Versus Pollution Heavier cars are generally safer cars—they tend to hold up better
when there is an accident and provide passengers with more protection. SUVs have
become increasingly popular because they are heavy and taller, giving the driver a better
view of the road. On the other hand, they are also more expensive to buy and more costly
to run because they have lower fuel efficiency.

Burning extra fuel also means increasing auto emissions. The
U.S. currently generates more greenhouse gas emissions than any
other country in the world, and the amount is growing. Also,
“gas guzzlers” increase our dependence on foreign oil.
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The Costs of
Auto Safety

Cost of vehicle: $10,000
SE!fEI‘,' Laws Ver_sL_ls Personal Freedom ?\-‘!aln}-' states have struggled Safety feature Cost
}w_rh laws requiring r!w. use of seatbelts in cars, carseats for Antilock brakes $400.00
fﬂmms'and young children, or helmets for mntnr_c_vchsts. There R i $350.00
is an.mdm_';llhllc cu]lc_{cncc [I_lal L!\cscl safety precautions rcducc_thc IR $1.20000 .
severity of injury if there is an accident. However, laws requir- |
ing people to use seatbelts or helmets also restrict individual Cost of vehicle: $14,205
freedom, so there is a trade-off between a national interest in
keeping people safe and a personal interest in being able to Sa!’et\v Suatus Eoar i
make your own life choices. Af’t'l'f'c" hrakt.:s $645.00
® Side impact air bags $295.00 .
A . - Traction control n/a
pplying Economic Ideas
1. Suppose you are buying a car. How would the trade-offs Cost of vehicle: $19,175
discussed above affect your decision? Siiiey tenture S
2. The table at the right shows the specific costs of various Antilock brakes $600.00
optional auto safety devices. On what basis would you decide Side impact air bags $390.00
which, if any, of these safety options to buy? Traction control $600.00

TS ey W ey .



Chapter @ Assessment

Chapter Summary

summary of major ideas in Chapter 1 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 1.

Section 1 Scarcity and the Factors of Praduction (pp. 3-6)
Economics is the study of how people seek to satisfy
their needs and wants by making choices. People,
businesses, and governments must make choices
because all resources are scarce. Scarcity means lim-
ited quantities of resources to meet unlimited needs
or desires. Economists call the resources that are
used to make all goods and services the factors of
production. The three factors of production are
land, labor, and capital. Entrepreneurs are leaders
who combine the three factors of production to cre-
ate new goods and services.

Section 2 Opportunity Cost (pp. 8-11)

Every decision involves trade-offs. Trade-offs are all
the alternatives that we give up when we choose one
course of action over another. The most desirable
alternative given up as the result of a decision is
called the opportunity cost. If a decision involves
choosing one more or one fewer unit of an input,
economists say we are thinking at the margin.
Employers think at the margin to decide how many
workers to hire.

Section 3 Production Possibilities Curves (pp. 13-18)
Economists draw curves or graphs in order to help
them analyze the choices and trade-offs people make.
A production possibilities curve shows the alternative
ways in which an economy’s resources can be used.
The production pessibilities frontier is the line or curve on
the graph that represents the maximum amount that
an economy can produce. Points inside the frontier
reflect an underutilization of resources. If the amount of
available land, labor, or capital increases, the entire
curve can shift to the right. The law of increasing costs
states that as production shifts from one item to a sec-
ond item, more and more resources are necessary to
increase production of the second item.
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Key Terms

Complete each sentence by choosing the correct
answer from the list of terms below. You will not
use all of the terms.

capital | HINT opportunity c_nst‘lﬁliﬂ-
entrepreneur | HINT | scarcity | HINT
goods | HINT __ trade-offs | HINT |

_ t_ter"!ﬁl_'«lT ! underutilization | giNT

land | HINT economics

Economists define as “limited quan-

tities to meet unlimited wants.”

2. All decisions involve because we
must give up some alternatives when we
choose a certain course of action.

3. The term refers to all natural
resources that are used to produce goods
and services.

4. Economists use the phrase to describe
the trade-offs a country is forced to make
when choosing between military and con-
sumer production.

5. A(n) is the most important sacrifice
that results from making a decision.

6. A person who starts a new business or

develops an original idea is known as a(n)

-

of resources occurs when an econ-
omy uses fewer resources than it is capable
of expending.

Using Graphic Organizers

8. On a separate sheet of paper, copy the tree

map below to help you organize information
about the factors of production. Complete

the tree map by writing descriptions and
examples for each of the headings shown.

Factors of Production

Capital

Human Physical
Capital Capital




HINT | 10,

HINT

12.

Reviewing Main ldeas

9. Using examples of land, labor, and capiral,
explain why economists believe that all goods
and services are scarce.

Explain how each of the following people would
talk about scarcity and trade-offs. (a) the
President of the United States (b) the leader of a
developing nation (¢) a U.S. citizen whose
income is in the top one percent (d) a U.S. citizen
whose income is in the bottom 5 percent

11. Whart three important pieces of information can
we learn by reading a production possibilities
graph?

Explain the law of increasing costs.

Critical Thinking

13. Testing Conclusions Review the typical benefits
of physical capital described in Section 1. Give
specific examples of how the first railroads in
the United States created or did not create the
benefits of physical capital.

14. Predicting Consequences Describe three services
that the government provides to its citizens.
Identify some of the opportunity costs of provid-
ing each of those services.

15. Drawing Conclusions Some economists consider
entrepreneurship to be a fourth factor of pro-
duction in addition to land, labor, and capital.
Other economists consider entrepreneurship to
be a special category of labor. Which group of
economists do you agree with? Why?

Problem-Solving Activity

16. Suppose that you lent $100 to a friend, and he or
she paid you back one year later. What was the
cost of lending your friend this money?

Economics Journal

Essay Writing Review your Economics Journal
entry for Chapter 1. Write a brief essay describing
the opportunity cost for each of the three decisions
that you noted in your journal.

Skills for Life

Interpreting Line Graphs Review the steps shown on
page 12; then answer the following questions about the
line graph shown below.

17. What relationship does the line graph describe?

18. Whart is the average annual income of men with
16 years of education?

19. How many years of schooling result in an aver-
age annual income of $73,000 for women?

20. What could you conclude from the line graph
about the relationship between income and
education?

21. Use this graph to practice thinking at the margin.
Suppose you have just completed grade 12. If
you spend one more year in school, by how
much will your lifetime income increase (assum-

ing you work until age 65)?

Income and Education, 2003

120
110 —
100 —
90 —
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Progress Monitoring Online
For: Chapter 1 Self-Test  Visit: PHSchool.com

Web Code: mna-1011

As a final review, take the Economics Chapter 1 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice guestions designed to
test your understanding of the chapter content.
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stem is a way of doing
omething. The trains,
tracks, platforms, routes, and
schedules of a subwa tem
around a city. (

education system teaches us
reading, writing, and arithmetic.
Economic systems enable soci-
eties to produce and distribute
roods and services.

Economics Journal

Make a list of all the different systems
you used yesterday. How would your
day have been different without these
systems?

Go @nline
~—— PHSchoel.com
For: Current Data

Visit: PHSchool.com @
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Objectives
After studying this section you will be able to:

1. Identify the three key economic questions
of what to produce, how to produce, and
who consumes what is produced.

2. Analyze the societal values that determine
how a country answers the three economic
questions.

3. Explain the characteristics of traditional,
command, and market economies and
describe the societal values that influence
them.

Answering the Three
Economic Questions

Section Focus Key Terms

All societies must answer three key economic system
economic questions about the iactl_)r pavments
production and consumption of patriotism

goods and services. How a society safety net

answers these questions depends on
how much it values different

standard of living
traditional economy

economic goals. Four different market economy
economic systems have developed centrally planned
in response to these three questions. economy

command economy
mixed economy

ln Chapter 1, you read about the
economic concept of scarcity—that we
cannot have all that we want or need.
Indeed, in some places in the world, people
cannot even meet their basic needs for
food, clothing, and shelter because their
resources are too scarce. Scarcity forces
societies and nations to answer some hard
economic questions. Different economic
systems have evolved in response to the
problem of scarcity. An economic system is
the method used by a society to produce
and distribute goods and services. Which
economic system a society employs
depends on that society’s goals and values.

Three Key Economic
Questions

Because economic resources are limited,
every society must answer three key
economic questions:

¢ What goods and services should be
produced?

¢ How should these goods and services be
produced?

* Who consumes these goods and services?

What Goods and Services
Should Be Produced?
Each society must decide what to produce
in order to satisfy its needs and wants. In
today’s complex societies, it is often difficult
to distinguish between needs and wants.
While it may be obvious that we need food
and shelter, modern societies face addi-
tional important considerations. How
much of our resources should we devote to
national defense, education, public health
and welfare, or consumer goods? Which
consumer goods should we produce?
Recall the guns-and-butter trade-off
described in Chapter 1. Because of our
limited resources, each production decision
that a society makes comes at an opportu-
nity cost.

How Should Goods and Services

Be Produced?

The next question we face is how to use
our resources to produce goods and
services. For example, should we produce
electricity with oil, solar power, or nuclear
power? Should teachers have classes of 20
students or 50 students? Should we
produce food on large corporate farms or
on small family farms?

economic system the
method used by a
society to produce and
distribute goods and
services
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NCE

Today, capital-not
labor-dominates the
answer to how wheat
is produced.
Opportunity Cost
Identify the
opportunity costs of
each method of
farming.

factor payments the
income people receive
for supplying factors of
production, such as
land, labor, or capital
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Figure 2.1 Com g Factor Resources

Hand tools
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1 acre of land + 56 worker-hours  +
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capital = 15 bushels of wheat

Modern mechanical equipment

1 acre of land -

Although there are countless ways to
create all of the things we want and need,
all require land, labor, and capital. These
factors of production can be combined in
different ways. For example, examine the
chart above (Figure 2.1). Before the intro-
duction of modern farming equipment, a
typical combination of resources for
producing 15 bushels of wheat was 56
hours of labor, 1 acre of land, and simple
hand tools. With today’s mechanical
farming equipment, farming is much more
efficient. Forty bushels of wheat can be
harvested from one acre of land with just
2.9 worker-hours of labor.

Who Consumes Goods and Services?

In recent years, the top 25 goods manufac-
turers in the United States have launched
an average of 13 new products each day.
Retail stores, which 50 years ago typically
carried about 3,000 items, now offer
about 30,000 different products. American
farms produce 315 million metric tons of
wheat, rice, and corn and maintain about
180 million head of livestock. Despite this
staggering output, quantities are not
unlimited.

Economic Systems

29 worker-hours  +

capital = 40 bushels of wheat

How does this abundance get divided
up? Who gets to drive a new luxury car and
who can only afford a subway pass? Who
attends a concert and who stays home?
Who eats a well-balanced diet and who
cats nothing but hot dogs for every meal?
Who gets access to a good education?
Societies must decide how to distribute the
available goods and services.

The answer to the question of distribu-
tion is determined by how societies choose
to distribute income. Factor payments are
the income people receive for supplying
factors of production—land, labor, capital,
or entrepreneurship. Landowners receive
rent, workers receive wages, and those
who lend money to build factories or buy
machinery receive payments called
interest, Entrepreneurs earn profits if their
enterprises succeed.

How much should we pay the owners of
the factors of production? How do we
decide how much a particular piece of land
is worth, how much teachers should earn
versus how much doctors should earn, or
what the interest rate should be?

The question of who gets to consume
which goods and services lies at the very




heart of the differences between economic
systems today. Each society answers the
question of distribution based on its unique
combination of social values and goals.

Economic Goals and Societal
Values

Different societies answer the three
economic questions based on the impor-
tance they attach to various economic
goals. Figure 2.2 lists some general
economic goals that most economic
systems try to address. Bear in mind that
societies pursue each of these goals, to
some degree, at the expense of the others.

Economic Efficiency

Because resources are always scarce—that
is, they always involve an opportunity
cost—most societies try to maximize what
they can get for the resources they have to
work with. If a society can accurately assess
what to produce, it increases its economic
efficiency. A manufacturer would be
wasting resources producing record albums
if people prefer to buy CDs. Knowing the
best way to produce a product cuts waste,
too. Of course, in the end, products need to
reach consumers. An economy that can’t
deliver goods isn’t efficient.

Economic Freedom

Most of us value the opportunity to make
our own choices. How do you feel about
laws that keep you from earning an
income? What about laws that forbid you
to make certain purchases or possess
certain items? The economic systems of
different nations allow different degrees of
economic freedoms. In general, however,
people all over the world face limitations
on economic freedom.,

In the United States, the economic
freedoms that we as Americans enjoy are
an important reason for our patriotism.
Patriotism is the love of one’s country—the
passion that inspires a person to serve his
or her country, either in defending it from
invasion or protecting its rights and main-
taining its laws and institutions. The
freedoms that allow any American who so
chooses to become an entrepreneur, for
example, are continuing sources of pride
and patriotism.

Economic Security and Predictability

Most people don’t like uncertainty. We
want to know that we can get milk and
bread every time we go to the grocery store,
or that the gas pumps will be full when we

patriotism the love of
one’s country; the
passion that inspires a
person to serve his or
her country

This family (left) will need to rebuild their
home after a devastating hurricane.
Government Which economic goal could
help them recover from the storm?

ure 2.2 Economic Goals

Economic efficiency

E s Enad Ereed

Economic security
and predictability

Making the most of resources

F from government intervention
in the production and distribution of
goods and services

Assurance that goods and services will
be available, payments will be made on
time, and a safety net will protect

indivi in times of ic di

Economic equity
Economic growth Innovati

Fair distribution of wealth
leads to

and innovation

Other goals

ic growth,

and economic growth leads to a higher
standard of living.

Societies pursue additional goals, such
as environmental protection.
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safety net government
programs that protect
people experiencing
unfavorable economic
conditions

standard of living /evel
of economic prosperity

traditional economy
economic system that
relies on habit, custom,
or ritual to decide
questions of production
and consumption of
goods and services

¥ The traditional
economy of
Guatemala’s Quiché
Maya includes
regular market days.

go to gas up our cars. We want to feel
confident that we will get our paychecks
every payday. Ideally, economic systems
reassure people that goods and services will
be available when they need them and that
they can count on receiving expected
payments on time.

We also want the security of knowing
that help is available if we are elderly,
poor, unemployed, or facing some other
potential economic disadvantage. Most
people feel that the government should
provide some kind of safety net, or set of
government programs that protect people
experiencing unfavorable economic condi-
tions. These include injuries, layoffs,
natural disasters, or severe shortages.
Most countries also believe in providing
some sort of base income for retired
persons to ensure that older people can
support themselves after retirement.

Economic Equity

Each society must decide the best way to
divide its economic pie. What constitutes a
fair share? Should everyone get the same,
or should one’s consumption depend on
how much one produces? How much
should society provide for those who are
unable or unwilling to produce?

Many people believe in equal pay for
equal work, but society does not value all
jobs equally, Most lawyers earn more than
most nurses. Most computer programmers

earn more than most truck drivers. Not
everyone is able to work. How should we
provide for the ill and infirm?

Economic Growth and Innovation

A nation’s economy must grow for a nation
to improve its standard of living, or level of
economic prosperity. This is especially true
if a country’s population is growing. The
economy also must grow to provide new
jobs and income for people.

Innovation plays a huge role in economic
growth. Think of the changes brought
about by the shift from nomadism to agri-
culture, from the agricultural age to the
industrial age, from the industrial age to
the information age. Innovations in tech-
nology increase the efficiency of production
and usher in new goods and services. In
your liferime, you are witnessing innova-
tions in computer and networking tech-
nology that are changing the ways people
work, shop, conduct business, locate infor-
mation, and communicate.

Additional Goals

A society may value goals in addition to those
described above. Environmental protection,
full employment, universal medical care, and
other important concerns may be among a
nation’s chief economic goals.

All nations must prioritize their
economic goals, or arrange them in order
of importance. No matter how a nation
prioritizes its goals, one fact remains:
achieving any economic goal comes only
with some kind of economic trade-off.

Economies and Values

Four different economic systems have
developed to address the three key
economic questions. Fach system reflects a
different prioritization of economic goals.
Tt also reflects the values of the societies in
which these systems are present.

Traditional Economies
A traditional economy relies on habit,
custom, or ritual to decide whar to



produce, how to produce it, and to whom
to distribute it. There is little room for
innovation or change. The traditional
economic system revolves around the
family. Work tends to be divided along
gender lines. Boys tend to take up the occu-
pations of their fathers, while girls follow
in the footsteps of their mothers.

Traditional economies are usually
communities that tend to stay relatively
small and close. Often these societies work
to support entire groups, rather than just
themselves or their immediate families.
Agricultural and hunting practices usually
lie at the very heart of the people’s lives,
laws, and religious beliefs.

Societies with traditional economies
have few mechanisms in place to deal effec-
tively with the effects of environmental
disaster, such as a flood or drought. They
also tend to remain stagnant, resisting
change at both the individual and commu-
nity level. They may be slow to adopt new
technology or radical new ideas. They may
not have access to goods you see every day
at the grocery store. In most cases, these
communities lack modern conveniences
and have a low standard of living.

Market Economies

In a market economy, economic decisions are
made by individuals and are based on
exchange, or trade. The choices made by
individuals determine whart gets made and
how, as well as who consumes the goods
and services produced. Market economies
are also called free markets, or capitalism.
You will read about the free market in
detail in Section 2.

Command Economies

In a centrally planned economy, the central
government alone decides how to answer
all three key economic questions. Centrally
planned economies are sometimes called
command economies, because a central
authority is in command of the economy.
Section 3 discusses the theories behind
centrally planned economies.

Mixed Economies

Most modern economies are mixed
economies—market-based economic systems
in which government plays a limited role.
Section 4 describes the reasons for mixed
economies and the various ways govern-
ment is involved in such economies.

market economy
gconomic system in
which decisions on
production and
egnsumption of goods
and services are based
on voluntary exchange
in markets

centrally planned
economy economic
system in which the
central government
makes all decisions on
the praduction and
consumption of goods
and services

command economy
economic system in
which a central
authority is in
command of the
aconomy; a centrally
planned economy

mixed economy
market-based
economic system with
fimited government
invalvement

Web Code: mna-1025

Progress Monitoring Online

For: Self-quiz with vocabulary practice

](ev Terms and Main ldeas mation in the graph, identify what you think are some
economic goals of the United States.
: 3 a
e el @ 1. Critical Thinking Create a chart in which you list the

2. How do a traditional economy, a market economy, a )
command economy, and a mixed economy differ? | HINT i

3. Why aren't all people paid the same amount in factor 8. Try This You and your friends decide to earn money by
payments for the resources they provide? Provide your washing cars. How are the three economic questions
own example of two unequal factor payments. @ answered in this market? | HINT I

4. Why do governments provide safety nets for their citizens? | HINT i

5. Give atleast one example of a traditional, a command, and :GO inine

a market economic system.| HINT i = PHSchool.com
Applying Economic Concepts For: Research Activity
Visit: PHSchool.com @

Weh Code: mnd-1021

societal values of each of the four economic systems
described in the section.

6. Using the Databank Examine the graph “Government
Spending, by Category” on page 543. Based on the infor-
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The Free Market

— Preview
Objectives
After studying this section you will be able to:

1. Explain why markets exist.
2. Analyze a circular flow model of a free

market economy.

3. Understand the self-regulating nature of

the marketplace.

Section Focus

self-interest.

4, Identify the advantages of a free market

economy.

Markets exist so that people
can exchange what they have
for what they want. A free
market is a self-regulating
economic system directed by
individuals acting in their own

Key Terms

market self-interest
specialization incentive
household competition
firm invisible hand
factor market consumer
profit sovereignty
product market

market an arrangement
that allows buyers and
sellers to exchange
things

P This Thai spice
stand, Brazilian
stock exchange, and
Indian barber shop
(left to right) are all
examples of markets.
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Economic Systems

hat do a farmers’” market, a sporting

goods store, the New York Stock
Exchange, and the sign you posted on your
community bulletin board advertising
baby-sitting services have in common? All
are examples of markets. A market is an
arrangement that allows buyers and sellers
to exchange things.

Why Markets Exist

Markets exist because no one is self-suffi-
cient. In other words, none of us produces
all we require to satisfy our needs and
wants. You probably didn’t grow the plants
to make the fibers to weave the cloth to
make the shirt you’re wearing. Instead, you
purchased your shirt at a store, which is an
example of a market. Markets allow us to
exchange the things we have for the things
we want.

Specialization
Instead of being self-sufficient, each of us
produces just one or a few products.
A nurse specializes in caring for the sick. A



marine mechanic specializes in repairing
machinery aboard sea craft. A baker
specializes in making breads, cakes, and
cookies. Specialization is the concentration
of the productive efforts of individuals and
firms on a limited number of activities.
Specialization leads to efficient use of
resources, including capital, land, and
labor. Tt is easier to learn one task or a few
tasks very well than to learn them all.

Buying and Selling

Because each of us specializes in producing
just a few products, we need markets to
sell what we have and to buy what we
want. The typical person earns an income
(specializing at a particular job) and uses
this income to buy the products that he or
she wants to consume. If each person were
self-sufficient, producing everything he or
she wanted to consume, there would be no
need for markets.

Free Market Economy

Economic systems that are based on volun-
tary exchanges in markets are called free
market economies. In a free market

economy, individuals and businesses use
markets to exchange money and products.

In a free market system, individuals and
privately owned businesses own the factors
of production, make what they want, and
buy what they want. In other words, indi-
viduals answer the three key economic

questions of what to produce, how to
produce it, and who consumes that which
is produced. As you might guess, a free
market economy functions best in an envi-
ronment of decentralized decision-making
such as enjoyed in the United States.

We can represent a free market economy
in a special kind of drawing called a
circular flow diagram, or model. A circular
flow diagram shows at a glance how indi-
viduals and businesses exchange money,
resources, and products in the marketplace.
Figure 2.3 shows a circular flow diagram of
a free market economy. The inner ring of
the diagram represents the flow of
resources and products. The outer ring
represents the flow of money.

Households and Firms

The players in the free market economy are
households and firms. A household is a
person or group of people living in the
same residence. Households own the
factors of production—land, labor, and
capital. Households are also the consumers
of goods and services.

A business, or firm, is an organization
that uses resources to produce a product,
which it then sells. Firms transform
“inputs,” or factors of production, into
“outputs,” or products.

Factor Market

As you can see from the lower half of the
circular flow diagram in Figure 2.3, firms
purchase factors of production from house-
holds. This arena of exchange is
called the factor market. Firms
purchase or rent land (narural
resources). They hire workers,
paying them wages or salaries
for their labor. They also
borrow money from households
to purchase capital, paying
households interest or profits in
return. Profit is the financial gain
made in a transaction.

Product Market
Take a close look at the top half
of the circular flow diagram in

specialization the
concentration of the
productive efforts of
individuals and firms on
a limited number of
aclivities

household a persan or
group of people living in
the same residence

firm an organization
that uses resources to
produce a product,
which it then sells

factor market

market in which firms
purchase the factors of
production from
households

profit the financial gain
made in a transaction
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A circular flow model
shows the interactions
between households
and businesses in the
free market.

Economic Systems
What is exchanged in
the factor market? In
the product market?

product market

the market in which
households purchase
the goods and services
that firms produce

Figure 23 Circular Flow Model of a Market Economy

Households pay firms
for goods and
services.

Product market

monetary floy,

physical floy,

Firms supply
households with
goods and services.

Households supply
firms with land, labor,
and capital.

Physical flow

Monetary flow

Factor market

Figure 2.3. You can see that the goods and
services that firms produce are purchased
by households in the product market.

If you follow the rings of the diagram,
you will see that households purchase the
products made by firms with the money
they received from firms in the factor
market. The flow between the factor market
and the product market is truly circular.

The Self-Regulating Nature
of the Marketplace

How is it that firms and households coop-
erate to give each other what they want—
factor resources, in the case of firms, and

30  Economic Systems

Firms pay households
for land, labor, and
capital.

products, in the case of households? As
anyone knows who has tried out for the
track team, a part in a play, or has applied
for a job or to a college, we live in a
competitive society. According to Adam
Smith, it is, in fact, competition and our
own self-interest that keep the marketplace
functioning.

Self-Interest

Adam Smith was a Scottish social philoso-
pher who, in 1776, published a book titled
The Wealth of Nations, in which he
described how the marker functions. Smith
observed that an economy is made up of
countless individual transactions. In each
transaction, the buyer and seller consider




only their self-interest, or their own
personal gain. Self-interest, in other words,
is the motivating force in the free market.

Competition

Consumers (houscholds), in pursuirt of their
self-interest, have the incentive to look for
lower prices. An incentive is the hope of
reward or the fear of punishment that
encourages a person to behave in a certain
way. Adam Smith observed that people
respond predictably to both positive and
negative incentives. As for consumers, we
can predict that they will respond to the
positive incentive of lower prices, because
spending less money on a good lowers the
opportunity cost of the purchase.

Firms, meanwhile, seek to make greater
profits by increasing sales. Let’s take, for
example, a shirt manufacturer. The manufac-
turer finds that striped shirts are far outselling
polka-dotted shirts, The manufacturer has
the incentive—from more potential sales and
profits—to produce more striped shirts.
Other manufacturers, observing consumers’
desire for striped shirts, also have the incen-
tive to sell them. With all these manufacturers
in the market, consumers have all the striped
shirts they want.

Manufacturers also have a second incen-
tive—to make the most profit in selling
striped shirts. What keeps manufacturers’
pursuit of profit from causing prices to
skyrocket? If one begins charging $30.00 for
a striped shirt, another can sell striped shirts
for $25.00. If the first manufacturer wants

“Son, your mother and I bave decided to let the

free market take care of you.”

to sell any more striped shirts, he or she had
better drop the selling price. Consumers,
pursuing their self-interest, will buy the
lower-priced shirt. Economists call this
struggle among producers for the dollars of
consumers competition. While self-interest is
the motivating force behind the free market,
competition is the regulating force.

Incentives come in two forms, Profit is a
monelary incentive, or an incentive that
rewards in the form of money. Nonmonetary
incentives reward consumers and business in
other ways, such as gifts, services, and other
goods.

The Invisible Hand

Self-interest and competition work together
to regulate the marketplace. Self-interest
spurs consumers to purchase certain goods

A How could the
free market take
care of this young
man?

self-interest ane’s own
personal gain

incentive an
expectation that
encourages people to
behave in a certain way

competition the
struggle among
producers for the
dollars of consumers

<4 Competing
businesses scream
for the attention of
consumers.
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FAST FACT

Self-interest and the free market will
provide social services—if there’s a
profit to be gained. One large

temporary employee agency recruits
and trains workers from the ranks of

and services and firms to
produce them. Competition
causes more production and
moderates firms’ quests for
higher prices. The overall
result is that consumers get

makes a profit for itself.

the urban poor. Bypassing the social-
welfare agencies that are charged
with getting peaple off public
assistance, it finds work for individuals
and employees for businesses, and

the products they want at
prices that closely reflect the
cost of producing them. All
of this happens without any
central plan or direction.

invisible hand term
economists use to
describe the self-
regulating nature of the
marketplace

consumer sovereignty
the power of
consumers to decide
what gets produced

Key Terms and Main Ideas
1. How does specialization make us more efficient?| HINT i

2. Whatis the difference be
product market? | HINT

3. Whatis profit?| HINT

4, What are the roles of households and firms in a market
economy? | HINT i

. How does competition among firms benefit consumers?

Adam Smith called this
phenomenon “the invisible
hand of the marketplace.”

Advantages of the Free Market

Competition and the pursuit of self-interest
serve the public interest. The free market,
on its own, meets many economic goals.

1. Economic efficiency Because it is self-
regulating, a free market economy
responds efficiently to rapidly changing
conditions. Producers make only what
consumers want, when they want it, and
generally at prices they are willing to pay.

2. Economic  freedom  Free market
economies have the highest degree of

en the factor market and the

6. Explain what Adam Smith meant by “the invisible hand of

the marketplace.”

7. Whatis the connection between incentives and consumer

Applying Economic Concepts

8. Critical Thinking Why is economic equity difficult to
achieve in a free market economy?
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economic freedom of any system. This
includes the freedom of workers to work
where they want, of firms to produce
what they want, and of individuals to
consume what they want.

. Economiic growth Because competition
encourages innovation, free markets
encourage growth., Entrepreneurs are
always seeking profitable opportunities,
contributing new ideas and innovations.

4. Additional goals Free markets offer a

wider variety of goods and services than
any other system, because producers
have incentives to meet consumers’
desires. Consumers, in essence, decide
what gets produced. This is called
consumer sovereignty.

el

Despite its advantages, no pure market
economy exists on any meaningful scale.
The same features that make free markets
attractive also represent the weaknesses of
the free market. The goals of economic
equity and economic security are difficule
to achieve in a pure market system. In
Section 4, you will read about how the free
market system has been modified by
various nations in order to better meet the
entire array of economic goals.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-1026

9. Try This You will need a stack of paper and two staplers.
You and a friend create “fold-its” by folding each sheet
of paper in thirds and stapling both ends. How many
fold-its can you make in two minutes? Next, try special-
izing: one of you folds while the other staples. Now how
many fold-its can you make in two minutes?

10. Critical Thinking Provide at least three real-world
examples to illustrate the circular flow model of a market
economy.
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Economist

ECONOMIC

Adam Smith (zm

One of the first people to offer an explanation of how a market
economy works was the Scottish philosopher Adam Smith.
Beginning in his early twenties, Smith enjoyed a long career teach-
ing at universities in Scotland. Although more than a little absent-
minded, Smith was adored by his students and respected by bis
fellow professors. More importantly, his ideas won him fame and
influence across Britain.

The Invisible Hand
and Self-Interest

Adam Smith also noticed that businesses
could provide the goods and services that
consumers needed without the help of a
central plan telling them what to do. How
do they do it? Smith gave credit to an
invisible hand.

In Smith’s view, the invisible hand
guides a nation’s resources to their most
productive use. One of the invisible hand’s
tools is self-interest. Individuals, each pur-
suing what is best for him or her, make
decisions that ultimately benefit the
nation.

For example, consumers can satisty

The Wealth of Nations
Today, we most remember Adam Smith for
the theories expressed in his book The
Wealth of Nations. Published in 1776,

The Wealth of Nations still stands as an
authoritative description of how a market
system can flourish.

In the book, Smith identifies land, labor,
and capital as the factors of production that
generate a nation’s wealth. When the pro-
duction of goods is divided into many steps,
and workers specialize in only one step,
productivity increases. Higher productivity
increases the overall wealth of the nation.

Laissez Faire

Adam Smith also called for restricting the
role of government in the economy. Smith
insisted that government must leave indi-
viduals as free as possible to pursue their

their self-interest by buying goods.
Business people satisfy their self-interest
by making the goods consumers want and
selling them for a profit. As sales increase,

own interests if a market economy is to
run smoothly. This policy is known as
laissez faire, which means “let them do

{as they please).” In Smith’s view, individu-
als left alone to try to better themselves
will produce a multiplication of riches:
more jobs and more goods and services.

businesses can raise prices. At this point

the invisible hand takes over. Another per-
son sees the profits and starts a competing
business, charging a slightly lower price.

Other businesses must follow if they want
to keep their customers, and balance is
restored to the marker.

CHECK FOR UNDERSTANDING

1. Source Reading Rewrite the fol-
lowing passage from The Wealth of
Nations in your own words: “Itis not
from the benevolence [kindness] of the
butcher, the brewer, or the baker that
we expect our dinner, but from their
regard to their own interest.”

3. Learn More Conduct further
research and describe the similari-
ties between two 1776 publications:
The Wealth of Nations and the
Declaration of Independence.

2. Critical Thinking What are the
forces that together comprise the
invisible hand?




Objectives

After studying this section you will be able to:

1. Describe how a centrally planned
economy is organized.

2. Analyze the centrally planned economy of
the former Soviet Union.

Section Focus

market economies.

3. Identify the problems of a centrally

planned economy.

In a centrally planned, or
command, economy, the central
government controls the economy.
Central planning has limitations
and disadvantages not found in

Centrally Planned Economies

Key Terms

socialism
communism
authoritarian
collective
heavy industry

> Government
posters in Cuba (left)
and Cambodia (right)
try to inspire worker
productivity in these
centrally planned
economies.
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entrally planned economies operate in

direct contrast to free market systems.
Centrally planned economies oppose
private property, free market pricing,
competition, and consumer choice.

How Is a Centrally Planned
Economy Organized?

In a centrally planned economy, the central
government, rather than individual

producers and consumers in markets,

answers the key economic questions of
production and consumption. A central
bureaucracy makes all the decisions about
what items to produce, how to produce
them, and who gets them. After collecting
information, bureaucrats tell each firm
what and how much to produce. It is up to
the bureaucrats to ensure that each firm has
enough raw materials and workers to meet
its production goals.

Government Control

of Factor Resources and Production

In a centrally planned economy, the
government owns both land and capital. In
a sense it owns labor, too, by controlling



where individuals work and what wages
they are paid. The government decides
what to produce, how much to produce,
and how much to charge. Each vear, it
directs workers to produce a certain
number of trucks, so many yards of cotton
fabric, a certain amount of glass, and so on.
Farmers are told whart to plant, how to
plant, and where to send their crops. The
free marker forces of self-interest and
competition are absent from the system.
For example, let’s follow the decision-
making process for the production of
military uniforms and a
product—sweaters.

consumer

1.The top planners decide that more
military uniforms than sweaters will be
made. They send this decision to the
materials committee.

2. Knowing how much cotton is available,
the materials committee decides how
many sweaters and how many military
uniforms will be made. They send their
decision to the cotton makers, the button
makers, and the elastic makers.

3. The cotton, the buttons, and the elastic
arrive at sweater factories and uniform
factories where they are manufactured
into sweaters and uniforms.

As you can see, decisions on what to
produce and how much to produce are not
determined by consumers. Chances are that
many citizens living under this economy
would still need new sweaters. This lack of
consumer voice in production and distribu-
tion shows that under centrally planned
economies, consumers do not have
consumer sovereignty.

Socialism and Communism

The words most often associated with
centrally planned economies are socialism
and communism. They are often used inter-
changeably, but we need to make a distinc-
tion between the two terms.

Socialism is a social and political philos-
ophy based on the belief that democratic
means should be used to distribute wealth
evenly throughout a society. Real equality,
socialists argue, can only exist when

A How would you describe production in this
Romanian factory?

political equality is coupled with economic
equality. Economic equality is possible only
if the public controls the centers of
economic power. Although socialist
nations may be democracies, socialism
requires a high degree of central planning
to achieve economic equality.

In socialist countries the government
often owns major industries, such as urtili-
ties. Socialism, as you will see in Section 4,
exists to varying degrees in different
nations throughout the world.

Communism is a political system that
arose out of the philosophy of socialism.
Communism is characterized by a centrally
planned economy with all economic and
political power resting in the hands of the
central government.

Unlike socialists, however, communists
believed that a socialist society can only
come about after a violent revolution.
While socialist economies can still allow
for democracy, communist governments
are authoritarian. Authoritarian govern-
ments exact strict obedience from their
citizens and do not allow individuals
freedom of judgment and action.
Throughout history, communist nations
have been dominated by a single political

socialism a social and
political philasophy
based on the belief that
democratic means
should be used to
evenly distribute wealth
throughaut a society

communism a political
system characterized
by a centrally planned
economy with all
economic and political
power resting in the
hands of the central
government

authoritarian reguiring
strict abedience to an
authority, such as a
dictator
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> Karl Marx (left) and
Friedrich Engels (center)
introduced their socialist

philosophy in The

Communist Manifesto in
1848. The term communist

was adopted by the

Bolsheviks who, led by
Viadimir Lenin (right), took
control of Russia in 1917.

collective /arge farm
leased from the state to
groups of peasant
farmers

party or dictator. The former Soviet Union
was a communist nation that provides us
with a good case study of how a centrally
planned economy works—and doesn’t
work.

The Former Soviet Union

The Soviet Union arose out of a pair of
revolutions in Russia in 1917, In March,
imperial rule in Russia came to an end
when Czar Nicholas Il was forced from the
throne. A provisional republican govern-
ment was set up, but by November it, too,
was toppled. Tt was taken over by the
Bolsheviks, revolutionary socialists led by
Vladimir Lenin. Once in power, they
renamed themselves communists, Under
the control of the Communist party, central
planning was introduced during the 1920s
and continued to operate until the breakup
of the Soviet Union in 1991.

Soviet planners were most concerned
with building national power and prestige
in the international community. As a result,
they allocated the best land, labor, and
capital to the armed forces, space program,
and production of capital goods such as
farm equipment and factories. The
committees that ran the system were
responsible for deciding the quantity,
production process, and distribution of 24
million different goods and services.

> How would you describe the farming techniques
shown in this photo of a Soviet collective?
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Soviet Agriculture

In the Soviet Union, the central government
created large state-owned farms and collec-
tives for most of the country’s agricultural
production. On state-run farms, the state
provided farmers with all equipment, seed,
and fertilizer. Farmers worked for daily
wages set by economic planners.

Collectives were large farms leased from
the state to groups of peasant farmers.
Farmers managed operation of the collec-
tives, though they still were required to
produce what the government instructed
them to. Farmers either received a share of
what they produced or income from its sale.

Agricultural workers were guaranteed
employment and income, and the govern-




ment established quotas and distribution.
Under such a system, individuals had few
incentives to produce more or better crops.
While Russia had been a major exporter of
wheart until 1913, before long the Soviet
Union could not keep its own people fed.
Soviet agriculture bore much of the
opportunity cost of Soviet central planning
decisions.

Soviet Industry

Soviet factories also were state-owned.
Planners favored the defense industry, the
space program, and heavy industry. (Heavy
industry requires a large capital investment
to produce items used in other industries.
Chemical, steel, and heavy machinery
manufacturing are heavy industries.) The
makers of consumer goods and services
paid the opportunity cost of this concentra-
tion of resources. They were stuck with
leftover, lower-quality resources with
which to create their products.

Like agriculture, industry was character-
ized by a lack of incentives. Jobs were
guaranteed, and wages were set by the
government. Once a production quota was
met, there was no reason to produce more
goods. Workers had little incentive to work
harder or to innovate. In fact, it was illegal
for workers to exhibit entrepreneurial
behavior and start their own businesses.

A Shifting from communism to a free market economy has been a difficult
transition. Consumers often waited hours in long lines only to discover

nearly empty store shelves.

Soviet Consumers

Consumers, too, experienced the opportunity
cost of central planners’ decisions. A popular
joke in the Soviet Union went, “We pretend
to work, and they pretend to pay us.” A
worker’s wages were not worth much
because consumer goods were scarce and
usually of poor quality. Manufacturers had
the incentive to focus on quantity, not quality.
For example, a manufacturer assigned to
produce a certain number of suits could
loosely stitch the buttons and mismatch coats
and trousers. Still, the state store had to
accept delivery of the suits. Consumers
would be left with no alternatives.

heavy industry indusiry
that requires a large
capital investment and
that praduces items
used in other industries

Consumers often had diffi-
culty getting goods, too. They
wasted countless hours waiting

THE WALL STREET JOURNAL.

CLASSROOM EDITION

in line to purchase goods and
services. Luxuries such as meat
were made affordable by
government price setting, but

In the News Read more about the
farmer Soviet Union in “Laying Down the
Law, " an article in The Wall Street
Journal Classroom Edition,

they were rarely available.

Housing shortages forced
people to live in crowded and
poorly constructed apart-

ments. Because of the long
waiting list for apartments, it
was not unusual to find a
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family living in just two rooms.
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A Statues of Lenin
were toppled after
the collapse of
communism in the
Soviet Union in 1991,

Key Terms and Main Ideas

1. How do socialism and communism differ?, HINT
2. What characterizes an authoritarian government? | HINT
HINT | 3. Why did Soviet collectives offer little incentive to farmers?

4, Inthe Soviet Union, what was the opportunity cost of the
emphasis on heavy industry? | jiNT h

Applying Economic Concepts

Problems of Centrally
Planned Economies

Central planning can be used to jumpstart
selected industries and guarantee jobs and
income. The other side of the coin, however,
is poor quality, serious shortages of non-
priority goods and services, and dimin-
ishing production.

In theory, centrally planned economies
can work effectively toward explicitly
stated goals. For example, in 1928, Soviet
leader Joseph Stalin instituted the first of

several five-year plans to boost produc-
tion. While a disaster in terms of agri-
culture, Stalin had some success in
increasing output in heavy industries.

Perhaps the greatest disadvantage of
centrally planned economies is that
their performance almost always falls
far short of the ideals upon which the
system is built. In addition, such
systems generally cannot meet
consumers’ needs or wants. Since the
government owns all production
factors, workers lack any incentive to
work hard. These systems also do not
reward innovation, actively discour-
aging any kind of change. The large,
expensive bureaucracy necessary to
make the thousands of production and
distribution decisions to run the
economy lacks the flexibility to adjust to
consumer demands. Decisions become
overly complicated. Finally, command
economies sacrifice individual freedoms in
order to pursue societal goals.

Many areas of the world, especially less
developed countries, have experimented
with centrally planned economies, but most
of these experiments have failed. Instead,
most of these nations have moved toward
mixed economies over the past twenty
years. In the next section, you will read
about today’s mixed economies.

_fProgress Monitoring Online

5. Critical Thinking Why do centrally planned economies
have difficulty meeting consumer needs? [ jyNT i
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For: Self-quiz with vocabulary practice

6. Decision Making Which of the following economic goals
are difficult to achieve in a centrally planned economy?
{a) economic efficiency (b) economic security and
predictability (¢) economic equity (d) econoemic growth
and innovation E
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Russia in Crisis

In 1991, when the Communist system in Russia collapsed, many Russians rejoiced
at the prospect of living under a freer political and economic system. Many
specifically looked forward to living in a Western-style free market economy.
During the next decade, Russians experienced an economic crisis. Although
economists had predicted that switching to a
free enterprise system would be difficult, few
predicted how traumatic it would be.

Corruption The confusion caused by the sud-
den upheaval of both the political and eco-
nomic systems opened the door for crime and
corruption on an enormous scale, Some busi-
nessmen and politicians took advantage of the
nation’s inexperience with a market economy
and abused their power by robbing the
nation’s assets.

Financial Problems Russia’s gross domestic
product fell sharply until 1997. The nation A Many Western busi savé thia coll
had to devalue its currency and postpone of Communism as a business opportunity.
payments on loans owed to Western nations.

Hardest hit of all have been Russia’s citizens, many of whom survive on

incomes of less than $40 a month. Retirees were squeezed when prices

increased much faster than the value of their government pensions.

Success in Sight Despite these problems, Russia’s economy has improved
considerably since 1998. As the devaluation of the ruble made foreign imports
more expensive, consumers bought more locally-made goods. A new president,
Vladimir Putin, brought political and financial stability to the government.

Growth has been uneven. The streets of the capital, Moscow, shine with
fine restaurants and fashionable stores while the rest of country lags behind.
Much of the nation’s good fortune is due to exports of oil and natural gas,
leaving Russia vulnerable to price changes on international markets.

Russia has not yet succeeded in building a stable, modern free market econ-
omy. Officials actively discourage start-ups by imposing unpredictable regula-
tions and occasionally demanding bribes. Insolvent businesses can still stay
afloat because of the elaborate system of bartering among suppliers. This discour-
ages Russian businesses from becoming more efficient.

It is now obvious that Russia’s problems in making the transition were seri-
ously underestimated. As this painful process continues, Russians look forward
to the day when a prosperous free market economy becomes a reality.

Applying Economic ldeas

1. What problems has Russia experienced in switching from a state-controlled
to a free market economy?
2. Why might Western nations be willing to make loans to troubled Russia?




Modern Economies

After studying this section you will be able to:
1. Explain the rise of mixed economic

systems.

2. Interpret a circular flow model of a mixed

gconomy.

3. Compare the mixed economies of various
nations along a continuum between

Section Focus

market.

centrally planned and free market

systems.

4. Understand the role of free enterprise in
the economy of the United States.

It is doubtful that any nation can exist
successfully under a pure centrally
planned economy or a pure market
economy. Most modern economies
mix features of both systems. The
economy of the United States is
hased on the principles of the free

Key Terms

laissez faire
private property
free enterprise
continuum
transition
privatize

> Most public parks
rely on government
dollars for support.
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You cannot find today any economic
system that relies exclusively on central
planning or the individual initiative of the
free market. Instead, most economies are a
mixture of economic systems. Most
contemporary mixed economies blend the
market with government intervention, or
involvement, in the marketplace.

The Rise of Mixed Economies

No single economic system has all the
answers. Centrally planned economies are

cumbersome, do not adequately meet
consumer needs, and limit freedom.
Traditional economies have little potential
for growth or change. Even market
economies, with all their advantages, have
certain drawbacks.

The Limits of Laissez Faire

Adam Smith and other early free market
philosophers believed that, left to its own
devices, the free market system would
provide the greatest benefit for consumers
and raise the standard of living. They




preached laissez faire, the doctrine that
government generally should not intervene
in the marketplace. (See the Profile of
Adam Smith on page 33.) Even Smith
acknowledged, however, the need for a
certain limited degree of government inter-
vention in the economy.

As market economies have evolved since
Smith’s time, government intervention has
become greater because some needs and
wants of modern society are difficult to
answer in the marketplace. How well, for
example, could the marketplace provide
for national defense or for roads and
highway systems?

Some needs that markets could meert fall
to governments so that all members of
society can participate. Education is one
example. Other needs that could fall into
this category are health care and mass
transit,

Governments create laws protecting
property rights and enforcing contracts.
There would be littde incentive to develop
new products without property rights or
patent laws (laws that give the inventor of a
new product the exclusive right to sell it for
a certain period of time). Without laws
insisting on competition, many people fear
that some firms would dominate others in
their industry and be able to charge
consumers any price.

You will recall from your study of
American history that the 5th and 14th
amendments to the Constitution declare
that no person may be deprived of “Life,
liberty, or property, without due process of
law.” The 5th Amendment also says that
“Just compensation” must be paid to
owners when private property is taken for
public use. Private property is property that
is owned by individuals or companies, not
by the government or the people as a
whole. The Framers of the Constitution
ensured that the United States government
would protect this fundamental right.

Balancing Control and Freedom
A society must assess its values and priori-
tize its economic goals. Some goals are

better met by the open market and others
are better met by government action. In
addition, societies must evaluate the oppor-
tunity cost of pursuing each goal.

Each nation decides what it is willing to
give up to meet its goals. What are you
willing to give up? Are you willing to pay
taxes to fund the army? To give money to
people withour jobs? To give all people an
education? To subsidize farms? Should the
government establish job-safety guidelines
or a minimum wage?

< These
kindergarten
students in this
school lunch
program are enjoying
a benefit of govern-
ment intervention.

laissez faire the
doctrine that states that
government generally
should not intervene in
the marketplace

private property
property owned by
individuals or
companies, not by the
government or the
people as a whole

Global Connections

Sweden’s Mixed Economy Sweden's mixed economy has mixed
benefits for the Swedish people. The Swedish government redistributes more
than half of Sweden's wealth through social benefit pragrams, When a child is
barn, his or her parents are entitled to a combined 450 days of parental leave,
with three quarters of their base salary paid by the government. Swedish patients
rarely pay more than 1,800 Swedish kronor (about $230) per year for prescriptions.
If you were a teen in Sweden, your new braces would be free. Employers are
required to give employees a minimum of 30 days vacation. The trade-off for
these benefits is the second-highest tax burden of any industrialized country.
Swedes pay around 56 percent of their gross domestic product in taxes,
compared to only 32 percent in the United States. How would you describe the

1 # in Cyninddants

level of government i
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This circular flow
model shows how
government typically
interacts with
households and
husinesses in the
marketplace.
Economic Systems
Explain how
government actions
affect the circular
flow model in a
mixed economy.

Figure 24 Circular Flow Model of a Mixed Economy

Product market

monetary floy,

expendltures

Physical flow

Mmonetary flow

Factor market

A Circular Flow Model of a
Mixed Economy

To illustrate the structure of most modern
economies accurately, we need to add
government to our picture of the circular
flow of economic activity. Figure 2.4 illus-
trates the government’s role in the market-
place in a mixed economy. The government
can enter the circular flow of economic
activity in many ways.

Government in the Factor Market
Just like businesses, the government
purchases land, labor, and capital from

42  Economic Systems

households in the factor market. For
example, the United States government
pays 2.8 million employees $9.7 billion a
year for their labor.

Government in the Product Market
Governments purchase goods and services
in the product market. They need buildings
and office supplies, telephones, computers,
and fax machines, for example.
Governments also provide certain goods
and services through the factor resources
that they combine. The federal, state, and
local governments in the United States, for
example, provide 4 million miles of roads.




Transferring Money

As you can see from the outer ring
of Figure 2.4, governments collect raxes
from both households and businesses.
Governments then transfer the money they
collect to businesses and individuals for a
variety of reasons ranging from worker
disability to the survival of an industry. The
greatest expenditure of the United States
government is Social Security.

Comparing Mixed Economies

The foundation of the United States
economy is the free market. An economic
system characterized by private or corpo-
rate ownership of capital goods is called
free enterprise. In a free enterprise system
investments are determined in a free
market by private decision rather than by
state control. Figure 2.5 below shows a
continuum of mixed economies. A
continuum is a range with no clear divisions.
On one end of the scale is the centrally
planned economy. On the opposite end is
the free market economy.

Mixed Economies Where Government
Intervention Dominates

Reflecting an economy almost tortally
dominated by the government, North
Korea occupies one end of the scale.

Government owns all the
property and all economic

output. State-owned industries
produce 95 percent of North
Koreas goods. Almost all

imports are banned, and
production of goods and
services by foreign companies
is forbidden.

In China, where the economy
is dominated by government,

In competition with foreign fast-food
restaurant chains, Chinese
entrepreneur Shen Qing started his
own restaurant chain—the Baked
Pig Face restaurants. The seasoned
pigs ' heads, served in a modern
setting, are wildly popular. Mr. Shen
benefits by receiving profits, and
consumers benefit by being able to
choose a traditional Chinese dish
over Western-style fast food.

one quarter of all enterprises
are at least partly owned by
individuals. China, like many nations that
have relied heavily on central planning in
the past, is in transition, a period of change
in which an economy moves away from
central planning roward a market-based
system. To make the transition, state firms
must be privatized, or sold to individuals, and
then allowed to compete with one another
in the marketplace. As you will read in
Chapter 18, economic transition is a diffi-
cult, and often painful, process.

Mixed Economies Where the Market
System Dominates

At the other end of the scale, with one of the
world’s freest markets, is Hong Kong. Hong
Kong, once administered by Great Britain, is
now a special administrative region of China.
It continues, at the beginning of the twenty-

Figure 25 Gontinuum of Mixed Economies

Centrally planned

Iran Mexico

North Korea
Cuba

China
Russia

South Africa
Poland

Free market

France United Kingdom  Hong Kong

Singapore

Canada

Japan United States

Source: 2003 Index of Economic Freedom, Bryan T Johnson, Kim R. Holmes, and Melanie Kirkpatrick

P
“¥eonces "

sUlp Ve The degree of government intervention in the marketplace varies among nations.
Economic Systems How would you explain China’s position on this continuum?
Why is Hong Kong, technically part of China, so far to the right on this diagram?

free enterprise an
economic system
characterized by private
or corporate ownership
of capital goods;
investments that are
determined by private
decision rather than by
state control; and
determined in a free
market

continuum a range with
no clear divisions

transition period of
change in which an
BConomy moves away
from a centrally planned
economy toward a
market-based system

privatize to sell state-run
firms ta individuals
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P What type of a
economic system do T
you see reflected in e

this busy mall?
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first century, largely under the free economic
system it enjoyed under British rule.

In Hong Kong, the private sector rules.
The government protects private property
and rarely interferes in the free market,
aside from establishing wage and price
controls on rent and some public services.
It is highly receptive to foreign investment
and imposes virtually no barriers on

foreign trade. Banks in Hong Kong operate
independently of the government, and
foreign-owned banks have nearly all the
same rights as domestic ones.

The United States Economy

The United States has a free enterprise
economy. Still, the government intervenes
to keep order, provide vital services, and to
promote the general welfare. Some people
argue for more government services, while
others say that the government already
intervenes too much in the economy.
Nevertheless, the United States enjoys a
high level of economic freedom.

United States law protects private
property. The marketplace operates with a
low level of government regulation.
Foreign investment is encouraged. So, too,
is free trade, although the United States
does protect some domestic industries and
does retaliate against trade restrictions
imposed by other nations. The banking
industry operates under relatively few
restrictions, and foreign-owned banks have
few additional restrictions. In the next
chapter, you will read in detail about the
government and the free enterprise
economy of the United States.

Key Terms and Main Ideas 6.

1. Whatis himzfaim?@

2. Why have srm_na.ti.ons begun a transition to free
enterprise?| HINT |

3. Why are nations with centrally planned economies some-
times slow to succeed when they privatize industry? m
4, Compare the U.S. free enterprise system with other
economic systems you have read about in this chapter. | HINT i

Applying Economic Concepts

5. Critical Thinking \What benefits might citizens of a
centrally planned economy derive from a move toward a
market-based system? | HINT I

Economic Systems

_| Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-1028

Try This Survey newspapers and magazines to find
articles describing life in different economic systems.
Construct a bulletin board of the continuum of
economies in Fig. 2.5. Place each article on the appro-
priate location on the continuum.

(Go Online

—FPHSchool.com
For: Research Activity
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Skills for

LIFE

Building Flowcharts

flowchart is a visual guide to a process that breaks the process down

into individual steps. Arrows often indicate the order and relationships
among the steps. In economics, flowcharts help people visualize the ways
goods are produced, how money flows through the economy, and how
decisions can affect many people. Use the following steps to analyze the
flowchart below.

1. Identify the steps of the process. Read after she interviews people for the
the labels in the boxes to familiarize article? (b) What are the two choices
yourself with the process of writing for step one of the process?

an article. (a) What does Laura do
2. Analyze the relationships among steps.

A flowchart shows a series of actions
and decisions. {a) According to this

Laura hears Laura’s editor particular chart, who can make a
about a story assigns hera decisi hat directly affects the flow?
that would make story to research eumfm thatdlrecty a e"_ts_" & How?
a good article. or an article. y does the path split into two
d articl f I {b) Why does the path split into t
new paths after Laura submits the
article to her editor?
b ¥ 3. Predict possible future developments.
sl ) New arrows and steps can be added
1t
o S anywhere along the flowchart, not

several students. 5 : i
just at the ends. Picture how different

decisions and actions might change
the look of Laura’s flowchart. (a)

v Where else might the flowchart split
L it into two new paths? (b) Give an
an article and example of a new step that could be
submits it to added to start a new path.
her editor.
4 | Additional Practice
:a“.r:'*" "dit“;r Laura's editor Construct a flowchart to show the
ecides not to : :
; . revises the article steps that you could take to offer a
D"'ntt:e ik g nelytdes i new product for sale in your small
f Inthe next the next issue. P Y
/7 issue. food store.
v
Laura's article
appears in the
newspaper
that week.
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Chapter

@ Assessment

Chapter Summary

summary of the major ideas in Chapter 2 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 2.

Section 1 Answering the Three Economic Questions
(pp. 23-27)

The three basic economic questions societies ask are
(1) What goods and services should be produced?
(2) How should these goods and services be pro-
duced? and (3) Who consumes these goods and ser-
vices? An economic system is the way a society
decides to answer these three economic questions.
There are four general types of economic systems:
traditional economies, market economies, centrally
planned (or command) economies, and mixed
economies.

Section 2 The Free Market (pp. 28-32)
A free market is a self-regulating economic system
powered by individuals acting in their own
self-interest. In a free market economy, the factors of
production are privately owned, and individuals
decide how to answer the three economic questions.

Section 3 Centrally Planned Economies (pp. 34-38)
In a centrally planned economy the central government
controls the factors of production and answers the
three basic economic questions for all of society.
Two systems often mentioned when centrally
planned economies are discussed are socialism and
communism.

Section 4 Modern Economies (pp. 40-44)
Most of the economic systems in the world today
are mixed economies. These systems use a combina-
tion of government involvement and free markets.
Throughout the world there are different levels of
government intervention in mixed economies.

Key Terms

Martch the following terms with the definitions
listed below. You will not use all of the terms.

laissez faire EIEU

| HINT | competition
HINT | socialism privatize | HINT i
HINT | mixed economy consumer )
HINT | self-interest sovereignty ﬂﬂ
HINT | command economy market economy

1. System that combines the free market with
some government intervention

2. One’s own personal gain

3. The doctrine that states that government
generally should not intervene in the mar-
ketplace

4. System in which the central government
makes all decisions on the production and
consumption of goods and services

5. The struggle among producers for the dol-
lars of consumers

6. System in which decisions on production
and consumption of goods and services are
based entirely on exchange, or trade

Using Graphic Organizers

1. On a separate sheet of paper, copy the web
map below showing the advantages and
values of a mixed economy. Complete the
web map with examples from your knowl-
edge or experience.

Mixed
Economy

Economic
security: disaster
relief




Reviewing Main ldeas

8. Think of a business in your local area. Describe
its operation in terms of factor markets and
product markets.| HINT i

9. Explain how a factory assembly line is an exam-
ple of specialization. HINT

10. Why are there no pure free market economies in
the world? HINT |

1. Compare the circular flow diagrams of a free
market and a mixed economy. Describe how they
differ, and why. WIT i

Critical Thinking

12. Synthesizing Information Suppose that your
household is its own society. How are the three
key economic questions answered?

13. Predicting Consequences Think of three ways
your life would change if the United States
began using a pure free market system or a pure
centrally planned system instead of the free
enterprise system.

14. Analyzing Information Review the advantages and
disadvantages of both free market economies
and centrally planned economies. Assess the
way each system values economic freedom and
economic equity.

Problem-Solving Activity

15. Suppose that you are opening a new music store
in your town. What resources would you need
from the factor market? What would you offer in
the product market? How would the government
affect your business?

Economics Journal

Organizing ldeas Review your personal list

of systems. Rewrite your list in two columns. In
one column, list the systems that are more influ-
enced by central planning. In the other column,
list the ones that are more influenced by the free
market. Add to each list other systems you use on
a regular basis.

Skills for Life

Building Flowcharts Review the steps on page 45;
then answer the following questions using the
flowchart below.

16. What does Megan do to try to make extra
money this weekend?

17. Why does the flowchart split into two paths after
Megan sets up her stand?

18. Whart step does Megan take if the neighbors like
her cookies?

19. If the neighbors do not like cookies, where could
a step or steps be added so Megan could succeed
next time?

20. Organize a flowchart for yourself depicting a
goal that you did not achieve. (a) Take a close
look at the steps you took. (b) What errors did
you make? (c) Decide which steps you can
change so you can succeed in the future.

Thera is a yard sale this weekend
in Megan’s neighborhood.

Megan wants to make extra
money this weekend.

v v

Megan sets up a stand, offering
her homemade gourmat cookies for sale.

v v

MNeighbors buy cookies Neighbors do not buy any
from Megan. cookies from Megan.

v
Megan decides to open
her cookie stand next time
a neighbor has a yard sale.

Progress Monitoring Online
For: Chapter 2 Self-Test  Visit: PHSchool.com

Web Code: mna-1021

As a final review, take the Economics Chapter 2 Self-Test
and receive immediate feedback on your answers, The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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Materials

Notebook paper
Box or paper bag

|

" ost people live and work within an established economic
system. Sometimes government economic policy decisions
: bring gradual shifts or changes to an established system.
For example, in the United States during the Great Depression,

many new federal programs—notably
Social Security—changed the role of
government in the American economy.
Occasionally, a revolution overthrows
an established economic system and
puts in place a new one, as you read in
Chapter 2.

What if you could design an eco-
nomic system from scratch? Suppose
that you are part of a group of people
who have inherited an uninhabited
island. As the first settlers on this
island, one of your tasks will be to
establish an economic system.

Preparing the Simulation

In this simulation, your group will play

the role of an island’s first settlers. Your
goal is to plan an economic system. Each
group has members who represent the
major economic systems—free market
and centrally planned economies. As the
founders of a new community, you may
choose either of those systems or you may
take elements from different systems and
create a new one.

Step 1: The teacher or several student vol-
unteers should prepare one slip of paper
for each student in the class, as follows:

One half labeled "Free Market Economy
(Capitalist, Democratic)”

One half labeled "Centrally Planned
Economy (Socialist, Authoritarian)”

Step 2: Place the slips in a box or paper
bag. Form groups of six to eight people,

A Will services such as postal delivery be

ided by the g
companies?

or hy private

representing Island A, Island B, Island C,
and so on. When the groups are set, each
member should draw one of the labeled
slips of paper, which will determine the
economic system that member argues for
in the discussion.

Be aware that the groups will probably not
be evenly balanced between both econ-
omies. {If any group has representatives of
only one system, redo the drawing.)

Step 3: Review the basics of the economic
system that you represent. You will be
advocating this system, so play your role as
if this is the system you grew up in and are
most familiar with.




Conducting the Simulation

This simulation will consist of four phases. Each group
will identify and discuss its options, reach an agree-
ment, and present its plan to the class.

Presentation of Options: Within your group, determine
the options for your island economy. Delegates for
each of the economic systems represented in the
group should present the benefits of their systemsin a
persuasive manner.

Discussion: After the benefits of both systems have
been explained, each group should debate the bene-
fits and drawbacks of each economic system. You
may want to make a decision-making grid to see the
trade-offs.

Negotiation: Then your group should decide whether
you wish to accept one of the systems as a whole or
create a new system using elements of both systems.

Feature of lsland Economy

Economic System

Role of Government

ownership of Land
and Capital

Decision Makers fajzr_
Production and Pricing
Income Distribution

4 social genefits

You should answer these questions:

a) Who decides how resources will be allocated?
b) Who owns the factors of production?

¢) Who determines what goods and services will be
produced?

d) Who determines prices?

e} How is income distributed?

f) Must all members contribute equally?

g) What social benefits does the system supply?

h) What is the role of government in the economy?
Create a chart like the one on this page to summarize
the structure of your island’s economy.

Class Presentation: Each group should choose a
speaker to present the system to the class. After each
presentation, class members may ask questions about
the system, so the spokesperson should be ready to
defend the group’s decisions.

Simulation Analysis

After listening to each group’s speaker
present the group’s conclusions, answer
the following questions:

1. Did the systems your class created
closely resemble the systems of any
specific countries? If so, which ones?

2. How much did the roles of group mem-
bers influence the economic decisions
you made?

3. What was the most problematic issue
for each group?

4. Making Comparisons How does living
in a free market economy affect your
view of another economic system?




I n the United States, economic opportunity is abundantly

evident, from corporate he: rs in gleaming cities

li iami, shown | 1cl =
and-pop busine ' franchises i Economics Journal _ .-
suburban strip malls.

benefits of American free enterprise and the factors

: - : In what ways do the benefits of free
that make it so prosperous, adaptive, and enduring.

enterprise affect your daily life? List
as many examples as you can.
Consider neighborhood businesses,
jobs you have held, and other ways
in which you benefit from our
nation’s prosperity.

~Go @nline
PHSchool.com
For: Current Data
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Benefits of
Free Enterprise

Objectives
After studying this section you will be able to:

1. Describe the tradition of free enterprise in
the United States and the constitutional
protections that underlie it.

2. Explain the basic principles of the U.S. free
enterprise system.

3. Ildentify the role of the consumer in the U.S.
free enterprise system.

4. Describe the role of the government in the
U.S. free enterprise system.

Section Focus Key Terms
American free enterprise is based on profit motive

the principles of profit motive, open opportunity
voluntary exchange, private property private property rights
rights, competition, and freedom for free contract
producers and consumers. The U.S. voluntary exchange
Constitution supports the free competition
enterprise system by guaranteeing interest group

private property rights, the right to
make contracts, and freedom from
unfair taxation.

public disclosure laws
public interest

ome of the most famous Americans

have not been politicians, sports
figures, or actors. Do you recognize names
like John D. Rockefeller, founder of
Standard Oil of New Jersey, or Andrew
Carnegie, who started Carnegie Steel
Company, or Bill Gates, the founder of
Microsoft? Each of these people started
with an idea and through persistence,
vision, and effort built that idea into a huge
business success. They made themselves
into the richest people of their time, helped
fuel the economy, and contributed vast
sums of money to programs and charities
for the public good.

A Tradition of Free Enterprise

Today there are over 18 million unincorpo-
rated businesses in America, including
about 3 million minority-owned busi-
nesses. Many of these were started by a
single entrepreneur or a small group of
friends or family members hoping to earn a
living and, perhaps, become successful or
even wealthy.

For centuries, people have considered
America to be a “land of opportunity”—a
place where anyone from any background
could achieve success through hard work.

Although immigrants no longer expect to
find streets paved with gold, this country
does offer special opportunities that have
allowed business people to be so
successful and have contributed to our
overall economic prosperity.

Why has America been such an economic
success? Certainly the open land, natural
resources, and uninterrupred flow of immi-
grants with different backgrounds and
experiences all contribute. Bur a key factor
has also been the American tradition of free
enterprise—the  social and  political
commitment to giving people the freedom

OPE|

¥ How does this
photo represent the
American free
enterprise system?

Chapter 3m Section1 51



Figure 3.1 Features of American Free Enterprise

Economic Freedom [n the United Siates,
individuals have the right to choose their
occupations and to work wherever they
can find jobs. Businesses can make their
own decisions on whom to hire, what to
produce, how much to produce, and how
much to charge for their products and
services. The government generally does
not interfare in these decisions.

Competition Producers have the
right to engage in rivalries to gain
business. Competing producers
have an incentive to create new
and better products. This gives

S maore ec ic choil

We'll Beat

Any Price!

Private Property Individuals and
businesses have the right to buy
and sell as much property as they
want. Property owners may prohibit
others from using their property.

TRESPASSERS ARE SUBJECT TO
PROSECUTION

Contracts Individuals and

businesses have the right to make ~ Self-Interest Consumers and

agreements to buy and sell goods.  Producers may make decisions on

Such contracts may be written or  the basis of their own benefit. Their

oral. They are legally binding. decisions do not have to benefit or
please the government or other

consumers and producers.
Voluntary Exchange Consumers

and producers may freely buy
and sell goods when the
opportunity costs of such
exchanges are warthwhile. fn a
voluntary exchange, bath parties
expect to gain from the
transaction.

Profit Motive American free enterprise
- is driven by the desire for profit, the
gain that occurs during financial
dealings. Profit is a powerful incentive
that leads entrepreneurs and

L e | businesses to accept the risk of

= |t i S business failure.

oWlLlVe  Free enterprise in America is founded on ideas so basic to
our culture that we tend to take them for granted.
Government Choose one of these features and give an
"?y couc@é example from your own daily life.
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and flexibility to try out their business ideas
and compete in the marketplace.

Constitutional Protections

The Bill of Rights to the United Srates
Constitution guarantees certain individual
freedoms, such as freedom of speech and
freedom of religion. The Constitution also
guarantees important rights that allow
people to engage in business activities.

Property Rights

The most important of these is the constitu-
tional recognition of property rights. In
many other countries, even in modern
times, the king or other ruler has had the
power to take people’s property for his own
use. Farly American statesmen wanted to
protect against this, so they included
property as a protected right under the Fifth
Amendment. It is a right just as important
as the other individual rights. The Fifth
Amendment states that no person shall

“be deprived of life, liberty, or property,
without due process of law; nor shall
private property be taken for public use,
without just compensation.”

Since the Fifth Amendment applies only
to actions by the federal government, the
Fourteenth Amendment, ratified in 1868,
also includes a due process clause extending
the same limiration to the state govern-
ments. These due process clauses prevent
the government from taking property away
from an individual except when there is a
public reason—and even then the govern-
ment must pay the person the fair value of
the property that has been taken. These
rights apply to corporations as well, so
businesses get the same protection from
government seizure that individuals enjoy.

Taxation

The Constitution also contains the basic
rules for the ways in which the government
can tax individuals and businesses. Congress
can only tax in the ways the Constitution
allows. Article | gives Congress the power to
levy taxes, but Sections 2 and 9 require that



direct taxes be apportioned according to
population so that everyone will pay the
same amount. The Sixteenth Amendment,
ratified in 1913, first gave Congress the clear
right to set taxes based on income.

Finally, the Constitution guarantees
people and businesses the right to make
binding contracts. Article 1, Section 10
prohibits the states from passing any “Law
impairing the Obligation of Contracts.”
This means that individuals or businesses
cannot use the political process to get
excused from their contracts. No legisla-
ture can pass a law changing the terms of
someone’s business agreement.

Basic Principles of
Free Enterprise

Qur free enterprise economy has several
key characteristics. These include profit
motive, open opportunity, legal equality,
private property rights, free contract,
voluntary exchange, and competition.

Profit Motive

The American economy rests on a recogni-
tion of the importance of the profit motive—
the force that encourages people and orga-
nizations to improve their material
well-being. Under other economic systems,
the government may control business activ-
ities, deciding what companies will be
formed and how they will be run. In a free
enterprise system, business owners and
managers make these choices themselves,
operating in ways they believe will
maximize their profits. This approach
forces management to exercise financial
discipline because it makes people economi-
cally responsible for their own success or
failure. It rewards innovation by letting
creative companies grow, and it improves
productivity by allowing more efficient
companies to make more money.

Open Opportunity

The United States economy also benefits
from a strong tradition of open opportunity,
the concept that everyone can compete in

the marketplace. We accept
that different people and

THE WALL STREET JOURNAL.
B CL.)\S5RO0OM EDITION B

different companies will have
different economic outcomes,
depending on their success in
the marketplace. This allows
economic mobility up or

In the News Read more about basic
principles in free enterprise in
“Expanding First Amendment,” an
article in The Wall Street Journal
Classroom Edition.

down: no martter how much
money you start out with, you
can end up wealthier or
poorer depending on how
well your business performs.

Economic Rights
We also have a commitment

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events
Visit: PHSchool.com
Web Code: mnc-1031

to legal equality—by giving

everyone the same legal rights,

we allow everyone to compete in the
economic marketplace. Countries that
restrict the legal rights of women or minori-
ties lose the productive potential of a large
portion of their society. Legal equality maxi-
mizes a country’s use of its human capital.

Another essential component of the
American free enterprise system are private
property rights, the conceprt that people have
the right and privilege to control their
possessions as they wish. The free enterprise
system allows people to make their own
decisions about their own property.

The right of free contract allows people to
decide what agreements they want to enter
into. The right of voluntary exchange allows
people to decide what and when they want
to buy and sell, rather than forcing them to
buy or sell at particular times or at specific
prices. Because of all these rights, we have
extensive competition, the rivalry among
sellers to artract customers while lowering
costs. Competition provides consumers with
the choice of a larger variety of goods, most
of which are sold at reasonable prices.

The Role of the Consumer

A fundamental purpose of the free enter-
prise system is to give consumers the
freedom to make their own economic
choices. Consumers make their desires
known through their economic dealings
with producers. When consumers buy

profit motive the force
that encourages peaple
and organizations to
improve their material
well-being

open opportunity the
concept that everyone
can compete in the
markelplace

legal equality the
concept of giving
everyone the same
legal rights

private property rights
the concept that people
have the right and
privilege to control
their possessions as
they wish

free contract the
concept that peaple
may decide what
agreements they want
to enter into

voluntary exchange the
concept that people
may decide what and
when they want to buy
and sell

competition the rivalry
amaong sellers to attract
customers while
lowering costs
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A From what
aspects of the free
enterprise system
are these students
benefiting?

interest group a private
organization that tries
to persuade public
officials to act or vote
according to group
members’ interests

public disclosure laws
laws requiring
companies to provide
full information about
their products

public interest the
concerns of the public
as a whale

products, they signal to producers what to
produce and how much to make.
Consumers can also make their wishes
known by joining an interest group, which is
a private organization that tries to
persuade public officials to act or vote
according to the interests of the group’s
members. Interest groups have formed
around many economic issues, such as
taxation, aid for farmers, and land use.

The Role of the Government

We expect the government to carry out its
constitutional responsibilities to protect
property rights, contracts, and other business
activities in our free enterprise system. Even
though such protections are not spelled out
in the Constitution, many Americans expect
protection from problems that affect us all,
such as pollution or unsafe foods.

;‘ Global Connections

New Business in Russia Starting a new business in Russia is no
sasy task. The average new business applicant has to deal with 20 to 30
agencies and needs from 50 to as many as 90 approved registration forms. In
addition, many businesses have to pay bribes to government officials for start-
up licenses. Because the Russian economy is unreliable, banks are reluctant to
lend to new businesses. Taxes are often unpredictable and can be very high.
There are a vast number of different taxes that apply to almost every aspect of
business life, and filling out the tax forms can be time consuming and expensive.
As a final roadblock, a few large companies often control virtually an entire
industry, making it difficult for new businesses to break in.

54  American Free Enterprise

Information and Free Enterprise

In a free market system, consumer buying
habits determine what goods get produced.
But consumers will not be able to make
informed choices if they cannot get basic
information about the products they are
buying. In other words, educated consumers
will make the free market system work more
efficiently. Because of this, one of the govern-
ment’s important roles in the economy is to
make sure that producers provide consumers
with information.

Consumers use government informa-
tion to protect themselves from dangerous
products and fraudulent claims. Public
disclosure laws require companies to give
consumers important information about
their products. Often this information
will be atrached to the product when it is
offered for sale in stores. You may have
seen fuel efficiency labels on new cars, or
energy efficiency tags on refrigerators or
air conditioners. Using this information,
consumers can evaluate some important
aspects of the products they are consid-
ering buying.

Protecting Health, Safety, and Well-
Being
Federal and state agencies regulate indus-
tries whose goods and services affect the
well-being of the public. (See Figure 3.2.)
Although the government does not get
directly involved in running private busi-
nesses, it does impose various restrictions.
Businesses must follow certain environ-
mental protection rules. Gas stations, for
example, must dispose of used motor oil
properly and ensure that gas tanks cannot
leak into surrounding soil. Both individuals
and businesses are subject to local zoning
laws. These laws may forbid homeowners
from running businesses out of their homes.
In addition, until the mid-1900s, manu-
facturers of cars, food, medicine, and other
products affecting people’s health and well-
being were largely unregulated. Starting in
the 1960s, however, the federal government
and many states became actively involved in
economic matters of public interest, the
concerns of the public as a whole.




A key part of this new government
activity was consumer protection. To this
end the government sets manufacturing
standards, requires that drugs be safe and
effective, and supervises the sanitary condi-
tions in which foods are produced. Labels
on consumer packages must include infor-
mation about safe operation of equipment
or expiration dates for perishables.

Negative Effects of Regulation
Government regulation, however, can have
negative effects on both businesses and
consumers. During the 1960s and 1970s,
popular demand for government protection
of consumers and of the environment
resulted in the creation of new govern-
mental agencies and regulations. Businesses
pointed out thar the rules were costly to
implement, cutting into profits, slowing
growth, and forcing them to charge unnec-
essarily high prices. Highly regulated indus-
tries, such as the airlines and telephone
companies, pointed out that government
rules and regulations stifled competition,
resulting in prices that were arbitrarily high.
The growth in government oversight of
industry also raised government spending.
In the 1980s and 1990s, public pressure
for leaner, less costly government resulted in
budgert cuts that curtailed some government
regulation of industry. President George W.

Key Terms and Main Ideas

1. Explain the importance of the following terms in the U.S.
free enterprise system: (a) profit motive, (b) voluntary
exchange, (c) private property rights, and (d) competi-
tion.

2. What constitutional guarantees underlie the American

free enterprise system?

3. Explain at least three benefits of the free enterprise

system.

Applying Economic Concepts

4. Critical Thinking What are some opportunity costs of a

greater government role in the economy?

Figure 3.2 Major Federal Regulatory Agencies ‘ I

Agency and Date Created

1906 Food and Drug
Administration (FDA}

194 Federal Trade
Commissian (FTC)

1934 Federal Communications
Commission FCC)

1958 Faderal Aviation
Administration (FAA)

1964 Equal Employment
Opportunity Commission (EEDC)

1970 Environmental Protection
Agency (EPA)

1970 Occupational Safety and
Health Administration (OSHA)

1972 Consumer Product
Safety Commission {CPSC)

1974 Nuclear Regulatory
Commission (NRC}

SULLDIN o

Role

Sets and enforces standards for food, drugs,
and cosmetic products

Enacts and enforces antitrust [aws to protect
Consumers

Regulates interstate and international communications
by radio, television, wire, satellite, and cable

Regulates civil aviation, air-traffic and piloting
standards, and air commerce

Promotes equal job opportunity through enforcement
of civil rights laws, education, and other programs

Enacts policies to protect human health and the
natural environment

Enacts policies to save lives, prevent injuries, and
protect the health of workers

Enacts policies for reducing risks of harm from
consumer products

Regulates civilian use of nuclear products

This table shows a few of the many federal regulatory

agencies. Government Might the free market fulfill the

K TONCEY

mission of any of these agencies? Give an example.

Bush’s administration worked to be more
sensitive to the economic considerations
raised by businesses.

Progress Monitoring Online
| For: Self-quiz with vocabulary practice

Web Code: mna-1035

5. Decision Making Explain how the decisions you make

as a consumer influence the economy.

6. Critical Thinking What is the impact of economic
concepts in the U.S. Constitution on contemparary
economic issues and policies? Use specific examples
from the chapter to support your conclusions.

[Go Online

—PHScheol.com
For: Critical Thinking Activity
Visit: PHSchool.com
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ECONOMIC

Alice Rivlin @ 1)

Economist

During the 1994 congressional election campaign, debate raged about
how to reduce government spending. Clinton-appointed economist
Alice Rivlin recommended controversial cuts in government programs.

When the Republicans, who had called for tax cuts instead, gained
many seats in the election, the president’s political advisors urged that

Rivlin be fired.

Principles and Politics

Such controversy was nothing new for
Alice Rivlin, who by 1994 had already
built a long and distinguished career in
Washington. Rivlin’s opinions about the
role of government in the nation’s economy
had gained her a repuration as a tough,
nonpolitical economic analyst. “l am a
fanatical, card-carrying middle-of-the-
roader,” Rivlin has stated. A former
director of the Congressional Budget Office
agreed. “She is someone who's called the
shots straight,” he said.

A Career in Public Service
As a teenager, Alice Rivlin wanted to be a
diplomart. After taking an economics course
in college, however, she decided on that
field instead. Rivlin’s talent for analyzing
government policy emerged in 1957, when
she worked at the Brookings Institution, a
Washington “think tank™ that researches
social issues. In the 1960s, she helped plan
President Johnson’s “Great Society,” a
series of government programs aimed at
reducing poverty.

In 19785, Rivlin became the first head of
the Congressional Budget Office, a federal

agency created to help Congress better
understand government spending issues.
When Bill Clinton became president in
1993, he called Rivlin to serve as Director
of the Office of Management and Budget
{OMB). In 1996, Clinton appointed her to
the Federal Reserve Board, where she
served until 1999, Today, Rivlin is chair of
the Center on Urban and Metropolitan
Policy at the Brookings Institution.

Rethinking Government's Role
Rivlin shuns both direct federal spending
and tax policy as ways to stimulate econ-
omic growth. Instead, she prefers programs
that increase overall productivity. Rivlin
also argues that spending on technology,
transportation, communications, and
education is a better approach to growth
than cutting taxes.

Rivlin also questions, in general, the
federal government’s role in the business
sector. She argues that programs to aid
business should be at the state level, where
a better grasp of specific needs exists.
Rivlin favors federal involvement only in
areas such as environmental protection,
whose effects can be felt across state lines.

CHECK FOR UNDERSTANDING

1. Source Reading In her call for
program cuts to reduce government
spending, Alice Riviin wrote: “Everyone
looks for ways of accomplishing ambi-
tious goals without effort—lose weight
without dieting, learn French while you
sleep.” Explain what she meant.

2. Critical Thinking Would Alice
Rivlin be more likely to favor tax breaks
to encourage companies to hire unem-
ployed workers or creating a new gov-
ernment-funded training program to
teach workers useful job skills?

Explain your answer.

3. Decision Making Do you agree or
disagree with Rivlin's opinion that
lowering taxes does not effectively
raise living standards?




Objectives

After studying this section you will be able to:

1. Explain how the government tracks and
seeks to influence business cycles.

2. Analyze how the government promotes
economic strength.

3. Analyze the effect of technology on
productivity.

Promoting Growth
‘and Stability

Section Focus

The government attempts to stabilize
business cycles, aids the growth of
the economy, and encourages
technological innovation.

Key Terms

macroeconomics

microeconomics

gross domestic product
(GDP)

business cycle
waork ethic
technology

merica’s economy is big—very big. It
consists of roughly 108 million house-
holds of about 288 million people who
work at some 137 million jobs and earn
more than $8 trillion a year. They make
savings deposits of $28 billion or so in about
71,000 banks. They buy close to 6.5 million
homes and 17 million automobiles a year.
In Washington, armies of economists use
the latest computer and other technologies
to try to predict whether this massive
economy will grow or shrink. Economic
policymakers pull in the reins when the
economy bolts at breakneck speed, and
attempt to kick start it when it gets slow
and unproductive,

Tracking Business Cycles

In this section we’ll examine how the
United States government affects macro-
economic trends. Macroeconomics is the
study of the behavior and decision making
of entire economies. This branch of
economics examines major trends for the
economy as a whole. Microeconomics, in
contrast, is the study of the economic
behavior and decision making of small
units, such as individuals, families, house-
holds, and businesses. (Macro means
“large,” while micro means “small.”)

One way economists measure economic
well-being is by calculating the nation’s

gross domestic product (GDP), the total value
of all final goods and services produced in
an economy. Economists follow the
country’s GDP and other key statistics to
predict business cycles. A business cycle is
a period of macroeconomic expansion
followed by a period of contraction, or
decline. These economic cycles are major
fluctuations, unlike the day-to-day ups and
downs of the stock market. We are always
at some point in the business cycle. Cycles
may last less than a year or continue for
many years.

Free enterprise systems are subject to
business cycles because economic decisions
about factors such as prices, production,
and consumption are made by individuals
and businesses acting in their own self-
interest. In  America’s free enterprise
system, the government plays a role in
attempting to prevent wild swings in
economic behavior.

Where we are in a given business cycle
affects our lives every day. If the economy
doesn’t create enough jobs, high school
graduates have trouble finding work. If
prices rise, but incomes don’t, our ability to
buy what we need declines.

Promoting Economic Strength

Because the market is vulnerable to
business cycles, the government creates

macroeconomics the
study of the behavior
and decision making
of entire economies

microeconomics the
study of the economic
behavior and decision
making of small units,
such as individuals,
families, and
businesses

gross domestic product
(GDP) the total value
of all final goods and
services produced in
a particular economy

business cycle a
period of macro-
economic expansion
followed by a period
of contraction
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policy is to provide jobs for
everyone who is able to work. In the
United States, many economists consider an
unemployment rate of between 4 percent
and 6 percent to be desirable. In the last half
of the twentieth century, the jobless rate
ranged between 3 percent and 11 percent.

Growth

Part of the American Dream has always
been for each generation to enjoy a higher
standard of living than that of previous
generations. For each generation to do
better, the economy must grow to provide
additional goods and services to
succeeding generations, GDP is a measure
of such growth.
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Stability

Another macroeconomic task that the
government pursues is keeping the
economy stable and secure. Stability gives
consumers, producers, and investors
confidence in the economy and in our
financial institutions, promoting
economic freedom and growth.

One indicator of economic stability is
general price levels. The government’s
aim is to help prevent sudden, drastic
shifts in prices. A surge in overall prices
puts a strain on consumers, especially
people on fixed incomes. When prices
sink, producers and consumers feel the
pain. A jump in the price of milk, for
example, is hard on families with
children, while a plunge in milk prices
hurts dairy farmers. In either direction,
major fluctuations in price levels can
cause a macroeconomic chain reaction
that policymakers seek to avoid.

Another sign of economic stability is the
health of the nation’s financial institutions.
None of us wants to go to the bank and
find it boarded up and empty. When we
make a bank deposit or a stock purchase,
we want to know that our money will be
protected from fraud or mismanagement
and shielded from the damaging effects of
sudden economic downturns.

To provide such assurances, the federal
government monitors and  regulates
American banks and other financial institu-
tions. It produces hundreds of regulations,
and it has the power to enforce them.

Federal banking regulations protect bank
deposits and retirees’ pensions. Federal
regulators investigate fraud and manage
interest rates and the flow of money
through the economy. You'll learn more
abour these functions in later chapters.

Economic Citizenship

Achieving macroeconomic growth and
stability is not easy. Through the way it
spends money and influences other macro-
economic factors such as interest rates, the
government helps to compensate for the
typical swings of the business cycle in our
economy.



A The inventions of a single man, Thomas Edison (right), brought a technological revolution to the
United States and launched a new era of economic growth. Following that tradition of
technological innovation, Charlie Matykiewicz (left) displays his automatic dog washer, a prize
winner at an Invention Convention in Philadelphia.

Do you expect your generation to have
a higher standard of living than that of
past generations? As a voter, your elective
choices will help guide government
economic policy. That’s why its more
important than ever for American citizens
to understand the macroeconomic processes
that shape our futures.

Technology and Productivity

The American economy maintains a far
higher standard of living, in terms of GDP,
than most of the world. You've read that
one way to preserve that high standard is
by increasing productivity—shifting the
production possibilities frontier outward.
How do we do that? One way is through
the American work ethic, a commitment to
the value of work and purposeful activity.
Another way to increase productivity is
through improved technology.

Technological Progress

Technology is the process used to produce a
good or service. Improvements in tech-
nology allow an economy to produce more
output from the same or a smaller quantity
of inputs, or resources. Technological
progress allows the United States economy
to operate more efficiently and productively,
increasing GDP and giving U.S. businesses a
competitive advantage in the world.

American history is full of innovations
that improved productivity. Thomas
Edison’s invention of the light bulb in 1879
made possible a longer workday. From
weaving looms to tractors to computers,
machines have allowed us to generate more
goods in a shorter amount of time with
fewer raw materials.

In addition, although innovation makes
some production processes and workers out-
of-date, or obsolete, these resources can be
used in other ways. For example, old indus-

work ethic a

commitment to the
value af wark and
purposeful activity

technology the
process used to
produce a good or
service

Chapter 3 m Section 2

59



FAST FACT

How can technology help ensure
both our energy future and continuing
economic growth? Resources that
can be tapped today are “known
{proven) reserves.” Resources that
can perhaps be tapped in the future
using new technology are ‘ultimately
recoverable reserves." Many
scientists believe that we will be able
to unlock these vast ‘ultimately
recoverable reserves” as technalogy
continues to improve. In addition,
each unit of energy can be made
mare efficient through expanding
technology.

trial buildings can be converted
into stores or apartments. Old
machines can be recycled and
used to produce new machines.

The Government's Role
Inventions are the engine of the
free enterprise system. They
help us to build “more-better-
faster,” thus giving consumers
more economic  choices.
Recognizing the need for inno-
vation to maintain America’s
technological advantage, the
government provides incen-
tives for innovation.

Federal agencies fund

scores of research and development projects
at universities. The Morrill Acts of 1862
and 1890 created so-called land-grant
colleges that received federal land and
money to pursue the study of “agriculture
and the mechanical arts.” Land-grant
schools from the Massachusetts Institute
of Technology to Texas A&M University
have been powerhouses of innovation.

The government’s own research institu-
tons also produce a steady stream of new
technologies that make their way into the
marketplace. Probably the best-known

example of such an institution is the
National ~ Aeronautics and  Space
Administration  (NASA).  Technology
created by NASA to blast humans into
space and to explore distant planets has
produced amazing “spinoffs,” products
with commercial uses. NASA spinoffs
include everything from a muscle stimulator
for people with paralysis to a scanner that
allows firefighters to see “invisible flames”
given off by alcohol or hydrogen fires.

The government also plays a role in inno-
vation by offering inventors the possibility
of making huge profits in the free market. It
does so by granting patents and copyrights.

A U.S. patent gives the inventor of a new
product the exclusive right to produce and
sell it for 20 years. A copyright grants an
author exclusive rights to publish and sell
his or her creative works.

The Framers of the Constitution foresaw
the economic need to create incentives for
innovation. Congressional authority to
issue patents and copyrights is stated in
Article 1, Section 8 of the Constitution. It
gives Congress the power to “promote the
progress of science and useful arts, by
securing for limited times to authors and
inventors the exclusive right to their respec-
tive writings and discoveries.”

For: Self-quiz with vocabulary practice
Web Code: mna-1036
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Applying Economic Concepts

. Compare macroeconomics with microeconomics, and

give an example of each. | HINT I

2. How does gross domestic product (GDP) provide a
means to analyze economic growth? [_HINT i

. What does GDP tell economists about business cycles?

1. Decision Making Are the macroeconomic goals of
employment, growth, and stability best met by the public
sector or by the private sector? Explain.

8. Critical Thinking Explain how scientific discoveries and
technological innovations create the need for rules and

requlations to protect individuals and businesses.
Go @nline
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. Give one example of a new technology that has resulted
in greater productivity for the United States.| HINT i

(a) How do patents and copyrights promote innovation?
{b) How does innovation help the economy?

]

Describe and analyze how economic stability is
measured.
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Skills for

LIFE

Analyzing Primary Sources

primary source is information produced during or soon after an event,

usually by a participant or observer. Although primary sources can con-
vey a strong sense of an event or historical period, they may be inaccurate or
biased. For that reason, you must analyze primary sources critically. Read the
passage below, written during the early 1930s, and then practice analyzing

primary sources by following these steps.

1. Identify the document. Read the passage
for tone and authorship. (a) What sort
of document is this? (b) Who is the
author? How can you tell?

2. Interpret the contents of the document.
Compare the details of this document
to what you already know about the
Great Depression. (a) How did the
family live before the Depression?

A Boy Tramp Tells of the
"Big Trouble”

Butwe got along swell before the big
trouble came even if there were seven of us
kids. | shined shoes in a barber shop. Jim
carried papers. And Marie took care of Mrs.
Rolph's kids. Mother always did some sewing
for the neighbors. We had a Chewvie and a
radio and a piano. | even started to high
school mornings, the year the big trouble
came...

Dad got sick as usual but we never
thought anything of it. When he comes to go
back to work he can't get a job, and every-
body all of a sudden-like seems to be hard up.
| cut the price of shines to a nickel, but it
didn't help much...

Mrs. Rolph’s husband got a cut and she
cans Marie. Jim had to quit the paper route
because he lost all his cash customers, and
the others never paid. Nobody wanted
Mother to sew anything.

Source: Thomas Minehan, Boy and Girl
Tramps of America, (New York: Holt, Rinehart
& Winstan, Inc., 1934).

Number Unemployed

w

Unemployment 1926-1933

{in millions)

(b) How did the Depression affect
the family?

Analyze the document. Read critically
to determine the importance of the
selection. (a) What do you think the
purpose of the story was when it was
published in 19342 (b) Is this story
consistent with the economic statistics
below?

Additional Practice

Find a primary source document
that concerns unemploymentin a
different period of the history of the
United States. What similarities and
differences do you notice?

1]

| | | | | |
1926 1927 1928 1929 1930 1931 1932 1933
Year

Source: Histoncal Statistics of the United States: Colonial Times to 1970
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Objectives

Aiter studying this section you will be able to:
1. Identify examples of public goods.

2. Analyze market failures.

Section Focus

3. Evaluate how the government allocates
some resources by managing externalities.

Providing Public Goods

The government sometimes stepsin
to provide a shared good or resource
when it would be impractical for
consumers to pay individually.

Key Terms
public good
public sector
private sector
free rider
market failure
externality

public good a shared
good or service for
which it would be
impractical to make
consumers pay
individually and to
exclude nonpayers

hat if the government decided to

leave the business of road-building
up to private citizens? If you wanted a road
in front of your house, you'd have to pay a
contractor to build it. Or more likely, you
and your neighbors could chip in and hire
someone to build vou a small network
of streets,

What problems might arise in this
scenario? For one thing, if groups of individ-
uals pooled their money to build a road or a
freeway, who would they allow to use it?
Would drivers have to constantly stop and
pay the owners of each road they drove on?
How would individuals living in sparsely
populated areas come up with enough
money to build the roads they needed?

Public Goods

Roads are one of many examples in which
the government provides a public good, a
shared good or service for which it would
be inefficient or impractical (1) to make
consumers pay individually and (2) to
exclude nonpayers. Dams are another
example of public goods.

Let’s look at the first feature, making
consumers pay individually: How would
vou like to receive a bill in your mailbox
for your share of launching a space
shuttle or cleaning Mount Rushmore? To
simplify the funding of government

62 American Free Enterprise

projects in the public interest, the govern-
ment collects taxes.

What about the second feature of a
public good, excluding nonpayers? As a
society, we believe that certain facilities or
services should be available to all. Besides,
excluding nonpayers from highways would
be a nightmare.

Most goods are public simply because a
private provider could not charge those
who benefit or exclude nonpayers from
benefiting. For example, in 1872, Congress
created the nation’s first national park,
Yellowstone. The national park system
ensured that the natural resources
Americans value would be protected.

If a park were privately owned, the
owner could charge an admission fee. Yet
some benefits generated by the park, such
as the preservation of wildlife, would be
enjoyed by nonpayers as well as payers.
The owner could neither charge people
for that public benefit nor exclude them
from it.

Public goods have other characteristics:
Any number of consumers can use them
without reducing the benefits to any single
consumer. For the most part, increasing the
number of consumers does not increase the
cost of providing the public good. So if
you're driving on a highway and eight
other drivers come along, they do not
significantly reduce the road’s benefits to



you or increase the government’s cost of
providing it.

Costs and Benefits
As vou read in Section 1, the federal
government steps in to act in the public
interest whenever it determines that the
benefits of a policy outweigh the draw-
backs. In road construction, the advan-
tages are obvious. The drawback is the
economic freedom we give up, since none
of us individually gets to decide what
roads will be built, and where. Still, in this
example the advantages of public road
construction outweigh the drawback. In
other cases, weighing benefits against costs
is more complicated and open to debate.
Cost is critical in determining whether
something gets produced as a public good.
When a good or service is public,

1. the benefit to each individual is less than
the cost that each would have to pay if it
were provided privately, and

2. the total benefits to society are greater
than the total cost.

In such circumstances, the market would
not provide the good; the government
would have to, or else it wouldn’t get done.

YELLOWSTONE

NATIONAL

Study carefully Figure 3.4 on the next page.
Does the dam-building project meet the
two criteria for a public good?

Public goods are financed by the public
sector, the part of the economy that
involves the transactions of the govern-
ment. The private sector, the part of the
economy that involves transactions of indi-
viduals and businesses, would have little
incentive to produce public goods.

Free-Rider Problem

A phenomenon associated with public
goods is called the “free-rider problem.” A
free rider is someone who would not choose
to pay for a certain good or service, but
would get the benefits of it anyway if it
were provided as a public good.

Would you voluntarily contribute, say,
$3,500 to buy army helmets—vyour portion
of America’s military cost this year?
Perhaps not. Yet when the government
provides a system of national defense, you
benefit, whether you pay or not.

Try another example: Everyone on your
street wants fire protection except one
penny-pinching neighbor, who says it's not
worth the money. Do you want him to
have fire protection anyway? Yes. If his

A ldentify the public
goods shown in
these photos.

public sector the part
of the ecanomy that
invalves the
transactions of the
government

private sector the part
of the ecanomy that
invalves the
transactions of
individuals and
businesses

free rider someone
who would not choose
to pay for a certain
good or service, but
who would get the
benefits of it anyway
if it were provided as a
public good
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market failure a
situation in which the
market does not
distribute resources
efficiently
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house catches fire, yours could ignite as
well. So local taxes pay for firefighting
services for all property in a given area,
because all residents are better oft if the
government provides this service.

Returning to the example of roads, you
might not be willing to pay for a new
freeway in your area. Bur if it is built, you
would use it. You would be a free rider,

Free riders consume what they do not
pay for. The free-rider problem suggests
that if the government stopped collecting
taxes and relied on voluntary contribu-
tions, many public services would have to
be eliminated.

Market Failures

Free riders are examples of market failure, 2
situation in which the market, on its own,
does not distribute resources efficiently. To
understand market failure, recall how a
successful free market operates: Choices

Figure 3.5 The Creation of a Public Good

Step 1: A market failure occurs.

Proposal

made by individuals determine what goods
get made, how they get made, and who
consumes the goods. Profit incentives
attract producers, who, because of compe-
tition, provide goods and services that
consumers need at a price they can afford.

In the road-building scenario, are these
features of a free market present? No. If a
company did build a road, it could charge a
high price for tolls because it would have no
competition. Also, companies would not
choose to build roads in sparsely populated
areas because profit incentives in those areas
might be non-existing. This way of getting
roads built would be highly impractical.

In this scenario, the criteria for a
properly functioning market system do not
exist. That’s why economists consider this
situation a market failure.

Note that public ownership can sometimes
produce negative externalities, however.
Some public lands, for example, might be
more usefully managed if owned privately.

This diagram shows the process that determines whether a public good will be generated.
Opportunity Costs If the farmers also wanted irrigation ditches built to carry the lake water
to their fields, would the ditches be built as a public good? Explain.

Proposal

Farmers want a local
river to be dammed.

The government considers
funding the dam.

Benefit

The dam will provide
flood protection.

64 AmericanF

Cost
If an individual farmer
were to build the dam,
the cost to him would
outweigh the benefits.

e

Decision: No
The farmers would
collectively benefit from
a dam, but no single
farmer will build it.

ree Enterprise

Benefit
The dam will provide
flood protection.

Decision: Yes
The government will
fund the project.

each farmer.

Cost
If the cost is shared
among all farmers,
the cost to each
farmer will be less
than the benefit to

Result
The benefits of the dam
extend to so many
people that their
collective benefit
exceeds the total cost
of the dam.




Pasitive externalities
* swimming

= boating

* fishing

= lakefront views

oUILDIY .

Negative externalities

* loss of wildlife habitat due
to flooding upriver from
the dam
= disruption of fish migration
along the river
* overcrowding due to tourism
= noise from racing boats
and other watercraft

Construction of a new dam creates dozens of externalities, positive and negative,

depending on your point of view. Public Policy What groups of people might feel the
greatest economic impact from the new dam?

%]
CONCEY

Externalities

All of the previous examples involve side
effects of some sort. They illustrate what
economists call externalities. An externality is
an economic side effect of a good or service
that generates benefits or costs to someone
other than the person deciding how much to
produce or consume. Externalities can be
positive or negative, as follows.

Positive Externalities

We've said that public goods generate
benefits to many people, not just those who
pay for the goods. Such beneficial side
effects are called positive externalities.

The private sector can create positive
externalities, too. In fact, many experts
believe that the private sector generates
positive externalities more efficiently than
the public sector can, and at less cost to
taxpayers. For instance:

e Dynamo Computers hires underprivileged
teenagers and trains them to be computer
programmers. Those workers are then
available to be hired by other companies,
who benefit from the workers’ skills
without having paid for them.

e Mors. Garland buys an old house that is
an eyesore in the neighborhood. She

paints the house, cuts the grass, and
plants flowers. Her neighbors were not
involved in her economic decision. But
they receive benefits from it, such as
higher property values and a better view.

Whether private or public, positive
externalities cause part of the benefit of a
good to be gained by someone who did not
purchase it. In the 1990s, several endan-
gered species, including the bald eagle and
the peregrine falcon, were saved from
extinction. Protection of species critical to
our ecosystem benefits us all.

Negative Externalities

Of course, some decisions to produce goods
and services generate unintended costs,
called negative externalities. Negative
externalities cause part of the cost of
producing a good or service to be paid
for by someone other than the producer.
For example:

® The Enchanted Forest Paper Mill dumps
chemical wastes into a nearby river,
making it unsafe for swimming. The
downstream city of Tidyville is forced to
install special equipment at its water-
treatment plant to clean up the mess. If
the treatment cost is $20 per ton of paper

externality an
aconomic side effect of
a good or service that
generates benefits or
costs to someone other
than the person
deciding how much to
produce or consume
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FAST FACT

“Pollution permits" issued by the
government can be used to limit the
negative externalities of industrial
production. Each permit allows a firm
such as a paper mill to produce a
certain amount af a given pollutant in
a given ime period. As long as the
total amount of the pollutant remains
within government limits, the mills
may buy and sell permits among
themselves. Some firms may make
enough money from selling permits to
offset the cost of extra reductions in
waste. Over time, the paper industry
will achieve the same reduction in
waste at a lower cost per gallon.

produced, and the mill’s
production cost is $100 (the
cost of all the materials,
labor, and  machinery
required to produce it), the
full, or social, cost of a ton of
paper is $120. The commu-
nity, not the polluter, winds
up paying that $20.

* Your next-door neighbor,
Mr. Fogler, takes up the
accordion and holds Friday
night polka parties in his
backyard. Unfortunately,
you hate polka music.

Key Terms and Main Ideas

1. Explain this sentence: Most i ublic goods generate

2. Whyis a free rider a type of market failure? | HINT i

3. Whatis the difference between the public sector and
the private sector? Give examples of each_@

positive externalities.

Government's Goals

When externalities are present, we have a
market failure, because the costs or benefits
of a good or service are not assigned
properly. Understanding externalities helps
us see how the government functions in the
American economy.

First, the government encourages the
creation of positive externalities. Education,
for example, benefits students, yet society
as a whole also benefits from an educated

population. This is because educated
workers are generally more productive.

Next, the government aims to limit
negative externalities, such as acid rain.
Pollutants from coal-burning power plants
and auto emissions can drift high into the
atmosphere and come down in the form of
acid rain, which causes ecological damage.
Why is acid rain a negative externality? It is
part of the cost of producing power and
driving cars, but for decades that cost was
being imposed upon people other than the
producers of this pollution. The cost was
damaged trees, lakes, and wildlife.

To help address this negative externality,
the federal government now requires all
new cars to have an expensive antipollu-
tion device called a catalytic converter. In
addition, the Environmental Protection
Agency offers incentives to power-plant
operators to put “scrubbers” on their
smokestacks to cut emissions. These
actions transfer the costs of pollution back
to its producers.

See the Fast Fact on this page for an
explanation of pollution permits. These are
another way to help eliminate this negative
externality.

Progress Monitoring Online
For: Self-quiz with vecabulary practice
Web Code: mna-1037

6. Decision Making A city has a shortage of parking

spaces near downtown businesses. Should the city build

Applying Economic Concepts

4

Critical Thinking How does the government attempt to

encourage positive externalities and limit negative exter-

nalities? Give two examples of each.) HINT

5. Critical Thinking |s the criminal justice system (police
and the courts) a public good? Explain.
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a new parking garage or leave it to the private sector?
Explain your reasoning.

1. Problem Solving Explain why this statement s true or
false: Government steps in to allocate resources effi-
ciently so that the country is operating on its production
possibilities curve instead of under it.
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Objectives
After studying this section you will be able to:

1. Summarize the U.S. political debate on
ways to fight poverty.

2. Describe the main programs through which
the government redistributes income.

Providing a Safety Net

Section Focus Key Terms
Sometimes the United States poverty threshold
government has to step in to create welfare
programs to aid poor, disabled, and cash transfers

elderly people. in-kind benefits

rosperity is a hazy memory in East St.

Louis. Tumble-down buildings and
weed-covered lots scar the urban landscape.
Poverty and unemployment are constant
companions in this Illinois city of 40,000 or
so residents.

The city hugs the banks of the Mississippi
River across from its prosperous big
brother, St. Louis, Missouri, a city of more
than 330,000 people. At one time, both
cities profited from their locations on the
busy river. Bur in the 1970s the firms of
East St. Louis packed up and fled, having
found better business opportunities else-
where. With few businesses to tax and a
jobless population, the city edged toward
bankruptcy, unable to provide even the
most basic services, like garbage collection
and police and fire protection. At the end of
the twentieth century, while much of the
United States enjoyed economic growth,
East St. Louis struggled merely to exist.

The Poverty Problem

While the free market has proven better at
generating wealth than has any other
economic system, that wealth is spread
unevenly throughout society. This leaves
some people below the poverty threshold, an
income level below that which is needed to
support families or households. The poverty
threshold is a relative figure determined by
the federal government and adjusted period-
ically. In 2004, the poverty threshold for a

single parent under age 65, with one child, | poverty threshold
was $12,490. For a four-person family with | 27income level below
; . ; that which is needed to
two children, it was $18,850. In East St. supiart fimilies or
Louis, 42 percent of families with children | poyseholds
live below the poverty line. The median
household income is about $25,000 a year.
The Government's Role
The opportunities that the free markert
otfers can lift the working poor into the
middle class. Yet, in poor areas
from FEast St. Louis to rural |
WMississippi 5T V —

River

Appalachia to south-central Los ‘\
I|

help rehabilitate an economically depressed neighborhood.
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welfare government
aid to the poor

Throughout the
1900s, federal
spending on social
programs grew to
include more and
more people in need.
Opportunity Costs
What are some of the
trade-offs involved in
spending on social
programs?

Angeles, economic opportunities are limited
because of factors such as a lack of local
jobs and few educational opportunities.

As a soclety, we recoginize some responsi-
bilities to the very young, the very old, the
sick, the poor, and the disabled. For these
people, the government tries to provide a
safety net. Various federal, state, and local
government programs help to raise people’s
standard of living, their level of economic
well-being as measured by the ability to
purchase the goods and services they need
and want.

Yet, in a society that prefers limited
government activity in the economy,
poverty poses tough questions: What can
the government do to combat poverty?
What should it do? Is government regula-
tion the best way to help the poor?

The Welfare System
Since the 1930s, the main government
effort to ease poverty has been to collect
taxes from individuals and redistribute
some of those funds in the form of welfare.
Welfare is a general term that refers to
government aid for the poor. It includes
many types of redistribution programs.
The nation’s welfare system began under
President Franklin Delano Roosevelt,

Figure 36 A Century of Federal Programs to Help Those in

- 1916 Kern-

- McGillicuddy Act

. establishes workers’
- compensation for

1932 :
Roosevelt's *
New Deal :
begins -

1933 Federal :
Emergency Relief
Administration (FERA)} -
founded :

. federal employees
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following the Great Depression. Welfare
spending increased considerably in the
1960s under President Lyndon B.
Johnson’s “War on Poverty.”

Welfare payments soared in the 1970s
and 1980s. In the 1990s, critics of welfare
voiced increasing concern about people
becoming dependent on welfare and
being unable or unwilling to get off it.
Some also pointed out that income redis-
tribution discourages productivity, thus
actually aggravating poverty. In 1996,
Congress made sweeping changes in the
welfare system.

Redistribution Programs

Income data are gathered by the U.S.
Bureau of the Census, an agency within the
Labor Department. The Census Bureau
conducts monthly surveys of households to
track key economic data. Using the data,
the Census Bureau estimates how many
people are living in poverty.

Chapter 13 will treat the causes of
poverty in detail. In the meantime, here is
an overview of the major types of redistri-
bution programs through which the
federal government helps the poor and

the elderly.

- 1935 Congress - 1948
* creates Social * Truman's
. Security, Aid to . Fair Deal
. Dependent * begins
© Children {ADC), :
. and unemployment
- compensation
1950 Social -
Security extended

to 10.5 million more -
recipients; ADC ©
becomes AFDC -
(Aid to Families -
with Dependent -

Children) -



Cash Transfers

State and federal governments provide cash

transfers, direct payments of money to poor,

disabled, and retired people. The following

programs distribute direct cash transfers:

1. Temporary Assistance for Needy Families
(TANF) This program grew out of the
1990s debate about how to ease poverty
while decreasing government payments to
the poor. TANF replaced the earlier
welfare program, Aid to Families with
Dependent Children (AFDC). Critics of
AFDC said that it made people dependent
on welfare and did not encourage them to
take responsibility for their lives.

Launched in 1996 as part of compre-

hensive welfare reform, TANF discon-
tinues direct federal welfare payments
to recipients. Instead, federal money
goes to the states, which design and run
their own welfare programs. States
must adhere to federal rules that create
work incentives and establish a lifetime
limit for benefits. The program aims to
move people from welfare dependence
to the work force.

2.8ocial  Security The Social Security
program was created in 1935, during the
Great Depression, when many of the
elderly lost their life savings and had no

1964 Johnson's :
Great Society ©
program expands :
welfare with new -
programs such -
as Head Start
preschool -
education :

3.

- 1965 Medical - 1974 Food
- Care Act creates - Stamp program
: Medicare (for . extended
- retirees and the - nationwide
disabled) and -
Medicaid (for the
- poor)

new income. Social Security THE WALL STREET JOURNAL.

provides cash transfers of
retirement income to the

CLASSROOM EDITION

elderly and living expenses
to disabled Americans. The

taxes from current workers

In the News Read more about income
redistribution in “Low-Income, Low
Tech,” an article in The Wall Street
program collects payroll Journal Classroom Edition.

and then redistributes that

money to current recipients. GO \.nlme

Unemployment insurance The Wall Street Journal
Another cash transfer is the Classroom Edition
unemployment insurance For: Current Events
program, which is funded Visit: PHSchool.com
jointly by federal and state Web Cade: m”“”“@

governments. Unemploy-
ment compensation checks
provide money to eligible workers who
have lost their jobs. Workers must show
that they have made efforts to get work
during each week that they receive
benefits.

. Workers” compensation This program

provides a cash transfer of state funds to
workers injured on the job. Most
employers must pay workers’ compensa-
tion insurance to cover any future claims
their employees might make. This insur-
ance has become more and more expensive
as medical expenses and the number of
reported on-the-job injuries have increased.

cash transfers direct
payments of money to
eligible poor peaple

2001 President °
Bush establishes °
White House Office :
of Faith-Based and °
Community :
Initiatives -

. 1996 AFDC

- changed to

- Temporary

. Assistance for
- Needy Families
- (TANF)
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in-kind benefits goods
and services provided
far free or at greatly
reduced prices

Key Terms and Main Ideas

1. How does welfare attempt to raise poor people’s
standard of living? HINT |

2. Why does poverty exist in a free market economy?| HINT g

3. Whatis the difference between cash transfers and

in-kind benefits?

In-Kind Benefits

The government also provides poor people
with in-kind benefits, goods and services
provided for free or at greatly reduced
prices. The most common in-kind benefits
include food giveaways, food stamps,
subsidized housing, and legal aid.

Medical Benefits

Another social service that the U.S.
government provides is health insurance
for the elderly, the disabled, and the poor.
Medicare covers Americans over age 65 as
well as the disabled. Medicaid covers
some poor people who are unemployed or
not covered by their employer’s insurance
plans. Administered under the Social
Security program, Medicare and Medicaid
are enormously expensive programs. We
will examine them further in Chapter 14.

Education
Federal, state, and local governments all
provide educational opportunities to the
poor. The federal government funds
programs from preschool to college. State
and local programs aid students with
learning disabilities.

Education programs add to the nation’s
human capital and labor productivity. As

you saw in Chapter 1, improved education
and technology can make an entire
economy more productive by shifting the
production possibilities frontier outward.

Faith-Based Initiatives

In 2001, President George W. Bush
announced an initiative to rely on non-
governmental support for people in need.
His administration “will look first to faith-
based organizations, charities, and commu-
nity groups that have shown the ability to
save and change lives.”

The President believes that religious orga-
nizations have frequently been among the
most successful groups delivering social
services. These groups not only spend
money to solve problems, bur also provide a
special compassion. He therefore proposed
as a next step in welfare reform that faith-
based organizations be allowed to compete
for federal funds. In 2003, both houses of
Congress passed bills enacting some of
President Bush’s proposals.

Mr. Bush established an Office of Faith-
Based and Community Initiatives to help
faith-based groups work more effectively
with the federal government. He also
encouraged the states to create state offices
of faith-based action.

Progress Monitoring Online | __
For: Self-quiz with vocabulary practice
Web Code: mna-1038

household. Based on a 40-hour work week, how much

would you need to earn per hour in order to be above the

poverty threshold for (a) an individual and (b} a two-
person household?

Critical Thinking An old adage states, "Give a person a
fish, feed him for a day; teach a person how to fish, feed

him for a lifetime.” Do any of the government programs

in this section reflect this saying? Explain your answer.| HINT I

4, How is Social Security an example of income

redistribution? [y N !

Applying Economic Concepts

5. Math Practice Assume that the poverty threshold is
$8,980 for an individual and $12,120 for a two-person
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Government

Government and the Interstate
Highway System

he United States did not always have a good network of roads. In the 19th

century, when horse-drawn vehicles were dominant, almost all roads were
unpaved. Many became rurted and uneven, making
travel difficult, slow, and uncomfortable. The push
to build a network of smoother roads began in the
1880s—through the efforts of a bicycle club.

Early Efforts In 1886, a bicycling craze was sweep-
ing the nation. Many American cyclists belonged
to the League of American Wheelmen, an organi-
zation that wanted smoother roads for cycling.
This club was the first to convince Congress to
consider building a national highway system. As
motor vehicles later became more common, auto-
mobile manufacturers, road builders, and gasoline
companies took up the crusade for better roads.

State Highways By the early 1900s, Congress
began to provide funding to the states to build
highways. Each state, however, focused on build- , — ;

£ it i e B A President Dwight Eisenh signed the
ing highways within its own borders with its own Federal Aid-Highway Act an June 29, 1956.
numbering and sign systems—and the highways

did not always connect at state borders.

Federal Highways In 1921, the Federal Highway Act got the U.S. government
directly involved in highway construction by setting up a system of major high-
ways that connected from state to state, so that drivers could travel between
states without ever having to leave a high-speed highway. The government then
created a simple system of numbering and marking these interstate highways, to
make navigating the system easy. In the 1950s, the Cold War raised concerns
about the military’s ability to defend the country with existing roads. In 1956,
the Federal Aid-Highway Act authorized the construction of 41,000 miles of
highways to tie the nation together, creating the interstate highway system we
know today.

Today, America’s interstate highway system is one of the most important fea-
tures of the country’s infrastructure. It allows people and goods to travel quickly
from one part of the country to another, reducing transportation costs and
speeding up commerce.

Applying Economic ldeas
1. Why was it inefficient to leave highway construction to individual states?

2. Why do you think it took Congress so long to authorize funds for highway
construction?



Chapter

nent

Chapter Summary

summary of major ideas in Chapter 3 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 3.

Section 1 Benefits of Free Enterprise (pp. 51-55)

The benefits of the American free enterprise system
are the result of the basic principles of profit motive,
voluntary exchange, private property rights, and competi-
tion. These benefits include individual freedom for
consumers and producers and a wide variety of
goods. To protect economic freedoms, the govern-
ment intervenes in matters of public interest. Federal
agencies monitor and regulate certain types of busi-
nesses. Public disclosure laws provide critical infor-
mation to consumers.

Section 2 Promoting Growth and Stability (pp. 57-60)
Macroeconomics concerns the behavior of whole
economies, while microeconomics concerns the
behavior of smaller economic units, such as house-
holds. When necessary, the government takes action
to influence macroeconomic business cycles. It aids
the growth of the economy, as measured by GDP. It
encourages the creation of new technologies by giv-
ing patents and copyrights to entrepreneurs.

Section 3 Providing Public Goods (pp. 62—66)
The government provides public goods, such as
roads, when it would be impractical for individuals
to pay for them. Providing public goods produces
positive and negative externalities.

Section 4 Providing a Safety Net (pp. 67-70)
The government uses tax money to raise the stan-
dard of living of people in poverty. The nation’s wel-
fare system includes programs that distribute vari-
ous benefits, including cash transfers, in-kind pay-
ments, and medical benefits.

12

Key Terms

Choose the italicized word in parentheses that
best completes each sentence.

1. Acid rain is an example of a(n) (externality/
free rider).

2. The tradition of (private propertylopen
opportunity) allows everyone to compete in
the free market.

3. The right of (free contract/voluntary
exhange) allows people to decide what
agreements they want to enter into.

4. Someone who benefits from a good without
paying for it is an example of a (free
rider/public good).

5. Food stamps are an example of a/an (cash
transferfin-kind payment).

6. We can use figures on (gross domestic product/
public goods) to measure economic growth.

1. Study of the behavior of the entire U.S.
economy is an example of (macroeconom-
ics/microeconomics).

Using Graphic Organizers
8. On a separate sheet of paper, copy the tree
map below to help you organize information
about the American free enterprise system.
Complete the tree map by writing descrip-
tions and examples for each of the headings
shown. You may add branches to the tree.

American Free
Enterprise

Private Legal Profit Free
property equality motive contract

maximizes
human capital




Reviewing Main ldeas

9. (a) How does the government support free enter-
prise and protect public interest? (h) Describe and
evaluate the government rules and regulations

described in this chapter. | HINT k
10. Explain the basic principles of free enterprise in
your own words.| HINT i
11. Why does the U.S. government track and influ-
ence business cycles? m

12. Explain why each of the wing is either a cash

transfer or an in-kind payment. (a) unemploy-| HINT
ment insurance (b} Social Security (e) food stamps | HINT |

Critical Thinking

13. Drawing Inferences Choose one of the federal
agencies mentioned in Section 1, and explain
how it acts to limit negative externalities.

14. Synthesizing Information Based on your reading
of the chapter, write a paragraph in which you
describe and analyze the economic rights of busi-
nesses.

15. Predicting Consequences How might the inven-
tion of a new, powerful fuel source for cars and
trucks affect the country’s production possibilities
frontier? How might the new fuel affect GDP?

Problem-Solving Activity

16. Suppose that there is a three-person city. The
three residents are considering having a fire-
works display. Gabriela is willing to contribute
$100 toward the display, while Jerome is willing
to pay $80, and Katelyn is willing to pay $60.
The fireworks display costs $§120. (a) Will any
single citizen alone be willing to pay for the fire-
works? (b) What recommendation can you make
to this city that will benefit all three citizens?

Economics Journal

Brainstorming Reread your Economics Journal
entry for Chapter 3. Of the benefits of free enter-
prise that you listed, which are most important to
you and your family?

Skills for Life

Analyzing Primary Sources Review the steps

shown on page 61; then read the primary source

below and answer the following questions.

17. What course of action is President Johnson sug-
gesting in this speech?

18. In your own words, state three economic reasons
Johnson uses to support his argument.

19. For what type of assignment might you use this
primary source quotation? Explain.

The war on poverty is not a struggle simply to sup-
port people, to make them dependent on the generosity
of others. Itis a struggle to give people a chance.... We
do this, first of all, because itis right that we should. . . .
We do it also because helping some will increase the
prosperity of all. Our fight against poverty will be an
investment in the most valuable of our resources—the
skills and strength of our people. And in the future, asin
the past, this investment will return its cost many fold to
our entire economy.

If we can raise the annual earnings of 10 million
among the poor by only $1,000 we will have added $14
billion a year to our national output. In addition we can
make important reductions in public assistance pay-
ments which now cost us $4 billion a year, and in the
large costs of fighting crime and delinguency, disease
and hunger. . ..

This is only part of the story. Our history has proved
that each time we broaden the base of abundance, giv-
ing more people the chance to produce and consume,
we create new industry, higher production, increased
earnings and better income for all.

—President Lyndon B. Johnson,

Public Papers of the Presidents of the
United States, 1965

Progress Monitoring Online
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Web Code: mna-1031 @

As a final review, take the Economics Chapter 3 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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DEBATING CURRENT ISSUES: Health-Care Costs

As health-care costs have skyrocketed in recent years, both patients and caregivers have
had to ask a difficult question: Should cost be a deciding factor in medical treatment? In
this debate from The Wall Street Jowrnal Classroom Edition, Abbie Leibowitz, an execu-
tive at Health Advocate and former chief medical officer at Aetna, and Dr. David Rogers, a
physician in private practice, discuss the role of costs in the health-care system.

Should doctors consider
cost when treating a
patient?

YES

BY ABBIE LEIBOWITZ
It is absolutely reasonable and ethical for physi-

cians to consider the costs of care when evaluating
treatment options.

The principle of “first do no harm” that all doctors are
taught has broader implications than just its applica-
tion to the patient. Do no harm in your treatment of the
patient for the patient’s sake, do no harm in treating
your patient from a public-health perspective, and do no
harm to the system of health care we all depend upon.

As a percentage of our gross domestic product, the
U.8. has the most expensive health-care system in the
world. Medical-insurance premiums in the private sec-
tor have been increasing far faster than the pace of
general inflation, They are projected to double between
2003 and 2012 to $3.1 trillion or 17.7% of the nation’s
GDP. Such increases are unsustainable and are a pre-
scription for an economic and public-health disaster.

As costs increase, payors—whether the government
or employers—shift more financial responsibility to
the individual in the form of diminished benefits or
increasing co-payments and deductibles. The increas-
ing burden of paying for otherwise uncompensated
care is like a hidden tax on those who pay for medical
services. Providers simply build these costs into the
rates they charge those who pay.

Is it good care to so burden a patient with expenses
that could have been avoided? Is it good care to prescribe

an expensive brand-name product when there is an
equally effective generic equivalent that costs less than
half as much? If because they cannot afford the cost of
care or medicine, patients do not get their prescriptions
filled, have we helped them? We have no choice but to
exert a conscious control over medical costs.

Resources are not limitless. When given the choice
of equally effective diagnostic tests, treatment
approaches, or medication options, physicians must
consider which is likely to cost less. Our patients’
needs are our first priority, but the health-care system
we all depend upon is also our “patient.”

.
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Should doctors consider
cost when treating a
patient?

By Davin E. Rocrgs, M.D,
g' s stated in the American Medical Association’s

Declaration of Professional Responsibility, one

of the duties of all physicians is to “Treat the
sick and injured with competence and compassion and
without prejudice.” “Without prejudice” means to
avoid any bias that could possibly interfere with or
reduce the quality of care the patient receives. In my
opinion, this would include considering costs when
making treatment decisions.

Of course, a physician should not provide any
unnecessary care just because the cost is covered. On
the other hand, limiting or withholding care or choos-
ing potentially inferior options just to reduce cost
would be unethical. For physicians, the quality of the
patient’s medical care should always be the first and
foremost consideration. I have always felt that “man-
aged care” created cost-related, ethical dilemmas for
physicians trving to act in a patient’s best interest.

One economic model that brings physicians into
direct conflict with cost considerations is the capitation
system that is the basis of managed care. This is a sys-
tem where a uniform or set fee is paid to the physician
per patient (per capita) and in return the physician
agrees to provide all the health care needed for those
covered patients. The payment is not reduced if few ser-
vices are necessary, so the physician makes more money
when fewer services are rendered. However, the pay-
ment i8 no greater than if many services are provided.
Physicians in this situation may actually be forced to
operate at a loss. From a business standpoint, the incen-

PEche

Uninsured Americans, 2003 ;
Web Code: mng-1039
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Source; U.S. Cansus Bureau

Increasing health-care costs have led to higher prices
for health insurance. As a result, more and more younger
Americans do not have health insurance.

tive is to take care of only well patients and provide as
little service as possible. Fortunately, most “capitation”
agreements have disappeared because physicians
refuse to compromise their patients’ care in such a way.

One example of where cost has played a role in med-
ical decision-making can be found at your local phar-
macy. Often, doctors will prescribe a brand-name drug
and the patient will find that the generic version of the
drug has been substituted. That'’s because many insur-
ers require that if a generic version of a drug is avail-
able, that is what should be dispensed.

In most situations, generic drugs are just as effec-
tive as their brand-name counterparts. But there are
many instances where the patient does not get the
same desired effect.

We all like to say we are worried about costs—until
we are the one who is sick or injured. When that hap-
pens, all we care about is getting well, regardless of
the cost.

DEBATING THE ISSUE

1. Why does David Rogers disagree with “managed
care”?

2. What data does Abbie Leibowitz cite to show
that the health-care system is facing a crisis?

3. Drawing Conclusions The two authors disagree
about whether a doctor’s obligations extend
beyond the patient to the overall public-health
system. With which author do you agree? Why?

4. Reading Graphs Which age group’s members are
most likely to lack health insurance?
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Chapters in This Unit

4. Demand

5. Supply

6. Prices

1. Market Structures

ite team is playing, the stadium
s right across town, and you really want

B How many other people are trying to get
tickets?
B How many tickets are available?
B What determines the price of the tickets?
B From whom are you going to buy your
ticket? Is there more than one tic
outlet?
Answers to all of these questions are based on
the laws of supply and demand—
most important to E i

Brainstorm a list of goods that have either a
limited supply or are in great demand. What
generalizations can you make about the
prices of these items? Compare your list with
those of your classmates.
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A ndrea couldn’t wait to get the new CD on
-

the shelves of the music store she managed.
She sold more than 50 copies at $18.99 each on
the first day. Six months later, Andrea moved the
CDs to shelves in the middle of the store and cut
the price to $14.99. Three years later, a new
manager moved the four remaining CDs to the
bargain bin. Customers could take one home for
only $5.99.

Each of Andrea’s decisions was shaped by the
needs and wishes of her customers. Economists
use the term demand to describe the ability and
desire of consumers to buy a good. Paired with
supply, demand forms one of the building blocks
of the marketplace.

Economics Journal

Quickly list the last five goods or
services you purchased and how
much you spent on each. What led
you to buy each one?
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Dbjectives

After studying this section you will be able to:

1. Explain the law of demand.

2. Understand how the substitution effect and
the income effect influence decisions.

3. Create a demand schedule for an individual
and a market.

4. Interpret a demand graph using demand
schedules.

Section Focus

According to the law of demand,
people buy less of a good when its
price rises. Demand schedules and
demand curves illustrate how people
and markets react to different prices.

Understanding Demand

Key Terms

demand
law of demand
substitution effect
income effect
demand schedule
market demand
schedule
demand curve

In Chapter 2, you read about economic
systems, which are different ways of
answering the three economic questions of
what to prodiuce, how much to produce,
and who gets what. In the United States,
most goods are allocated through a market
system. In a market system, the interaction
of buyers and sellers determines the prices
of most goods as well as what quantity of a
good will be produced. Buyers demand
goods, sellers supply those goods, and the
interactions between the two groups lead
to an agreement on the price and the
quantity traded.

Demand is the desire to own something
and the ability to pay for it. We will look at
the demand side of markets in this chapter.
In the next chapter we will look at the
actions of sellers, which economists call the
supply side. In Chapter 6, we will look at
supply and demand together and study
how they interact to establish the prices
that we pay for most goods.

The Law of Demand

Anyone who has ever spent money will
easily understand the law of demand. The

demand in our everyday purchasing deci-
sions. Whether your income is $10 or $10
million, the price of a good will strongly

influence your decision to buy.

Ask yourself this question: Would you
buy a slice of pizza for lunch if it cost $1?
Many of us would, and some of us might

Figure 4.1 \Law of Demand

demand the desire to
own something and the
ability to pay for it

law of demand
consumers buy more of
a good when its price
decreases and less

when its price increases

If the price of pizza rises, people will buy
fewer slices.

Incentives What does the law of demand
say about lower prices?

law of demand says that when a good’s
price is lower, consumers will buy more of
it. When the price is higher, consumers will
buy less of it. All of us act out this law of

Chapter 4 m Section1 79



 FAST FACT |

Do you know your rights as an online
shopper? The Federal Trade
Commission (FTC) requires firms that
sell products online to (1) ship the
merchandise within 30 days of
receiving your order, (2} notify you if
the shipment cannot be made on
time, and (3] cancel your order and
return your payment unless you
agree to a delay.

substitution effect
when consumers react
to an increase in a
good’s price by
consuming less of that
good and more of other
goods

income effect the
change in consumption
resulting from a change
in real income

the

in action.

The law of demand is the result of not
one pattern of behavior, but of two
separate patterns that overlap. These two
behavior patterns are the substitution effect
and the income effect. The substitution
effect and
different ways that a consumer can change
his or her spending patterns. Together, they
explain why an increase in price decreases
quantity
describes how the substitution effect and
the income effect can change a consumer’s
buying habits.

Figure 4.2 Building the Law of Demand| m

even buy more than one slice.
But would you buy the same
slice of pizza if it cost $2?
Fewer of us would buy it at
that price. Even real pizza
lovers might reduce their
consumption from 3 or 4 slices
to just 1 or 2. How many of us
would buy a slice for $10?
Probably very few. As the price
of pizza gets higher and higher,
fewer of us are willing to buy
it. That is the law of demand

income effect describe two

purchased. Figure 4.2

—

Il

Priceof Aincreases | Price of A decreases
I G ption € ption| C pti
of A ‘ofather goods. ~ of A of other goods
Income B |
oot ' i
Substitution : 1
effect ] |
Combined & B
effect u =
@U\LDIN,  Both the substitution effect and the
income effect lead consumers to buy
less of good A when it becomes more
1 co“‘gﬁ" expensive. However, the income effect

leads consumers to spend less on other

goods so they can afford good A, while the substitution
effect encourages consumers to replace expensive good
A with other, less expensive substitutes.

Incentives Explain in your own words how an increase in
the price of A affects consumption of other goods.
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The Substitution Effect

When the price of pizza rises, pizza
becomes more expensive compared to
other foods, such as tacos and salads. So, as
the price of a slice of pizza rises, consumers
have an incentive to buy one of those alter-
natives as a substitute for pizza. This causes
a drop in the amount of pizza demanded.
For example, instead of eating pizza for
lunch on Mondays and Fridays, a student
could eat pizza on Mondays and a bagel on
Fridays. This change in spending is known
as the substitution effect. The substitution
effect takes place when a consumer reacts
to a rise in the price of one good by
consuming less of that good and more of a
substitute good.

The substitution effect can also apply to
a drop in prices. If the price of pizza drops,
pizza becomes cheaper compared to other
alternatives. Consumers will now substi-
tute pizza for tacos, salads, and other lunch
choices, causing the quantity of pizza
demanded to rise.

The Income Effect

Rising prices have another effect that we
have all felt. They make us feel poorer. When
the price of movie tickets, shoes, or pizza
increases, your limited budget just won’t buy
as much as it used to. It feels as if you have
less money. You can no longer afford to buy
the same combination of goods, and you
must cut back your purchases of some
goods. If you buy fewer slices of pizza
without increasing your purchases of other
foods, that is the income effect.

One important fact to remember is that
economists measure consumption in the
amount of a good that is bought, not the
amount of money spent to buy it. Although
you are spending more on pizza, you are
consuming fewer slices, so your consump-
tion has gone down. If the price rises from
§1 a slice to $2 a slice, you may decide to
pay extra and order your usual lunch, but
vou certainly would not choose to buy
more slices than before. Although people
spend more of their money on pizza, when



the price goes up, the quantity demanded
goes down. In this sense, the income effect
leads to the law of demand.

Remember, too, that the income effect
also operates when the price is lowered. If
the price of pizza falls, all of a sudden you
feel wealthier. If as a result you buy more
pizza, that’s the income effect.

A Demand Schedule

The law of demand explains how the price
of any item affects the quantity demanded
of that item. Before we look at the rela-
tionship between price and quantity
demanded for a specific good, we need to
look more closely at how economists use
the word demand.

Understanding Demand

To have demand for a good, you must be
willing and able to buy it at the specified
price. This means that you want the good,

Figure 4.3 Demand Schedules

and you can afford to buy it. You may
desperately want a new car, a laptop
computer, or a trip to Alaska, but if you
can’t truly afford any of these goods, then
yvou do not demand them. You might
demand compact discs, though, if at the
current price vou have enough money and
want to buy some.

A demand schedule is a table that lists
the quantity of a good that a person will
purchase at each price in a market. For
example, the table on the left in Figure 4.3
illustrates individual “demand for pizza.”
The schedule shows specific quantities that
a student named Ashley is willing and able
to purchase at specific prices. For example,
at a price of $2.00, Ashley’s “quantity
demanded” of pizza is two slices per day.

Market Demand Schedules

If you owned a store, knowing the demand
schedule of one customer might not be very
helpful. You would want to know how

SULLDIY
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as the price rises.

pizza change when the
price falls from $2.50 to

Demand schedules show
that demand for a good falls

Supply and Demand How
does the market demand for

$1.00 a slice? Be specific.

<4 Photographers at a school
newspaper might buy a new
camera every two years. If the
price of a camera has fallen by
$100 since the last purchase,
students could spend the
savings on other goods to make
the newspaper better. This is the
income effect in action.

demand schedule 2
table that lists the
quantity of a good a
person will buy at each
different price
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A Asale can
encourage
consumers to buy
more.

market demand
schedule a table that
lists the quantity of a
good all consumers in a
market will buy at each
different price

demand curve

a graphic
representation of a
demand schedule

QUALDIN
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K

Ashley's demand
curve shows the
number of slices of
pizza she is willing
and able to buy at
each price.

Supply and Demand
How many slices of
pizza does she
demand when the
price is §1.50?
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customers as a whole would react to price
changes. When you add up the demand
schedules of every buyer in the market, you
can create a market demand schedule. A
market demand schedule shows the quantities
demanded at each price by all consumers
in the market. A market demand schedule
for pizza would allow a restaurant owner
to predict the total sales of pizza at several
different prices.

The owner of a pizzeria could create a
market demand schedule for pizza slices by
surveying his or her customers and then
adding up the quantities demanded by all
individual consumers at each price. The

Figure 4.4 Ashley's Demand Curve
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resulting market demand schedule will look
like Ashley’s demand schedule, but the quan-
tities will be larger, as shown in Figure 4.3.

Note that the market demand schedule
on the right in Figure 4.3 contains the same
prices as Ashley’s individual demand
schedule, since those are the possible prices
that may be charged by the pizzeria. The
schedule also exhibits the law of demand,
At higher prices the quantity demanded is
lower. The only difference between the two
demand schedules is that the market
schedule lists larger quantities demanded.
This is the case, since now we are talking
about the purchase decisions of all poten-
tial consumers in the market.

The Demand Graph

What if you took the numbers in Ashley’s
demand schedule in Figure 4.3 and plotted
them on a graph? The result would be a
demand curve, A demand curve is a graphic
representation of a demand schedule.

How do economists create a demand
curve? When they transfer numbers from a
demand schedule to a graph, they always
label the vertical axis with the lowest
possible prices at the bortom and the
highest at the top. Likewise, they always
label the quantities demanded on the hori-
zontal axis with the lowest possible
quantity at the left and the highest possible
quantity at the right. As Figure 4.4 shows,
each pair of price and quantity-demanded
numbers on the schedule is plotted as a
point on the graph. Connecting the points
creates a demand curve.

Reading a Demand Curve
Note two facts about the graph shown in
Figure 4.4. First, the graph shows only the
relationship between the price of this good
and the quantity that Ashley will purchase.
Tt assumes that all other factors that would
affect Ashley’s demand for pizza—like the
price of other goods, her income, and the
quality of the pizza—are held constant.
Second, the demand curve on the graph
slopes downward to the right. If you follow
the curve with your finger from the top left



to the bottom right, you will notice that as
price decreases, the quantity demanded
increases. This is just another way of
stating the law of demand, which states
that higher prices will always lead to lower
quantities demanded. All demand sched-
ules and curves reflect the law of demand.
The demand curve in Figure 4.4 shows
Ashley’s demand for slices of pizza. A
market demand curve shows the quantities
demanded by all consumers at the same
prices. Thus, in Figure 4.5, the prices listed
on the vertical axis are identical to those in
Ashley’s demand curve. The quantities
listed on the horizontal axis are much
larger, corresponding to those in the
market demand schedule in Figure 4.3.

Limits of a Demand Curve
The market demand curve can be used to
predict how people will change their
buying habits when the price of a good
rises or falls. For example, if the price of
pizza is $1.50 a slice, the pizzeria will sell
200 slices a day.

This market demand curve is only
accurate for one very specific set of market

Key Terms and Main Ideas
1. Define and give an example of the income eﬂect.@
2. What are three characteristics of a demand curve?[

Applying Economic Concepts

3. Critical Thinking Explain why the law of demand can $150 350
apply only in a free market economy. | HINT 2.00 250
4, Try This Create an individual demand schedule like the $3.00 0

one in Figure 4.3 for your demand for CDs. Fill in six

WiLDi
Figure 45 Market Demand Curve @
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3.00 The market demand
curve illustrates
250 — demand for pizza in
an entire market.
il Supply and Demand

How is the market
demand curve
similar to Ashley’s

1.00
demand curve?

Price per slice (in dollars)
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Demand

0
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0 50 100 150 200 250 300 350
Slices of pizza per day

conditions. If a nearby factory were to
close, so that fewer people were in the area
at lunchtime, the pizzeria would sell less
pizza even if the price stayed the same. In
the next section, you will read about how
demand curves can shift because of changes
in factors other than price.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-2045

you think prospective buyers might feel differently about
these goods?
6. Math Practice Use the market demand schedule below

HINT |  todraw a demand curve for miniature golf.

Cost to Play a Game Games Played per Month

different prices for CDs. Assume that you have a part- B i
time job that pays $80 a week. How many CDs would you
buy at each of the six different prices? Compare your .
demand schedule to those of your classmates. | HINT i CGO @nllne

5. Critical Thinking Some economists believe that there ——PHSchool.com
are goods that do not obey the law of demand, because For: Current Events Activity
the demand for them would actually drop if their price Visit: PHSchool.com
fell. One example is a top-of-the-line luxury car. Why do Web Code: mnd-2041 @
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Analyzing Tables

conomists use tables as a way to organize data and illustrate trends.

The table below presents the results of a hypothetical survey of 100
high school seniors from across the country and 100 of their parents. Both
groups were asked if they would be willing to pay $5 for a ticket to a movie
on opening night, for a meal at a fine restaurant, or for an asthma inhaler
{assuming they suffered from asthma). Next, they were asked if they would
pay $10 for each of these goods, and next, if they would pay $30. The table
below lists the number in each group that answered “yes” at each price.

1. Determine the kinds of information
shown in the table. The title of the
table and the labels for each vertical
column and horizontal row tell you
exactly what information is presented.
{a) What is the title of the table?

{b) What does the first column of data
specifically describe?

2. Read the information in the table. Note
that each dollar value has two sets of
data, one for students, and the other
for parents. Answer the following
questions. (a) How many students
were willing to pay $30 for the meal?
{b) How many parents? (¢) Which
item were nearly all members of both
groups unwilling to buy for $302

3. Study the table to find relationships
among the data and draw conclusions.
You can use the data in this table to
compare the demand for different

goods at one price level, or to see how
demand for one good changes as the
price increases or decreases. (a) Which
good saw the sharpest drop in demand
when its price rose from $5 to $30?

{(b) Which good saw little change in
demand when its price rose? Why might
this be? (¢) How did demand change for
students when the price of a meal went
up? (d) Name two conclusions you can
draw abourt the differences between the
patterns of demand of the students and
their parents.

Additional Practice

Draw a new chart reflecting the
data that you might expect to gather
if you repeated this survey with dif-
ferent goods, such as a weekly bus
pass, a concert ticket, and a best-
selling novel.

Demand for Selected Goods .

$5 $10 $30
Goods
Students | Parents Students Parents  Students Parents
Movie ticket 70 67 1 35 1 0
Asthma | ' '
maticing 91 94 86 88 79 85
Restaurant | [
S 94 96 62 80 13 a7




Objectives _
After studying this section you will be able to:
1. Understand the difference between a

change in quantity demanded and a shiftin
the demand curve.

Section Focus

Several factors can change the
demand for a good at any price. A
change in demand causes the entire
demand curve to shift to the left or

Shifts of the Demand Curve

Key Terms

ceteris paribus
normal good
inferior good
complements

2. Identify the determinants that create L sabstintes
changes in demand and that can cause a
shiftin the demand curve.
3. Explain how the change in the price of one
good can affect demand for a related good.
h ket d d schedule for pizza i - ceteris paribus a L atin
F? I:f: ; 3 n;n;]z:-ll';ds: Cc:retr?r Ifizil;r; Cha“ges in Demand phrase that means “all
8 - pp 5 other things held

pizzeria owner all the information she
needs to set the prices for her menu. All she
has to do is look at the list, pick the price
and quantity combination that will earn
her the highest profit, and start baking.

Other factors, however, might have an
effect. What would happen if the day after
she printed a menu, the government
announced that tomato sauce had a natural
chemical that strengthened the immune
system? Demand for pizza at all prices
would climb.

When we counted the number of pizza
slices that would sell as the price went up
or down, we assumed that
nothing besides the price of pizza
would change. Economists refer
to this assumption as ceteris
paribus, the Latin phrase for “all
other things held constant.” The
demand schedule rtook only
changes in price into account. It
did not take the news reports into
account, or any one of thousands
of other factors that change from
day to day. In this section, you will
learn how economists consider the
impact of these other changes on
the demand for goods like pizza.

A demand curve is accurate only as long as
there are no changes other than price that
could affect the consumer’s decision. In
other words, a demand curve is accurate
only as long as the ceteris paribus assump-
tion is true. When the price changes, we
move along the curve to a different
quantity demanded. For example, in the
graph of Ashley’s demand for slices of
pizza, an increase in the price from $1.00
per slice to $1.50 will make Ashley’s
quantity demanded fall from four slices to
three slices per day. This movement along
the demand curve is referred to as a

constant”

¥ A sudden winter
storm can increase
the demand for snow
shovels.
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normal good a good
that consumers
demand more of when
their incomes increase

P Used paperback
books are often
inferior goods.
When consumers
can afford new,
clean books, they
will buy fewer old
paperbacks.
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Figure 46 Graphing Changes in Demand

Change along a curve Left shift of a curve Right shift of a curve
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: -
. New Original
: i Demand Demand Demand
s 0 Quantity Quantity
Quantity
oWLLBIV, A change in quantity demanded caused by a change in price is shown as a movement
along a demand curve. The curve does not shift. When factors other than price cause
demand to fall, the demand curve shifts to the left. Anincrease in demand appears as a
15 o uct“.' shift to the right. Supply and Demand If the price of a book rose by $1.00, how would

decrease in the quantity demanded. By the
same reasoning, a decrease in the price of
pizza would lead to an increase in the
quantity demanded.

When we drop the ceteris paribus rule
and allow other factors to change, we no
longer move along the demand curve.
Instead, the entire demand curve shifts. A
shift in the demand curve means that at

WL ' BU G
ANTTHIH

you represent the change on one of these graphs?

every price, consumers buy a different
quantity than before. This shift of the
entire curve is what economists refer to as a
change in demand.

Suppose, for example, that Ashley’s
town is hit by a heat wave, and Ashley no
longer feels as hungry for pizza. She will
demand fewer slices at every price. The
middle graph in Figure 4.6 shows her
original demand curve and her new
demand curve, adjusted for hot weather.

What Causes a Shift?

As you have read, a change in the price of a
good does not cause the demand curve to
shift. The effects of changes in price are
already built into the demand curve.
However, several other factors can cause
demand for a good to change. These
changes can lead to a change in demand
rather than simply a change in the quantity
demanded.

Income

A consumer’s income affects his or her
demand for most goods. Most items that we
purchase are normal goods, goods that
consumers demand more of when their
incomes increase., In other words, an increase



in Ashley’s income from $50 per week to
$75 per week will cause her to buy more of a
normal good at every price level. If we were
to draw a new demand schedule for Ashley,
it would show a greater demand for slices of
pizza at every price. Plotting the new
schedule on a graph would produce a curve
to the right of Ashley’s original curve. For
each of the prices on the vertical axis, the
quantity demanded would be greater. This
shift to the right of the curve is called an
increase in demand. A fall in income would
cause the demand curve to shift left. This
shift is called a decrease in demand.

There are also other goods called inferior
goods. They are called inferior goods
because an increase in income causes
demand for these goods to fall. Inferior
goods are goods that you would buy in
smaller quantites, or not at all, if your
income were to rise and you could afford
something better. Possible examples of
inferior goods include macaroni and
cheese, generic cereals, and used cars.

Consumer Expectations

Our expectations about the future can
affect our demand for certain goods today.
Suppose that you have had your eye on a
new bicycle for several months. One day
you walk in the store to look at the bike,
and the salesperson mentions that the store
will be raising the price in one week. Now
that you expect a higher price in the near
future, you are more likely to buy the bike
today. In other words, the expectation of a
higher price in the future has caused your
immediate demand to increase.

If, on the other hand, the salesperson
were to tell you that the bike will be on sale
next week, your immediate demand for the
bicycle would fall to zero. You would
rather wait until next week to buy the bike
at a lower price.

The current demand for a good is posi-
tively related to its expected future price. If
you expect the price to rise, your current
demand will rise, which means you will
buy the good sooner. If you expect the
price to drop, your current demand will
fall and you will wait for the lower price.

Population
Changes in the size of the
population will also affect the
demand for most products.
For example, a growing
population needs to be
housed and fed. Therefore,
a rise in population will
increase demand for houses,
food, and many other goods
and services,

Population trends can have
a particularly strong effect on
certain goods. For example,
when  American  soldiers
returned from World War 11
in the mid- to late 1940s,
record numbers of them married and
started families. This trend led to the “baby
boom,” a jump in the birthrate from the
mid-1940s through 1964. Initially, the
baby boom led to higher demand for
baby clothes, baby food, and books
on baby care. In the 1950s and
1960s, towns had to build thou-
sands of new schools. Later,
universities opened new class-
rooms, dormitories, and even
whole new campuses to make room
for the flood of new students. The baby
boomers have now begun to retire. Over
the next few decades the market will face
rising demand for the goods and services
that are desired by senior citizens, including
medical care, recreational vehicles, and
homes in the Sunbelt.

THE WALL STREET JOURNAL.

CLASSROOM EDITION

In the News Read more about changes
in demand in “The Surging Hispanic
Economy,” an article in The Wall Street
Journal Classroom Edition,

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events

Visit: PHSchool.com
Web Code: mnc-2042

inferior good a good
that consumers
demand less of when
their incomes increase

Consumer Tastes and Advertising
Who can explain why bell-bottom blue

jeans were everywhere one year and rarely \:"hen New York City
seen the next? Is it the result of clever announced that the

price of a subway token
would rise 25 cents,
commuters rushed to
buy tokens at the old
price. To prevent this,
the city introduced a
new token (bottom) to
replace the older token
commuters had bought.
Expectations of higher
prices had affected
demand.

advertising campaigns, social trends, the
influence of television shows, or some
combination of these factors? Although
economists cannot always isolate the
reasons why some fads begin, advertising
and publicity often play an important role.

Changes in tastes and preferences cannot
be explained by changes in income or
population or worries about future price
increases. Advertising is considered a factor
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that shifts demand curves because ¢ Substitutes are goods used in place of one
it plays an important role in many another.

trends. Companies spend money
on advertising because they hope
that it will increase the demand
for the goods they sell.
Considering the growing sums of
money spent on advertising in the
United States each year, compa-
nies must feel that this investment
is paying off.

When we consider the demand for skis,
ski boots are considered a complement. An
increase in the price of ski boots will cause
people to buy fewer boots. Because skis are
useless without boots, the demand for skis
will fall ac all prices—after all, why buy
new skis if you can’t afford the ski boots
you need to ski safely?

Now consider the effect on the demand
A Ski hoots and skis for skis when the price of snowboards rises.
::2 2:;:;’;:":;:‘:‘ Prices of Related Goods Snowboards are a substitute for skis,

) because consumers will often buy one or
the other, but not both. A rise in the price
of snowboards will cause people to buy
fewer snowboards, and therefore people
will buy miore pairs of new skis at every
price. Likewise, a fall in the price of snow-
substitutes goodsused | * Complements are two goods that are  boards will lead consumers to buy fewer
in place of one anather bought and used together. skis at all price levels.

The demand curve for one good can be

affected by a change in the demand for
another good. There are two types of

complements wo , -

goods that are bought related goods that interact this way:

and used together complements and substitutes.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-2046

Kev Terms and Main ldeas high schools to fund varsity volleyball teams. (volleyballs)

1. What is an example of something you consider an {c? A frqeze s t!“f nrange etap; gd orange is
s prices rise. (apple juice)
inferior good?

2. What is one good that can be considered a complement A-SHiiEyacuce \lse i folnwing damarn scnenile 1o

el draw a demand curve. Then find and label a combination
| HINT of output and price that could result from: (a) an increase

HINT |3, What are two goods that can be considered substitutes? in the quantity demanded, {b) an increase in demand, and

4, How does the ceteris paribus assumption affect a {c) a decrease in demand.

demand curve?

IE Price Quantity Demanded
& & S$1.00 250

Applying Economic Concepts i 0
5. Using the Databank According to the law of demand $3.00 150

and the chart of median house prices on page 540, how 100 100

do you think demand for houses changed between 1998 85-00 %

and 20047 Explain.| HINT h .

6. Critical Thinking What is the difference between a shift
along a demand curve and a shift of a demand curve?

1. Decision Making Decide whether each of these events GO onllne

would cause a change in demand or only a change in —FHiSchool.com
the quantity demanded of the good in parentheses, and For: Current Events Activity
explain why. (a) A computer manufacturer lowers its Visit: PHSchool.com
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Christy Haubegger .13

It took a tragedy to awaken the nation to the economic power of
Hispanic Americans. In March 1993, the Tejano singer Selena was
murdered. The outpouring of grief in the Latino community was
tremendous. American businesses took notice. If Latinos were buy-

ing millions of records by a Latina singer, entrepreneur Christy
Haubegger reasoned that there were other products, such as maga-
zines, that could be marketed specifically to their community.

The Birth of an Entrepreneur

At the time of Selena’s death, Christy
Haubegger, a recent Stanford University
Law School graduate, was already planning
the nation’s first magazine for Hispanic
American women. The adopted Mexican
American daughter of Anglo parents,
Christy grew up in a Houston, Texas,
neighborhood with few Hispanic residents.
“Orther Hispanic kids were frustrated by
the lack of popular images in the media,”
she recalls, “but at least when they went
home they found people who looked like
they did.”

As Haubegger went on to college and
law school, she and her Latina classmates
continued to have trouble finding role
models. None of the women’s magazines
that they read reflected their cultural,
professional, or beauty concerns. “I felt
[a Hispanic publication| was the one
women’s magazine that I'd want to read,”
Haubegger says. “I kept thinking
‘Somebody should do it,” and finally I
realized that that somebody was going to
have to be me.”

Haubegger approached Edward Lewis,
founder in the 1970s of Essence Magazine,
the first magazine for African American
women. Impressed by her ideas, Lewis
invested several million dollars. In 1996,
the first issue of Latina hit the newsstands.

Hispanic Women and Demand
Latina is marketed to Hispanic American
women between the ages of 18 and 45. The
articles, which are in English with Spanish
summaries, focus on people and topics of
specific interest to Latinas. “It’s 100 percent
Latina, cover to cover,” Haubegger says
proudly of her magazine.

Although many of the ads are in
Spanish, Haubegger has had little trouble
convincing mainstream companies like
Revlon, Honda, and The Gap to advertise
in her magazine. With the Hispanic
American population growing at four times
the national average, companies have taken
notice. “I show them the numbers that say
we buy 15 percent of the country music
and 10 percent of the lipstick,” Haubegger
says, “and suddenly they’re interested.”

CHECK FOR UNDERSTANDING

2. Critical Thinking How is the
growth rate of the Hispanic American
population likely to affect the way
products are marketed in the future?

3. Decision Making If you were going
to create a publication to sell to a seg-
ment of the population in your commu-
nity, what factors would you consider
in deciding which group to target?

1. Source Reading Explain why the
death of Selena led to a growth in the
number of consumer products targeted
specifically at the Latino community.




Objectives

After studying this section you will be able to:
1. Explain how to calculate elasticity of

demand.

2. Identify factors that affect elasticity.
3. Explain how firms use elasticity and

Section Focus

by consumers.

revenue to make decisions.

Elasticity of Demand

Elasticity of demand describes how
consumers will reactto a change in
the price of a good. Their reaction

depends on the original price of the
good and the way that good is used

Key Terms

elasticity of demand
inelastic

elastic

unitary elastic

total revenue

elasticity of demand
a measure of how
consumers react to a
change in price

inelastic describes
demand that is not very
sensitive to a change in
price

elastic describes
demand that is very
sensitive to a change in
price

LEMINADE
B25.9°

Are there some goods that you would
always find money to buy, even if the
price were to rise drastically? Are there
other goods that you would cut back on, or
even stop buying altogether, if the price
were to rise just slightly?

Economists describe the way that
consumers respond to price changes as
elasticity of demand. Elasticity of demand
dictates how drastically buyers will cut
back or increase their demand for a good

“After taxes, operating expenses and

P e e S 2

profits to stockholders, I'm lucky if |

see a nickel of it!”

A Misspelling “lemonade” might not be this

when the price rises or falls, respectively.
Your demand for a good that you will keep
buying despite a price increase is inelastic,
or relatively unresponsive to price changes.
In the second example, in which you buy
much less of a good after a small price
increase, your demand is elastic. A
consumer with highly elastic demand for a
good is very responsive to price changes.

Calculating Elasticity

To compute elasticity of demand, take the
percentage change in the demand of a good,
and divide this number by the percentage
change in the price of the good. You can
find the equation for elasticity in Figure 4.7
on page 92. The law of demand implies
that the result will always be negative.
This is because an increase in the price of a
good will always decrease the quantity
demanded, and a decrease in the price of a
good will always increase the quantity
demanded. For the sake of simplicity, econ-
omists drop the negative sign.

Price Range
The elasticity of demand for a good varies
at every price level. Demand for a good can

be highly elastic at one price and inelastic

entrepreneur’s only mistake. How many people will .
at a different price. For example, demand

buy lemonade if the price rises to $25.00 a glass?



for a glossy magazine will be inelastic when
the price rises 50 percent from 20 cents to
30 cents. The price is still very low, and
people will buy almost as many copies as
they did before. However, when the price
increases 50 percent from $4.00 to $6.00,
demand will be much more elastic. Many
readers will refuse to pay $2.00 more for
the magazine. Yet in percentage terms, the
change in the magazine’s price is exactly
the same as when the price rose from 20
cents to 30 cents.

Values of Elasticity

We have been using the terms inelastic and
elastic to describe consumers’ responses to
price changes. These terms have precise
mathematical definitions. If the elasticity of
demand for a good at a certain price is less
than 1, we describe demand as inelastic. If
the elasticity is greater than one, demand is
elastic. If elasticity is exactly equal to 1, we
describe demand as unitary elastic.

When elasticity of demand is unitary, the
percentage change in quantity demanded is
exactly equal to the percentage change in
the price. Suppose the elasticity of demand
for a magazine at $2 is unitary. When the
price of the magazine rises by 50 percent to
$3, the newsstand will sell exactly half as
many copies as before.

Think back to Ashley’s demand schedule
for pizza in Section 1. Ashley’s demand
schedule shows that if the price per slice
were to rise from $1.00 to $1.50, her
quantity demanded would fall from 4 slices
to 3 slices per day. The change in price
from $1.00 to $1.50 is a 50 percent
increase. The change in quantity demanded
from 4 to 3 slices is a 25 percent decrease.
Dividing the 25 percent decrease in
quantity demanded by the 50 percent
increase in price gives us an elasticity of
demand of 0.5.

Since Ashley’s elasticity of demand at
prices of $1.00 to $1.50 is less than 1, we
say that Ashley’s demand for pizza is
inelastic. In other words, a price increase
has a relatively small effect on the number
of slices of pizza she buys.

Suppose that we survey another | unitary elastic
customer and find that, when the price of | describes demand
3 i : = whaose elasticity is
pizza rises by 40 percent, this person’s exactly equalto 1
quantity demanded falls by 60 percent.
The change in the quantity demanded of
60 percent is divided by the change in
price of 40 percent, equaling an elasticity
of demand of 1.5 (60 percent/40 percent =
1.5). Since this result is greater than 1, this
customer’s demand is elastic. In other
words, this customer is very sensitive to
changes in the price of pizza.

Factors Affecting Elasticity

Why is the demand for some goods so much
less elastic than for other goods? Rephrase
the question and ask yourself, “What is
essential to me? What goods must I have,
even if the price rises greatly?” The goods
you list might have some traits that set them
apart from other goods and make your
demand for those goods less elastic. Several
different factors can affect a person’s elas-
ticity of demand for a specific good.

Availability of Substitutes

1f there are few substitutes for a good, then
even when its price rises greatly, you might
still buy it. You feel you have no good alter-
natives. For example, if your favorite
musical group plans to give a concert, and
you want to attend, there really is no
substitute for a ticket. You could go to a
concert to hear some other band, but that
would not be as good. You've got to have |

Global Connections

Elasticity in the Kitchen Cooking varies from country to
country, and so does elasticity of demand for certain foods. If the price of a
gallon of milk or a pound of ground beef doubled in the United States,
consumers might demand intervention by the government. Do you think this
would happen if the price rise affected onions and potatoes? These two
vegetables are essential to Indian cooking, and when floods ruined crops in
India, their prices more than doubled. In November 1998, angry citizens voted
the ruling party out of office in several states in part because of the high price
of onions.
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Figure 4.7 Elasticity of Demand Ii
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Price
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Elasticity is d

Elasticity =

d using the fc

ing formula:

Percentage change in quantity demanded

To find the percentage change in quantity demanded or price, use the following formula:
Subtract the new number from the original number, and divide the result by the original

h

Percentage change in price

Ignore any negative signs, and multiply by 100 to convert this number to a percentage:
Percentage change = = e fowe x 100
Original number

Example 1: Elastic Demand

Demand

0

T T T
5 10 15 20 25 30
Quantity

2: Inelastic D

d

Demand

T T T T
15 20 25 30
Quantity

If demand is elastic, a small change in price leads to a
relatively large change in the guantity demanded. Follow
this demand curve from left to right.

The price decreases from $4 to 83, a decrease of 25 percent. $4-83 x100=725
$4
The quantity demanded increases from 10 to 20. This is 10-20 , 100=100
an increase of 100 percent.
Elasticity of demand is equal to 4.0. Elasticity is greater than 100% _ 40
1, so demand is elastic. In this example, a small decrease in 255, -
price caused a large increase in the quantity demanded.
If demand is inelastic, consumers are not very responsive to
changes in price. A decrease in price will lead to only a small
change in guantity demanded, or perhaps no change at all.
Follow this demand curve from left to right as the price
decreases sharply from $6 to $2.
The price decreases from $6 to $2, a decrease of about §6-82
— x 100 =67
67 percent. $6
. ) ’ 10-15
The quantity demanded increases fram 10 to 15, an increase of m x100=50
50 percent.
. . . 50%
Elasticity of demand is about 0.75. The elasticity is less than 1, % = 0.79

so demand for this good is inelastic. The increase in quantity
demanded is small compared to the decrease in price.

Unitary elastic demand is a special case. When demand is unitary elastic, an increase
{or decrease) in price will be met by an equal percentage decrease (or increase) in
quantity demanded. Elasticity of demand is exactly 1.

92

Demand
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Elasticity of demand describes how strongly consumers
will react to a change in price.

Supply and Demand If a good's elasticity of demand is
0.2, how will consumers react to an increase in price?



tickets for this concert, and nothing else
will do. Under these circumstances, a
moderate change in price is not going to
change vyour mind. Your demand is
inelastic.

Similarly, demand for life-saving
medicine is usually inelastic. For many
prescription drugs, the only possible substi-
tute is to try an unproven treatment, For
this reason, people with an illness will
continue to buy as much needed medicine
as they can afford, even when the price
goes up.

If the lack of substitutes can make
demand inelastic, a wide choice of substi-
tute goods can make demand elastic. The
demand for a particular brand of apple
juice is probably elastic because people can
choose from dozens of good substitutes if
the price of their preferred brand rises.

Relative Importance

A second factor in determining a good’s
elasticity of demand is how much of your
budget you spend on the good. If you
already spend a large share of your income
on a good, a price increase will force you to
make some tough choices. Unless you want
to cut back drastically on the other goods
in your budget, you must reduce consump-
tion of that good by a significant amount to
keep your budger under control. The

A Demand for some prescription drugs is relatively inelastic
because the patient has few alternatives. Demand for any
one of these drinks would be much more elastic because a
consumer can easily find a less expensive choice.

higher the jump in price, the more you will
have to adjust your purchases.

If you currently spend half of your
budget on clothes, then even a modest
increase in the cost of clothing will
probably cause a large reduction in the
quantity you purchase. In other words,
your demand will be elastic.

However, if the price of shoelaces
doubled, would you cut back on your
shoelace purchases? Probably not. You
may not even notice the difference. Even if
you spend twice as much on shoelaces, they
will still account for only a tiny part of
your overall budget. Your demand for
shoelaces is inelastic.

Necessities Versus Luxuries

The third factor in determining a good’s
elasticity varies a great deal from person to
person, but it is nonetheless important.
Whether a person considers a good to be a
necessity or a luxury has a great impact on
the good’s elasticity of demand for that
person. A necessity is a good people will
always buy, even when the price increases.
Parents often regard milk as a necessity.
They will buy it at any reasonable price. If
the price of a gallon of milk rises from
$2.49 to $4.49, they will still buy as much
milk as their children need to stay healthy.
Their demand for milk is inelastic.

n
ifl= ma

(I RQERE]

o
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A Many people
consider lobster a
luxury and can
easily cut it out of
their budget.

The same parents may regard steak as a
luxury. When the price of steak increases
by a litcle bit, say 20 percent, parents may
cut their monthly purchases of steak by
more than 20 percent, or skip steak alto-
gether. Steak is a luxury, and consumers
can easily reduce the quantity they
consume. Because it is easy to reduce the
quantity of luxuries demanded, demand is
elastic.

Change over Time
When a price changes, consumers often
need time to change their shopping habits.
Consumers do not always react quickly to
a price increase because it takes time to find
substitutes. Because they cannot respond
quickly to price changes, their demand is
inelastic in the short term. Demand some-
times becomes more elastic over time,
however, because people can eventually
find substitutes that allow large adjust-
ments to what they buy.

Consider the example of gasoline. When
a person purchases a vehicle, he or she
might choose a large vehicle that requires a
greater volume of gasoline per mile to run.
This same person might work at a job
many miles away from home and shop ata

0,

Think small. ©

supermarket that is far from both work
and home. These factors determine how
much gasoline this person demands, and
none can be changed easily.

In the early 1970s, several oil-rich coun-
tries cut their oil exports to the United
States, and gasoline prices rose quickly. In
the short run, there was very little that
people could do to reduce their consump-
tion of gasoline. They still needed to drive
to school and work. At first, drivers were
more likely to pay more for the same
amount of gasoline than they were to buy
fuel-efficient cars or move closer to their
schools and workplaces.

However, because gas prices stayed high
for a considerable period of time, some
people eventually switched to more fuel-
efficient cars. Others formed car pools,
walked or rode bicycles, and used public
transportation. In the long run, people
reduced their consumption of gasoline by
finding substitutes. Demand for gasoline,
inelastic in the short term, is more elastic in
the long term.

As another example, consider what
happened to gasoline prices from the early
1980s through the early 2000s. Adjusting
for inflation, the price of a gallon of gas fell

A When gas prices rose in the 1970s, auto manufacturers advertised how little
fuel their cars used. In recent years when gas prices were low, new advertising
emphasized strength and size, even though those cars used more gasoline.
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considerably from its highs in the 1970s. In
addition, gasoline prices remained low for
many years. At first, people continued to
seek out fuel-efficient cars. Over time,
however, many Americans switched back
to larger vehicles that get fewer miles to the
gallon. Because the price of gas remained
low, people gradually adjusted their habits
to use more and more gasoline, Just as
demand for gasoline responded slowly to
an increase in price, it also responded
slowly to a decrease in price.

Elasticity and Revenue

Elasticity is important to the study of
economics because elasticity helps us
measure how consumers respond to price
changes for different products. Elasticity is
also an important tool for business
planners like the pizzeria owner described
in Sections 1 and 2. The elasticity of
demand determines how a change in prices
will affect a firm’s total revenue or income.

Computing a Firm’s Total Revenue

A company’s total revenue is defined as the
amount of money the company receives by
selling its goods. This is determined by two
factors: the price of the goods and the
quantity sold. If a pizzeria sells 125 slices of
pizza per day at $2.00 per slice, total
revenue would be $250 per day.

Total Revenue and Elastic Demand

The law of demand tells us that an increase
in price will decrease the gquantity
demanded. When a good has an elastic
demand, raising the price of each unit sold
by 20 percent will decrease the quantity
sold by a larger percentage, say 50 percent.
The quantity sold will drop enough to
actually reduce the firm’s total revenue.
Figure 4.8, drawn from the demand curve
for the pizzeria, shows how this can
happen. An increase in price from $2.50 to
$3.00, or 20 percent, decreases the
quantity sold from 100 to 50, or 50
percent. As a result, total revenue drops
from $250 to $150.

Figure 4.8 Revenue Table

inelastic?

The same process can also work in
reverse. If the firm were to reduce the price
by a certain percentage, the quantity
demanded could rise by an even greater
percentage. In this case, total revenues
could rise.

It may surprise you that a firm could
lose revenue by raising the price of its
goods. But if the pizzeria started selling
pizza at $10 a slice, it would not stay in
business very long. Remember that elastic
demand comes from one or more of these
factors:

1. availability of substitute goods

2.a limited budger that does not allow
price changes

3.the perception of the good as a
luxury item

If these conditions are present, then the
demand for the good is elastic, and a firm
may find that a price increase reduces its
total revenue.

Total Revenue and Inelastic Demand
Remember that if demand is inelastic,
consumers’ demand is not very responsive
to price changes. Thus, if the firm raises its
price by 25 percent, the quantity demanded
will fall, but by less than 25 percent. The
firm will have greater total revenues. In
other words, the higher price makes up for
the firm’s lower sales, and the firm brings in
more money.

Setting prices too high or too low can hurt revenue.
Markets and Prices When the price doubles from
$.50 to $1.00, is demand elastic, unitary elastic, or

total revenue the total
amount of money a firm
receives by selling
goods or services

Chapter 4 m Section3 95



Figure 4.9 Elasticity and Revenue ‘ H IIl[

Elastic Demand

Inelastic Demand

SUlLBlN g Elasticity of demand determines the effect of a price change on total revenues.
Markets and Prices Why will revenue fall if a firm raises the price of a good
whose demand is elastic?

FCONCE® "

On the other hand, a decrease in price
will lead to an increase in the quantity
demanded if demand is inelastic. However,
demand will not rise as much, in percentage
terms, as the price fell, and the firm’s total
revenue will decrease.

Elasticity and Pricing Policies

Because of these relationships, a firm needs
to know whether the demand for its
product is elastic or inelastic at a given
price. This knowledge helps the firm make

pricing decisions that lead to the greatest
revenue. If a firm knows that the demand
for its product is elastic atr the current
price, it knows that an increase in price
would reduce toral revenues. On the other
hand, if a firm knows that the demand for
its product is inelastic at its current price, it
knows that an increase in price will
increase total revenue. In the next chapter,
vou will read more about the choices
producers make to reach an ideal level of
revenue.

Progress Monitoring Online

| For: Self-guiz with vocabulary practice

Web Code: mna-2047

6. Try This Interview a manager at a local restaurant or

Key Terms and Main ldeas i ]
N Ein i e SEeity b Aiasd it your pivn wnms_%smre. Ask if he or she has changed the price of any good

or service in the past year, and if so, how sales were
affected. Is demand for each of these goods or services
elastic or inelastic? What factors might explain your
answer?

1. Critical Thinking Think of a good, like gasoline, for
which demand can become more elastic over time.
What changes can take place in the long term to affect
demand?

2. Name a good with elastic demand at its current price.

3. Why is demand for home heating fuel inelastic in cold
weather?

4. How do we calculate total revenue? i HINT i

Applying Economic Concepts

5. Math Practice Use the formula in Figure 4.7 to calculate
the exact elasticity of demand in the following examples.
Then tell if, in each case, demand is elastic, inelastic, or =
unitary elastic. (a) When the price of a deluxe car wash GO @nllne
rises from $10.00 to $11.00, the number of daily Hischool.com
customers falls from 60 to 48. (b) A dentist with 80 For: Math Activity

Visit: PHSchool.com

patients cuts his fee for a cleaning from $60.00 to $54.00 @
and attracts two new patients.'_gu INT i Web Code: mnd-2043
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Entrepreneurs

What Makes a Person an Entrepreneur?

ntrepreneurs come in all shapes and sizes. Some have become very wealthy
Eand well known, such as Andrew Carnegie who built a successtul steel com-
pany in the 1800s, and Mary Kay Ash who founded Mary Kay Cosmetics. Most

entrepreneurs, however, are involved in
much smaller ventures, but all entrepre-
neurs have many things in common.

Traits Entrepreneurs have the ability to see

a business opportunity where others do not.

In other words, they recognize an existing
or potential demand for which there is no
supply. Most of all, entrepreneurs possess a
willingness to take risks and an ability to
learn from the mistakes that they make.

Vision A classic story of entrepreneurial
success 1s that of Charles Darrow. In 1933,
Darrow found himself out of work. To
support his family, he took whatever odd
jobs he could find, but he had a brilliant
business idea. He wanted to create a com-
pelling board game in which people could
live the fantasy of acquiring land, houses,
and hotels which they could rent or sell to
fellow players. Recalling a vacation he had

A A vacation spent strolling t.he Boardwalk in ﬁtlaniic
City gave Charles Darrow the idea for a game.

once taken in Atlantic City, New Jersey, Darrow named the real estate featured
in his game after places in that city. He called the game Monopoly®.

Perseverance Although many people told him he was wasting his time, Darrow
spent months developing Monopoly. He then took his game to Parker Brothers,
a leading board game company, which rejected the game because it found 52
flaws in it. Undaunted, Darrow corrected every one of the flaws. Then, with
help from a friend who was a printer, he produced several Monopoly sets, which

he tried to sell to local stores.

Finally, after weeks of pounding the pavement, a Philadelphia department
store agreed to buy 5,000 of the Monopoly sets. The store sold all of the games
so quickly that Parker Brothers reconsidered and agreed to produce the game.
Within a year, more than 800,000 sets were sold, and soon Charles Darrow
became a millionaire. Since that time, some 100 million sets of Monopoly have

been sold worldwide.

Applying Economic ldeas

1. What entrepreneurial traits did Darrow use to make Monopoly a success?

2. For Darrow, what were the benefits and drawbacks of being an entrepreneur?




Chapter @ Assessment

Chapter Summary

summary of major ideas in Chapter 4 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 4.

Section 1 Understanding Demand (pp. 79-83)

Demand describes the ability and desire to buy a
good or service. The law of demand says that the
quantity demanded of a good will fall as the good’s
price increases. Two possible responses to a change
in price, the substitution effect and the income effect,
work together to create the law of demand. You can
list demand for a good at all possible prices in a
demand schedule and chart these points on a demand
curve. Every individual has a demand schedule for a
good, and you can find the demand schedule for the
entire market by adding up all individual demand.

Section 2 Shifts of the Demand Curve (pp. 85-88)

A demand curve shows demand when price varies,
but all other factors stay the same. When other fac-
tors change, the demand curve shifts to the left or to
the right. When a rise in income leads a consumer
to increase consumption of a good, that good is a
normal good. If a higher income leads to lower con-
sumption of a good, it is called an inferior good.
Other factors that can affect demand are changes in
population, tastes, and the prices of other goods.

Section 3 Elasticity of Demand (pp. 90-96)

Elasticity of demand describes how strongly buyers
will react to a change in a good’s price. When
demand is elastic, buyers will make relatively big
changes to their consumption of a good when its
price rises or falls. When demand is inelastic, con-
sumers will only change their consumption slightly
relative to the change in price. Demand will be more
elastic if the good has many substitutes, is consid-
ered a luxury, or accounts for a large share of the
buyer’s income. Entrepreneurs can estimate the elas-
ticity of demand for some goods and use this num-
ber to make pricing decisions.

Key Terms

Complete each sentence by choosing the cor-
rect answer from the list of terms below. You
will not use all of the terms.

HINT

HINT

HINT
HINT

. For a(n)

. The

. According to the

normal good inferior good HINT
complements law of demand  HINT
income effect unitary elastic

Idemand curve elastic HINTh
HINT ) inelastic elasticity o emand-

1.

You would refer to a(n) to find the
quantity that a person would purchase at
each price that could be offered in a market.
, a consumer’s demand will
increase as his or her income increases.
occurs when an increase in price
decreases a consumer’s real income.

. Demand for goods that are necessities is

usually

. If the elasticity of demand of a good is

equal to 1, it is described as
, when prices
increase, demand will decrease.

. Two goods that are bought and used

together are

Using Graphic Organizers

8. On a separate sheet of paper, copy the muld-
flow map below. Organize information on
shifts in the demand curve for cars by com-
pleting the muliiflow map with possible
causes and effects for shifts in the demand
curve.

An
increasein | | .|
car prices
Causes this
type of shift in Shift to
™ the demand ™ the right
curve
No
—— |—» change in
demand
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Reviewing Main ldeas

9. Describe the substitution effect in your own
words, and give one example. | HINT i
10. List and describe three causes for shifts in the
demand curve. WNT l
1. Why do economists use percentage change to
calculate elasticity of demand? | HIl
12. What are four factors that affect elasticity?| HINT |

Critical Thinking

13. Predicting Consequences Will there always be a
demand for inferior goods? How could demand
for an inferior good decrease?

14. Drawing Conclusions Do you agree or disagree
with the following statement? An increase in
income will shift the demand curve for a normal
good to the left. Explain your answer.

15. Testing Conclusions Choose three goods. Then
predict whether they have elastic or inelastic
demand at their current price. Next, determine
their elasticity by creating a demand schedule
and curve for each one, Gather information for
the demand schedules from your classmates.

Problem-Solving Activity

16. As a business owner, you are always concerned
about how much of your good or service is
demanded. If there is an increase in your pro-
duction costs, what options do you have to keep
your product in demand?

Economics Journal

Essay Writing Return to the list of five goods
you recently bought. For each item, explain
whether you consider your demand for that good
to be relatively elastic or inelastic, and why. List
two factors for each item that could change your
demand for that item.

Skills for Life

Analyzing Tables Review the steps shown on page
84; then answer the following questions using the
table below.

17. How many urban residents would take a taxi
ride that costs $20?

18. List two outside factors that may be used to help
interpret this table.

19. Which service has equally low demand in both
regions at $30?

20. Compare lawn mowing and taxi rides. What
reason could there be for such different demands
in different areas?

21. Which service has inelastic demand in both
urban and suburban areas?

W 100 people in an urban area and 100 people in a suburban
or rural area were asked if they were willing to pay $10, $20,
or 830 for several services. The number willing to pay each
price is listed below.

Demand Schedule for Selected Services

Urban Suburban and Rural
Service T T t T
s s S0 s s
Lawn mowing 15 8 2 82 il 42
Taxi ride 84 78 37 10 8 1
Haircut 92 61 18 88 57 19

Progress Monitoring Online
For: Chapter 4 Self-Test  Visit: PHSchool.com

Web Code: mna-2041
As a final review, take the Economics Chapter 4 Self-Test
and receive immediate feedback on your answers. The

test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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family buys a half-gallon of orange juice at the supermarket.
An author hires a graduate student to translate a book. A
store sells a bicycle to a woman over the Internet.
Eau..h of t} hanges involves a buyer and a seller. In this
supply ” of the marketplace,
wher seller.s decide how much to produce or supply. After
reading the chapter, you’ll better understand the factors that
influence sellers’ sions on how much orange juice to produce,
how many hours a week to work as a translator, or how many
bicycles to export.

Economics Journal

Write down a list of three goods: one
that is usually available and “on sale,”
anather that is popular but difficultto |
find, and a third that falls somewhere |
in between. What prices do stores
charge for these goods?

-Go Online
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For: Current Data
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Understanding Supply

1579 ) S | Section Focus Key Terms
~ After studying this section you will be able to:  The law of supply predicts that supply
1. Explain the law of supply. producers will offer more of a good law of supply
; as its price goes up. How strongly guantity supplied
" I;;t:;]cm;a supply graphusing.a supgly producers react to a change in price supply schedule
s B ) . depends on their ability to raise or variahle
3. Explain the re[:annnshrp between elasticity | er output. market supply schedule
of supply and time. supply curve
market supply curve
elasticity of supply

f you were running a business, what

would you do if you discovered that
customers were suddenly willing to pay
twice as much for your product? If you
were like most entrepreneurs, you would
try to produce more in order to take advan-
tage of the higher prices. Even if you used
the higher prices as a way to work fewer
hours while earning the same income, you
could be sure that someone else would
jump into the market and start selling the
same good.

The Law of Supply

Supply is the amount of goods available.
How do producers decide how much to
supply? According to the law of supply, the
higher the price, the larger the quantity
produced. Economists use the term gquantity
supplied to describe how much of a good is
offered for sale at a specific price.

The law of supply develops from the
choices of both current and new
producers of a good. As the price of a
good rises, existing firms will produce
more in order to earn additional revenue.
At the same time, new firms will have an
incentive to enter the market to earn a
profit for themselves. If the price of a good
falls, some firms will produce less, and
others might drop out of the market.

These two movements—individual firms
changing their level of production and
firms entering or exiting the market—
combine to create the law of supply.

Higher Production

If a firm is already earning a profit by
selling a good, then an increase in the
price—ceteris paribus—will increase the

Figure 5.1 Law of Supply

1y

Price

As price
increases. .. -

Quantity
supplied =
increases ¢

Price

As price
falls. ..

production.

F ' of demand?

Chapter 5 m Section 1

supply the amount of
goods available

law of supply
tendency of suppliers
to offer more of 3 good
at a higher price

quantity supplied the
amount a supplier is
willing and able to
supply at a certain
price

Supply

Quantity

supplied
falls

Incentives How is the law of supply different from the law
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In the News Read more about supply in
“Blockbuster Stresses Buying Over
Renting, “an article in The Wall Street
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firm’s profits. The promise of
higher revenues for each sale
also encourages the firm to
produce more. Consider the
pizzeria you read abourt in
Chapter 4. The pizzeria is
probably making a reason-
able profit by selling a cerrain
number of slices a day at the
market price. If the pizzeria
weren't making a profit, the
owner would soon try to
raise the price or switch from
pizzas to something more
profitable.

If the price of pizza rises,
but the firm’s cost of making

pizza stays the same, then the pizzeria will
carn a higher profit on each slice of pizza.
A sensible entreprencur would try to
produce and sell more pizza to take advan-
tage of the higher prices.

Similarly, if the price of pizza goes down,
the pizzeria will earn less profit per slice or
even lose money. The owner will choose to
sell less pizza and produce something else,

P The music industry
illustrates how profit drives
suppliers’ decisions. As
different musical styles
become popular, new groups
make recordings to profit from
the current fad.
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such as calzones or sandwiches, that will
yield more profit.

In both cases, the search for profit drives
the supplier’s decision. When the price goes
up, the supplier recognizes the chance to
make more money and works harder to
produce more pizza. When the price falls,
the same entrepreneur is discouraged from
producing as much as before.

Market Entry
Profits appeal both to producers already in
the market and people who may decide to
join the market. As you have seen, when
the price of pizza rises, a pizzeria stands out
as a good opportunity to make money. If
you were considering opening a restaurant
of your own, a pizzeria would look like a
safe bet. In this way, rising prices draw new
firms into a market and add to the quantity
supplied of the good.

Consider the market for music. In the
late 1970s, disco music became popular
among young people. The music industry
quickly recognized the popularity of disco,
and more and more groups began releasing
disco recordings. Even some groups that
once performed soul music and rhythm
and blues chose to record disco albums.
New entrants crowded the market to take
advantage of the potential for profit. Disco,
however, proved to be a short-lived fad. By
the early 1980s, disco music was gone from
the radio, and stores couldn’t sell the
albums on their shelves.



This pattern of sharp increases and
decreases in supply occurs again and again
in the music industry. In the early 1990s,
“grunge” music emerged from Seattle to
become widely popular among high school
and college students across the country.
How did the market react? Record labels
soon hired many grunge groups. Music
stores devoted more and more space to this
style of music. Within a few years,
however, grunge lost its appeal, and many
groups disbanded or moved on to new
styles. Other styles of musie, such as salsa,
achieved new popularity.

In each of the examples above, many
musicians joined the market for a partic-
ular style of music to profit from a trend.
Their actions reflected the law of supply,
which says that the output or guanticy
supplied of a good increases as the price of
the good increases.

The Supply Schedule

Similar to a demand schedule, a supply
schedule shows the relationship between
price and quantity supplied for a specific
good. The pizzeria discussed earlier might
have a supply schedule that looks like the
one in Figure 5.2. This table compares two
variables, or factors that can change. These
variables are the price of a slice and the
number of slices supplied by a pizzeria. We
could collect this information by asking the
pizzeria owner how many slices she is
willing and able to make at different prices,
or we could look at records to see how the
quantity supplied has varied as the price
has changed. We will almost certainly find
that at higher prices, the pizzeria owner is
willing to make more pizza. At a lower
price she prefers to make less pizza and to
devote her limited resources to other, more
profitable, items.

Like a demand schedule, a supply
schedule lists supply for a very specific set
of conditions, The schedule shows how the
price of pizza, and only the price of pizza,
affects the pizzeria’s output. All of the other
factors that could change the restaurant’s
output decisions, such as the costs of

Figure 5.2 Supply Schedule

$ 50

$1.00 150

$1.50 200

$2.00 250

$250 300

$3.00 350
@W\LDIN.  This supply schedule lists how

many slices of pizza one pizzeria
will offer at different prices.
Incentives What does this chart
tell you about the pizzeria
owner’s decisions?
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tomato sauce, labor, and rent, are assumed
o remain constant.

A Change in the Quantity Supplied
Economists use the word supply to refer to
the relationship between price and quantity
supplied, as shown in the supply schedule.
The pizzeria’s supply of pizza includes all
possible combinations of price and ourput.
According to this supply schedule, the
pizzeria’s supply is 100 slices at $ .50 a
slice, 150 slices at $1.00 a slice, 200 slices
at $1.50 a slice, and so on. The number of
slices that the pizzeria offers at a specific
price is called the quantity supplied at that
price. At $2.50 per slice, the pizzeria’s
quantity supplied is 300 slices per day.

A rise or fall in the price of pizza will
cause the quantity supplied to change, but
not the supply schedule. In other words, a
change in a good’s price moves the seller
from one row to another in the same
supply schedule, but does not change the
supply schedule itself. When a factor other
than the price of pizza affects output, we
have to build a whole new supply schedule
for the new market conditions.

Market Supply Schedule

All of the supply schedules of individual
firms in a market can be added up to create
a market supply schedule. A market supply
schedule shows the relationship between
prices and the total quantity supplied by all

Chapter 5 m Section 1

supply schedule a
chart that lists how
much of a good a
supplier will offer
at different prices

variable a factor that
can change

market supply schedule
a chart that lists how
much of a good all
suppliers will offer at
different prices
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supply curve a graph of
the quantity supplied of
a good at different
prices

market supply curve a
graph of the quantity
supplied of a good by
all suppliers at different
prices

elasticity of supply 2
measure of the way
quantity supplied reacts
to a change in price
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Figure 5.3 Marlket Supply Schedule

Price per slice of pizza | Slices supplied per day
§ .50 1,000
$1.00 1,500
$1.50 2,000
$2.00 2,500
$2.50 3,000
$3.00 3,500

A market supply schedule repre-
sents all suppliers in a market.
Supply and Demand How does this
market supply schedule compare
to the individual supply schedule?

firms in a particular market. The informa-
tion in a market supply schedule becomes
important when we want to determine the
total supply of pizza at a certain price in a
large area, like a city.

The market supply schedule for pizza
resembles the supply schedule at a single
pizzeria, but the quantities are much larger.
Figure 5.3 shows the supply of pizza for a
hypothetical city.

This market supply schedule lists the
same prices as those in the supply schedule
for the single pizzeria, since all restaurants
will charge prices within the same range.
The quantities supplied are much larger
because there are many pizzerias in the
community. Like the individual supply
schedule, this market supply schedule
reflects the law of supply. Pizzerias supply
more pizza at higher prices.

The Supply Graph

When the data points in the supply
schedule are graphed, they create a supply
curve. A supply curve is very similar to a
demand curve, except that the horizontal
axis now measures the quantity of the good
supplied, not the quantity demanded.
Figure 5.4 shows a supply curve for one
pizzeria and a market supply curve for all the
pizzerias in the city. The data used to draw
the two curves are from the supply sched-
ules in Figures 5.2 and 5.3. The prices

shown along the vertical axes are the same
in both graphs. However, the quantities of
pizza supplied at each price are much larger
in the market supply curve.

The key feature of the supply curve is
that it always rises from left to right. As
your finger traces the curve from left to
right, it moves toward higher and higher
output levels (on the horizontal axis) and
higher and higher prices (on the vertical
axis). This illustrates the law of supply,
which says that a higher price leads to
higher output.

Supply and Elasticity

In Chapter 4, you learned thar elasticity of
demand measures how consumers will
react to a change in price. Elasticity of supply
is based on the same concept. Elasticity of
supply is a measure of the way suppliers
respond to a change in price.

Elasticity of supply tells how firms will
respond to changes in the price of a good.
The labels elastic, inelastic, and unitary
elastic represent the same values of elasticity
of supply as those of elasticity of demand.
When elasticity is greater than one, supply
is very sensitive to changes in price and is
considered elastic. If supply is not very
responsive to changes in price, and elas-
ticity is less than one, supply is considered
inelastic. When a percentage change in price
is perfectly matched by an equal percentage
change in quantity supplied, elasticity is
exactly one, and supply is unitary elastic.

Elasticity of Supply and Time

What determines whether the supply of a
good will be elastic or inelastic? The key
factor is time. In the short run, a firm
cannot easily change its output level, so
supply is inelastic. In the long run, firms are
more flexible, so supply is more elastic.

Elasticity of Supply in the Short Run

An orange grove is one example of a
business that has difficulty adjusting to a
change in price in the short term. Orange
trees take several years to mature and grow



Figure 5.4 Supply Curves
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fruit, If the price of oranges goes up, an
orange grower can buy and plant more
trees, but he will have to wait several years
for his investment to pay off. In the short
term, the grower could take smaller steps
to increase output. For example, he could
use a more effective pesticide. While this
step might increase his output somewhat, it
would probably not increase the number of
oranges by very much. Economists would
say that his supply is inelastic, because he
cannot easily change his output. The same
factors that prevent the owner of the
orange grove from expanding his supply
will also prevent new growers from
entering the market and supplying oranges
in the short term.

In the short run, supply is inelastic
whether the price increases or decreases. If
the price of a crate of oranges falls, the
grove owner has few ways to cut his supply.
He invested years ago in land and trees, and
his grove will provide oranges no matter
what the price is. Even if the price drops
drastically, the grove owner will probably
pick and sell nearly as many oranges as
before. The grove owner’s competitors have
also invested heavily in land and trees and
won’t drop out of the market if they can
survive. In this case, supply is inelastic
whether prices rise or fall.

Market Supply Curve

Supply

I I I I T I I
o 500 1,000 1,500 2,000 2,500 3,000 3,500 4,000
Output (slices per day)

While orange groves illustrate a business
in which supply is inelastic, other busi-
nesses benefit from more elastic supply.
For example, a business that provides a
service, such as a haircut, is highly elastic.
Unlike oranges, the supply of haircuts is
easily expanded or reduced. If the price
rises, barber shops and salons can hire
workers quickly.

CurrLY

o

|

When supply is elastic, a
small increase in price has
a big effect on supply.

‘\umme

ETToNCe

When supply is elastic, it reacts
strongly to changes in price.
Supply and Demand If supply is
inelastic, how will supply react
to a small increase in price?
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Supply curves
always rise from left
to right, as predicted
by the law of supply.
As price increases,
so does the guantity
supplied.

Supply and Demand
How many slices
will one pizzeria
produce at $2.00 a
slice?
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P While the supply
of oranges is
inelastic, the supply
of goods made from
oranges is elastic.
For example,
producers can
choose whether to
produce more or less
orange juice from the
oranges.

In addition, new barber shops and
salons will open, and existing businesses
might stay open later in the evening. This
means that a small increase in price will

cause a large increase in quantity supplied,
even in the short term.

If the price of a haircut drops, some
barbers will close their shops earlier in the
day, and others will leave the market for
jobs elsewhere. Quantity supplied will fall
quickly. Because haircur suppliers can
quickly change their operations, the supply
of haircuts is elastic.

Elasticity in the Long Run

Like demand, supply can become more
elastic over time. Consider the example of
the orange grower who could not increase
his output much when the price of oranges
rose. Over time, he could plant more trees
to increase his supply of oranges. These
changes will become more effective over
time as trees grow and bear fruit. After
several years, he will be able to sell many
more oranges at the high market price.

If the price drops and stays low for
several years, orange growers who survived
the first two or three years of losses might
decide to give up and grow something else.
Given five years to respond instead of six
weeks, the supply of oranges will be far
more elastic. Just like demand, supply
becomes more elastic if the supplier has a
long time to respond to a price change.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-2055

Key Terms and Main Ideas 6. Critical Thinking When the price of a good rises, total

1. Explain the law of supply in your own words., HINT '

supplied?;\.{ HINT
3. How does the quantity supplied of a good with a large
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Environmental Policy

Enuironmental policy deals with the way humans interact with the natural
world. Environmental policy should help set guidelines for how people can
best use natural resources without having a long-term negative effect on the
waorld around us. This sample environmental policy report discusses a situa-
tion where the actions of people have had an effect on the landscape.

1. Identify the people and places in the 2. Describe the impact of human action on

report. Environmental policy deals
with both the natural world and the
way people use it. In this policy
report, the author has described a
particular kind of natural landscape
and also a particular kind of human
activity. (a) What is the natural land-
scape discussed in the report? (b)
What are the human actions dis-
cussed in the report?

For decades, we have worked to manage
fire danger in the national forests and park-
lands by putting out all fires as soon as possi-
ble. Fire suppression was believed to be in the
best interests of the forest, and served to pro-
tect the houses built in or near forests. More
than thirty-four million people live in areas at a
high risk of fire, and for many years we
thought that fire suppression was the best way
to protect those people.

Experts on forest and forests fires now
say that fire suppression may not be the best
thing for the forests, or for the people living
near the forests. The normal life cycle for a
forest probably involves regular small fires
and the occasional large fire. Under those
conditions, the underbrush plants between
the large trees will be cleared out on a regu-
lar basis. If we suppress fires in the forest
areas, then the underbrush becomes too tall
and crowded, which eventually puts the
whole forest area at a higher risk for the type
of large and difficult to control fires that
swept through Southern California in 2004.
We are recommending that the forestry ser-
vice adopt a new policy of not suppressing
smaller fires.

the environment. When there are dif-
ferent courses of action open to peo-
ple, it's not always easy to choose
between them. (a) The report
describes two different ways people
can act in this situation. What are
they? (b) List the advantages and dis-
advantages of each course of action.

3. Identify the different needs of different

groups. Most environmental policy
statements have to deal with the differ-
ent needs of all of the groups involved
in the decision. (a) Do you think the
needs of people who live closer to the
fire risk areas are different than the
needs of people who don't live as
close? (b) Does this report discuss any
ways that people who live near fire risk
areas can act to protect themselves
from the regular small fires?

Additional Practice

Find a natural landscape near your
home that has been affected by
human use, and write a sample
environmental policy report. Do you
think that the human use of that
area should continue the way it has
been going so far? Do you think that
people should change their use of
that area? Why or why not?
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Objectives

Aiter studying this section you will be able to:

1. Explain how firms decide how much labor
to hire to produce a certain level of output.

2. Analyze the production costs of a firm.
3. Understand how a firm chooses to set

output.

Section Focus

4. Explain how a firm decides to shut down
an unprofitable business.

Entrepreneurs consider marginal
benefits and costs when deciding
how much output to produce.
Ordinarily, firms earn their highest
profits when the cost of making
one more unit is the same as the
market price of the good.

Costs of Production

Key Terms

marginal product of labor
increasing marginal returns
diminishing marginal returns
fixed cost

variable cost

total cost

marginal cost

marginal revenue

operating cost

marginal product of
labor the change in
output from hiring ane
additional unit of labor

The supply of
beanbag chairs in
the market depends
on several factors,
including the cost of
labor and capital. ¥
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l n Section 1, we identified how producers
respond to a change in price. The law of
supply states that producers will offer
more goods as the price goes up and fewer
as the price falls. In this section, we will
explain how a supplier decides how much
to produce.

Consider a firm that produces beanbags.
The firm’s factory has one sewing machine
and one pair of scissors. The firm’s inputs
are workers and materials, including cloth,
thread, and beans. Assume that each
beanbag requires the same amount of
materials. As the number of workers
increases, what happens to the quantity of
beanbags produced?

Labor and Output

One of the basic questions any business
owner has to answer is how many workers
to hire. To answer this question, owners
have to consider how the number of
workers they hire will affect their total
production. For example, at the beanbag
factory, one worker can produce four
beanbags per hour. Two workers can make
a total of ten bags per hour, and three can
make a total of seventeen beanbags an
hour. As new workers join the company,
total output increases. After the seventh
worker is hired, production peaks at 32
beanbags per hour. When the firm hires the
eighth worker, however, total outpurt drops
to 31 bags per hour.

Figure 5.6 shows the relationship
between labor, measured by the number of
workers in the factory, and the number of
beanbags produced.

Marginal Product of Labor

The third column of Figure 5.6 shows the
marginal product of labor, or the change in
output from hiring one more worker. This
is called the marginal product because it
measures the change in output at the
margin, where the last worker has been
hired or fired.



The first worker to be hired produces
four bags an hour, so her marginal product
is four bags. The second worker raises total
output from four bags an hour to ten, so her
marginal product of labor is six. Looking
at this column, we see that the marginal
product of labor increases for the first three
workers, rising from four to seven.

Increasing Marginal Returns

The marginal product of labor increases for
the first three workers because there are
three tasks involved in making a beanbag.
Workers cut and sew cloth into the correct
shape, stuff it with beans, and sew the bag
closed. In our example, a single worker
performing all these tasks would only
produce four bags per hour Adding a
second worker would allow each worker to
specialize in one or two tasks. If each
worker focuses on only one part of the
process, she will waste less time switching
between tasks and will become more
skillful at her assigned tasks. In other
words, specialization increases output per
worker, so the second worker adds more to
output than the first. The firm enjoys
increasing marginal returns.

In our example, there are benefits from
specialization for the first three workers.
The firm enjoys a rising marginal product
of labor for the first three workers.

Diminishing Marginal Returns

When the fourth through the seventh
workers are hired, the marginal product of
labor is still positive. Each new worker still
adds to rtotal output. However, the
marginal product of labor shrinks as each
worker joins the company. The fourth
worker increases output by six bags, while
the seventh increases output by only one
bag. Why?

After the beanbag firm hires its first three
workers, one for each task, the benefits of
specialization end. At that point, adding
more workers increases total output, but at
a decreasing rate. This situation is known
as diminishing marginal returns. A firm with
diminishing marginal returns of labor will

Figure 5.6 Marginal Product of Labor
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produce less and less output from each
additional unit of labor added to the mix.
The firm suffers from diminishing
marginal returns from labor because its
workers must work with a limited amount
of capital. Remember that capital is any
human-made resource that is used to
produce other goods. In this example,
capital is represented by the factory’s
single sewing machine and pair of scissors.
When there are three workers, but only
one needs to use the sewing machine, this
worker will never have to wait to get to

Figure 5.7 Increasing, Diminishing, and’

Negative Marginal Returns
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The marginal product
of labor is the increase
in output added by the
last unit of labor.
Specialization

Why does the
marginal product of
labor decrease with
more than four
workers in this
example?

increasing marginal
returns a level of
production in which
the marginal product of
labor increases as the
number of workers
increases

diminishing marginal
returns a lovel of
production in which

the marginal product of
labar decreases as the
number of workers
increases
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S
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Labor has increasing
and then diminishing
marginal returns.
Opportunity Cost
What is the marginal
product of labor when
the factory currently
employs five
workers?
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FAST FACT

To understand the diminishing
marginal returns of capital, consider
an Internet service provider that
mailed millions of free copies of its
software on compact discs. The first
discs sent out got customers
interested in the product and
provided a good return on
investment After s
received several additional discs,
however, the discs no longer caught
their attention and more often than
not ended up in the trash.

work. When there are more
than three workers, the
factory will assign more than
one to work at the sewing
machine. While one is
working, the other will have
to wait. She may be able to
help cut fabric or stuff bags
in the meantime, but every
bag must be sewn up at some
point, so she cannot greatly
increase the speed of the
production process.

The problem gets worse as
more workers are hired and

the amount of capital remains constant.
Wasted time waiting for the sewing
machine or scissors means that additional

Figure 5.8 Fixed and Variable Cost

Variable Cost

Goods: Companies buy
most goods only when
they need them.

Fixed Cost

SULLDIN o

P toncer
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Manager: Some workers are
essential to the founding and
running of a company and
will keep their jobs even if
the company closes
tempaorarily.

workers will add less and less to total
output at the factory.

Negative Marginal Returns

As the table in Figure 5.6 shows, adding
the eighth worker at the beanbag factory
can actually decrease outpur by one bag.
At this stage, workers get in each other’s
way and disrupt the production process,
so overall output decreases. Of course,
few companies ever hire so many workers
that their marginal product of labor
becomes negative.

Production Costs

Paying workers and purchasing capital are
all costs of producing goods. Economists

Variable Cost
Electricity: Lights and other equipment
e are turned off when the store is closed.

Fixed Cost

Rent: A firm must
rent or buy space
before it opens
for business.

Variable Cost

Part-time Salesman: n busy times,
companies hire workers on short-
term contracts and let them go
when they're no longer needed.

Firms must separate fixed costs from variable costs to determine whether or not to

produce at a given market price.

Entrepreneurs Why are some employees considered variable costs?



Figure 5.9 Production Costs I
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divide a producer’s costs into two cate-
gories: fixed costs and variable costs.

Fixed Costs

A fixed cost is a cost that does not change,
no matter how much of a good is produced.
Most fixed costs involve the production
facility, the cost of building and equipping
a factory, office, store, or restaurant.
Examples of fixed costs include rent,
machinery repairs, property taxes on a
factory, and the salaries of workers who
keep the business running even when
production temporarily stops.

Variable Costs

Variable costs are costs that rise or fall
depending on the quantity produced. They
include the costs of raw materials and
some labor. For example, to produce more
beanbags, the firm must purchase more
beans and hire more workers to stuff the
beanbags. If the company wants to
produce less and cut costs, it can stop
buying beans or have some workers work
fewer hours a week. The cost of labor is a
variable cost because it changes with the
number of workers, which changes with
the quantity produced. Electricity and
heating bills are also variable costs,
because the company can cut off heat and

electricity for the factory and its machines
when they are not in use.

Total Cost

Figure 5.9 shows some cost data for the
firm that produces beanbags. The firm has
a factory that is fully equipped to produce
beanbags. How does the cost of producing
beanbags change as the output increases?

In our example, the fixed costs are the
costs of the factory building and all the
machinery and equipment inside. As shown
in the second column in Figure 5.9, the
fixed costs are $36.00 per hour.

Variable costs include the cost of beans,
fabric, and most of the workers hired to
produce the beanbags. As shown in the
third column, variable costs rise with the
number of beanbags produced. Fixed costs
and variable costs are added together to
find total cost. Total cost is shown in the
fourth column.

Marginal Cost
If we know the total cost at several levels of
output, we can determine the marginal cost
of production at each level. Marginal cost
is the additional cost of producing one
more unit.

As shown in Figure 5.9, even if the firm
is not producing a single beanbag, it still
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Firms consider a
variety of costs when
deciding how much
to produce.

Markets and Prices
Why is the marginal
revenue always
equal to $24?

fixed cost a cost that
does not change, no
matter how much of a
good is produced

variable cost a cost
that rises or falls
depending on how
much is produced

total cost fixed costs
plus variable costs

marginal cost the cost

of producing one more
unit of a good
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marginal revenue the
additional income from
selling one moare unit of
a good; sometimes
equal to price
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must pay $36.00 an hour for fixed costs. If
the firm decides to produce just one
beanbag an hour, its total cost rises $8.00
from $36.00 to $44.00 an hour. The
marginal cost of the first beanbag is $8.00.

For the first three beanbags, the marginal
cost falls as outpur increases. The marginal
cost of the second beanbag is $4.00, and
the marginal cost of the third beanbag is
$3.00. Each additional beanbag is cheaper
to make because of increasing marginal
returns resulting from specialization.

With the fourth beanbag, the marginal
cost starts to rise. The marginal cost of the
fifth per hour is §7.00, the sixth costs
$9.00, and the seventh, $12.00. The rising
marginal cost reflects diminishing returns to
labor. The benefits of specialization are
exhausted at three beanbags per hour, and
diminishing returns set in as more and more
workers share a fixed production facility.

Setting Output

Behind all of the decisions about how
many workers to hire is the firm’s basic
goal: to maximize profits. Profit is defined
as total revenue minus total cost. As you

Figure 5.10 Marginal Cost Curve
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oUlLDIN,  Formostfirms, the marginal cost
of production falls as output rises
from zero, but eventually begins
® torise.
CONGEY

Markets and Prices How many
beanbags an hour should this firm make to produce
at the lowest possible marginal cost?

read in Chapter 4, a firm’s total revenue is
the money the firm gets by selling its
product. Total revenue is equal to the price
of each good multiplied by the number of
goods sold. Figure 5.9 shows total revenue
when the price of a beanbag is $24.00. To
find the level of outpur with the highest
profit, we look for the biggest gap between
total revenue and total cost. The gap is
biggest and profit is highest when the firm
makes 9 or 10 beanbags per hour. At this
rate, the firm can expect to make a profit of

$98.00 an hour.

Marginal Revenue and Marginal Cost
Another way to find the best level of output
is to find the output level where marginal
revenue is equal to marginal cost. Marginal
revenue is the additional income from
selling one more unit of a good. If the firm
has no control over the market price,
marginal revenue equals the market price.
Each beanbag sold at $24.00 increases the
firm’s total revenue by $24.00, so marginal
revenue is $24.00. According to the table,
price equals marginal cost with 10
beanbags, so that’s the quantity that maxi-
mizes profit at $98 an hour.

To understand how an output of 10
beanbags maximizes the firm’s profits,
suppose that the firm picked a different
level of output. If the firm made only 4
beanbags per hour, is it making as much
money as it can?

From Figure 5.9, we know that the
marginal cost of the fifth beanbag is $7.00.
The marker price for a beanbag is $24.00,
so the marginal revenue from that beanbag
is $24.00. The $17.00 difference between
the marginal revenue and marginal cost
represents pure profit for the company
from making and selling the fifth beanbag.
The company should increase its produc-
tion to five beanbags an hour to capture
that profit on the fifth beanbag.

If we do the same calculations for a sixth
beanbag, we find that the company can
capture a profit of $15.00 by producing
the sixth beanbag per hour. The price of
the seventh beanbag is $12.00 higher than
its marginal cost, so that beanbag earns an



additional $12.00 in profit for the
company. The profit is available any time
the company receives more for the last
beanbag than it cost to produce. Any
rational entrepreneur would take this
opportunity to increase profit.

Now suppose that the firm is producing
so many beanbags an hour that marginal
cost is higher than price. If the firm
produces eleven beanbags an hour, it
receives $24.00 for that eleventh beanbag,
but the $30.00 cost of that beanbag wipes
out the profit. The firm actually loses $6.00
on the sale of the eleventh beanbag. Because
marginal cost is increasing, and price is
constant in this example, the losses would
get worse at higher levels of output. The
company would be better off producing less
and keeping costs down.

The ideal level of outpur is where
marginal revenue (price) is equal to marginal
cost, Any other quantity of output would
generate less profit.

Responding to Price Changes

What would happen if the price of a
beanbag rose from $24.00 to $37.00?
Thinking at the margin, we would predict
that the firm would increase production to
twelve beanbags per hour That’s the
quantity at which the marginal cost is equal
to the new, higher price. At the original
price of $24.00, the firm would not produce
more than ten beanbags, according to
Figure 5.11. When the price rises to $37.00,
marginal revenue soars above marginal cost
at that output level. Raising production to
twelve beanbags an hour would allow the
firm to caprure profits on the eleventh and
twelfth beanbags.

This example shows the law of supply in
action. An increase in price from $24.00
to $37.00 causes the firm to increase the
quantity supplied from ten to twelve
beanbags an hour.

The Shutdown Decision

Consider the problems faced by a factory
that is losing money. The factory is
producing at a level of output at which
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@U\LDI . The most profitable level of outputis where
price {or marginal revenue) is equal to
marginal cost.

A 2
Yo o“«\ Markets and Prices What would happen to

marginal revenue is equal to marginal cost.
As you have read, this is the most profitable
level of output. However, the market price
is so low that the factory’s total revenue is
still less than its total cost, and the firm is
losing money. Should this factory continue
to produce goods and lose money, or
should its owners shut the factory down?

This may seem like a silly question. In
fact, there are times when keeping a
money-losing factory open is the best
choice. The firm should keep the factory
open if the total revenue from the goods
and services the factory produces is greater
than the cost of keeping it open.

For example, if the price of beanbags
drops to $7, and the factory produces at
the profit-maximizing level of five bean-
bags per hour, the total revenue of the
business is $35 per hour. Weigh this against
the factory’s operating cost, or the cost of
operating the facility. The operating cost
includes the variable costs the owners must
pay to keep the factory running, but not the
fixed costs, which the owners must pay
whether the factory is open or closed.

According to Figure 5.9, if the factory
produces five beanbags, the variable cost is
$27 per hour. Therefore, the benefit of
operating the facility (total revenue of $35)

Chapter 5 m Section 2

output if the market price fell to $20?

operating cost the cost
of aperating a facility,
such as a store or
factory

13



A When a factory begins losing money, the owner must consider its
operating cost and revenue when deciding what to do.
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Key Terms and Main Ideas

1.

3.

workers are hired? | HINT
. What is the impact of diminishing marginal returns on

How does the marginal Emducl of labor change as more

labor?|
HINT

is greater than the variable cost ($27), so it
makes sense to keep the facility running.
Consider the effects of the other choice.
If the firm were to shut down the factory, it
would still have to pay all of its fixed costs.
The factory’s total revenue would be zero
because it would be producing nothing for

sale. Therefore, the firm would lose an
amount of money equal to its fixed costs.

For this beanbag factory, the fixed costs
equal $36 per hour, so the factory would
lose $36 for each hour it is closed. If the
factory were to keep producing five
beanbags per hour, its total cost would be
$63 ($36 in fixed costs plus $27 in variable
costs) per hour, but it would lose only §2§
{$63 in total cost minus $35 in revenue) for
each hour it is open, The factory would
lose less money while producing because
the total revenue ($35) would exceed the
variable costs ($27), leaving $8 to cover
some of the fixed costs. Although the
factory would lose money in either situa-
tion, it would lose less money by contin-
uing to produce and sell beanbags.

How long will a business continue to
operate a factory at a loss before it decides
to replace the facility? The firm will build a
new factory and stay in the market only
if the market price of beanbags is high
enough to cover all the costs of production,
including the cost of building a new factory.

_lProgress Monitoring Online

Give an e)camp'e of a fixed cost and a variable cost of a

bakery.| HINT |

4, How does a firm calculate marginal cost? | HINT l

Applying Economic Concepts
5. Critical Thinking A firm has two factories, one twice as

For: Self-quiz with vocabulary practice
Web Code: mna-2056

large as the second. As the number of workers at each
factory increases, which factory will experience dimin-
ishing returns first? HINT i

. Decision Making Explain whether each of these

expenses of a textile mill is a fixed cost or a variable
cost, and why. (a) repairs to a leaking roof {b) cotton
(¢) food for the mill’s cafeteria (d) night security guard
(e} electricity

Supply

1. Math Practice Use the table below to answer the
following questions. {a) What is the total cost when
output is 27 {b) What is the marginal cost of the third
unit? {¢) How much should this firm produce if the
market price is $247

Output  Fixed Cost Variable Cost
1 $5 $10
2 §5 $27
3 $5 $55
4 $5 $91
5 §5 $145

[GO Online
—PHSchool.com
For: Simulation Activity

Visit: PHSchool.com
Web Code: mnd-2052




ECONOMIC

Entrepreneur

Robert L. Johnson . 19
In 1979, while working as chief lobbyist for the National Cable

Television Association, Robert Jobnson was asked by a businessman
to support a proposed cable channel for older Americans. Existing
| channels targeted young white viewers, leaving older Americans
underserved. Johnson immediately realized that this statement
applied to African Americans as well. In that moment, the idea for
Black Entertainment Television—BET—was born.

Launching BET

Searching for investors, Johnson
approached Tele-Communications
Incorporated (TCI), a large cable operator
that was hoping to expand. He pointed out
that a cable company supplying quality
programming with appeal to the African
American community would have an
advantage over its competitors in cities with
large black populations. TCI bought a 20
percent stake in his venture.

In January 1980, Johnson launched
BET—the first black-owned and -operated
television network. Its first broadcasts were
limited to two hours each Friday night on
another cable nerwork’s channel. However,
he soon added a gospel show, coverage of
college sports, and a music program
featuring black recording artists. By 1982,
using music videos that record companies
provided for free, BET had increased its
airtime to six hours a day.

In 1984, Johnson sold another share in
BET to Home Box Office {HBO), a division
of Time Warner. This provided the money
he needed to expand his programming.
Johnson now had access to the country’s
two largest cable providers, Time Warner
and TCI, as well as to HBO’s satellite, so he
could broadcast 24 hours a day. By 1989,

BET was reaching 23 million homes. Fifreen
years later, that figure had grown to nearly
75 million households, including more than
90 percent of African American households
with cable.

Creating a Brand

“When I see BET, I don’t see a cable
network,” Johnson says. “I see a black
media conglomerate.” In the 1990s,
Johnson used the network’s commercial

airtime and its strong reputation among

African Americans to create a BET
“umbrella brand.”

Besides adding four more cable
channels, Johnson launched BET
Arabesque Films to produce movies for
theaters and for his cable network.
Arabesque Books, a line of African
American romance novels that Johnson
purchased in 1998, provided the material
for the first movies. “I want to grow my
brand to be like Disney,” Johnson said of
his goals.

Viacom bought BET for $2.3 billion in
2000, making Johnson a billionaire. In
2002, Johnson broke new ground by
launching the first majority African-
American-owned team in major pro
sports—the NBA's Charlotte Bobcats.

CHECK FOR UNDERSTANDING

3. Learn More Use the Internet and
other sources to research and report
on the variety of products and services
that BET currently has or is planning
for the future.

1. Source Reading Describe how
Johnsan's BET affected the supply of
television entertainment available to
cable viewers.

2. Critical Thinking Using clues in
the text above, explain the meaning of
the term umbrella brand.
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Objectives Section Focus Key Terms

After studying this section you will be able to:  Changes in the costs of inputs can subsidy

1. Identify how determinants such as input raise or lower the supply of a good at excise tax
costs create changes in supply. all prices. The number of firms in a regulation

market and the price and supply of
other goods can also have an effect
on the supply of a good.

2. Identify three ways that the government
can influence the supply of a good.

3. Understand supply and demand in the
global economy.

4, Analyze the effects of other factors that
affect supply.

J ust as several factors can affect demand Inp ut CGSts

at all price levels, a separate set of
factors can affect supply. In this section,
you will read about these factors that can
affect supply, and the factors that shift an
entire supply curve to the left or right.

Any change in the cost of an input used to
produce a good—such as raw materials,
machinery, or labor—will affect supply. A
rise in the cost of an input will cause a fall
in supply at all price levels because the
good has become more expensive to
produce. On the other hand, a fall in the
cost of an input will cause an increase in
supply at all price levels.

Effect of Rising Costs
Think of the effects of input costs on the
relationship between marginal revenue
(price) and marginal cost. A supplier sets
output at the most profitable level, where
price is equal to marginal cost. Marginal
cost includes the cost of the inputs that go
into production, so a rise in the cost of
labor or raw materials will translate directly
into a higher marginal cost. If the cost of
inputs increases enough, the marginal cost
may become higher than the price, and the
firm may not be as profitable as it could be.
If a firm has no control over the price,
the only solution is to cut production and
lower marginal cost until marginal cost
equals the lower price. Supply falls at each
price, and the supply curve shifts to the left,
as illustrated in Figure 5.12.

A New technology has lowered the
costs of production in many markets.
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Figure 5.12 Shifts in the Supply Curve ‘ IIlII[
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Technology

Input costs can drop as well. Advances
in technology, for example, can lower
production costs in many industries.
Sophisticated robots have replaced many
workers on assembly lines and allowed
manufacturers to spend less on salaries.
Computers have simplified tasks and cut
costs in fields as diverse as journalism and
architecture. E-mail that can be sent and
received in an instant can replace slowly
delivered letters and expensive long-
distance phone calls.

Technology lowers costs and increases
supply at all price levels. This effect is seen
in a rightward shift in the supply curve in
Figure 5.12.

Government's
Influence on Supply

The government has the power to affect the
supplies of many goods. By raising or
lowering the cost of producing goods, the
government can encourage or discourage
an entrepreneur or an industry within the
country or abroad.

Subsidies

One method used by governments to affect
supply is to give subsidies to the producers
of a good, particularly food. A subsidy is a
government payment that supports a
business or market. The government often

Output of higher costs?

pays a producer a set subsidy for each unit
of a good produced.

Governments have several reasons for
subsidizing producers. European countries
faced food shortages during and afrer
World War II. Although imported food is
cheaper, European governments protect
farms so that some will be available to
grow food in case imports are ever cut off.
The government of France also subsidizes
small farms because French citizens want
to protect the lifestyle and character of the
French countryside.

Governments in developing countries
often subsidize manufacturers to protect
young, growing industries from strong
foreign competition. In the past, countries
such as Indonesia and Malaysia have subsi-
dized a national car company as a source of
pride, even though imported cars were less
expensive to build. In Western Europe,
banks and national airlines were allowed to
suffer huge losses with the assurance that
the government would cover their debts. In
many countries, governments have stopped
providing industrial subsidies in the interest
of free trade and fair competition.

In the United States, the federal govern-
ment subsidizes producers in many indus-
tries. Farm subsidies are particularly
controversial, however, especially when
farmers are paid to take land out of cultiva-
tion to keep prices high. In these cases,
more efficient farmers are penalized, and
farmers use more herbicides and pesticides

Chapter 5 m Section 3

subsidy a government
payment that supports
a business or market
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Global Connections

Common Agricultural Policy The European Union, a group of
fifteen countries in Europe, protects its farms through its Common Agricultural
Policy (CAP). Under CAP, the European Union subsidizes farms to keep them
running and to encourage farmers to produce more food. Although this may
have made sense in difficult times after World War |1, farms have since
modernized, and subsidies have led to a tremendous amount of unneeded
food. In 1994, the CAP cost Europe S40 billion while producing a "wine lake”
and “butter mountain” that no one would buy. Since then, Europe has tried to
cut subsidies and introduce voluntary limits on production.

excise tax a tax on the
production ar sale of a
good

regulation government
intervention in a market
that affects the
production of a good
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on lands they do cultivate to compensate
for production lost on the acres the govern-
ment pays them not to plant.

Taxes

A government can reduce the supply of
some goods by placing an excise tax on
them. An excise tax is a tax on the produc-
tion or sale of a good. An excise rax
increases production costs by adding an
extra cost for each unit sold,

Excise taxes are sometimes used to
discourage the sale of goods that the
government thinks are harmful to the
public good, like cigarettes, alcohol, and
high-pollutant gasoline. Excise taxes are
built into the prices of these and other
goods, so consumers may not realize that
they are paying them. Like any increase in
cost, an excise tax causes the supply of a
good to decrease at all price levels. The
supply curve shifts to the left.

Regulation
Subsidies and excise taxes represent ways
that government directly affects supply by
changing revenue or production costs.
Government can also raise or lower supply
through indirect means. Government regu-
lation often has the effect of raising costs.
Regulation is government intervention in a
market that affects the price, quantity, or
quality of a good.

For many years, pollution from automo-
biles harmed the environment. Starting in

1970, the federal government required car
manufacturers to install technology to
reduce pollution from auto exhaust. For
example, new cars had to use lead-free fuel
because scientists linked health problems to
lead in gasoline. Regulations such as these
increased the cost of manufacturing cars
and reduced the supply. The supply curve
shifted to the left,

Supply in the Global Economy

As you read in earlier chapters, a large and
rising share of goods and services is
produced in one country and imported by
another to be sold to consumers. The
supplies of imported goods are affected by
changes in other countries. Here are some
examples of possible changes in the supply
of products imported by the U.S.

¢ The U.S. imports carpets from India. An
increase in the wages of Indian workers
would decrease the supply of carpets to
the U.S. market, shifting the supply curve
to the left.

® The U.S. imports telephones from Japan.
A new technology that decreases the cost
of producing telephones would increase
the supply of telephones to the U.S.
market, shifting the supply curve to the
right.

¢ The U.S. imports oil from Russia. A new
oil discovery in Russia would increase the
supply of oil to the U.S. market and shift
the supply curve to the right.

Import restrictions also affect the supply
curves of restricted goods. The total supply
of a product equals the sum of imports and
domestically produced products. An import
ban on sugar would eliminate foreign sugar
suppliers from the marker, shifting the
market supply curve to the left. At any
price, a smaller quantity of sugar would be
supplied. If the government restricted
imports by establishing an import quota,
the supply curve would shift to the left, but
the shift would be smaller than it would be
for an absolute ban on sugar imports.




Other Influences on Supply

While government can have an important
influence on the supply of goods, there are
also other important factors that influence
supply.

Future Expectations of Prices

If you were a soybean farmer, and you
expected the price of soybeans to double
next month, what would you do with the
crop that you just harvested? Would you
sell it right now, or hold on to it until
soybean prices rise? Most farmers would
store their soybeans until the price rose,
cutting back supply in the short term.

If a seller expects the price of a good to
rise in the future, the seller will store the
goods now in order to sell more in the
future. On the other hand, if the price of
the good is expected to drop in the near
future, sellers will earn more money by
placing goods on the market immediately
before the price falls. Expectations of
higher prices will reduce supply now and
increase supply later, and expectations of
lower prices will have the opposite effect.

Inflation is a condition of rising prices.
During periods of inflation, the value of
cash in a person’s pocket decreases from
day to day as prices rise. Not too long ago,
one dollar could buy a movie ticket or a
small meal, burt inflation over many years
has reduced the value of the dollar
However, a good will continue to hold its
value, provided that it can be stored for a
long period of time. When faced with infla-
tion, suppliers prefer to hold on to goods
that will maintain their value rather than
sell them for cash that loses its value
rapidly. As a result, inflation can affect
supply by encouraging suppliers to hold on
to goods as long as possible. In the short
term, supply can fall dramatically.

During the Civil War, the South faced
terrible inflation. The prices of most goods
rose very quickly. There were shortages of
food, and shopkeepers knew that prices
on basic food items like flour, butter, and
salt would rise each month. A few decided

A As prices for fossil fuels have risen, electric companies have looked
to alternative sources of supply, such as wind.

to hoard their food and wait for higher
prices. They succeeded too well; the supply
of food fell so much that prices rose out
of the reach of many families. Riots broke
out in Virginia and elsewhere when hungry
people decided they weren’t going to wait
for the food to be released from the ware-
houses, and the shopkeepers lost their
goods and their profits.

Number of Suppliers

One additional factor to consider when
looking at changes in supply is the number
of suppliers in the market. If more suppliers
enter a market to produce a certain good,
the market supply of the good will rise,
and the supply curve will shift to the right.
On the other hand, if suppliers stop
producing the good and leave the marker,
the supply will decline. There is a positive
relationship between the number of
suppliers in a market and the markert
supply of the good.

Where Do Firms Produce?

So far we have ignored the issue of where
firms locate their production facilities. For
many firms, the key factor is the cost of
transportation—the cost of transporting

Chapter 5 m Section 3
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A High levels of inflation, like the 70 percent annual price increases
affecting Turkey, can cause suppliers to hoard their goods to sell later ata
higher price.

120

inputs to a production facility and the cost
of transporting the finished product to
consumers. A firm will locate close to
input suppliers when inputs, such as raw
materials, are expensive to transport. A
firm will locate close to its consumers when
output is more costly to transport.

For an example of a firm that locates
close to its input suppliers, consider a firm
that cooks tomatoes into tomato sauce.
Suppose that a firm uses seven tons of
tomatoes to produce one ton of sauce. The

firm locates its plant close to the tomato
fields—and far from its consumers—
because it is much cheaper to ship one ton
of sauce to consumers than to ship seven
tons of tomatoes to the plant. Tomarto
sauce producers cluster in places like
California’s Central Valley where weather
and soil conditions are favorable for the
growing of tomatoes.

For an example of a firm that locates close
to its consumers, consider a firm that bottles
soft drinks. The firm combines concen-
trated syrup with local water, so the firm’s
output (canned drinks) weighs more than its
transportable input (syrup). As a result, the
firm locates close to its consumers—and far
from its syrup supplier—because the firm
saves more on transporting soft drinks than
it pays to transport its syrup. In general, if a
firm’s output is bulky or perishable, the firm
will locate close to its consumers.

Other firms locate close to inputs that
cannot be transported at all. Some firms
are pulled toward concentrations of
specialized workers such as artists, engi-
neers, and programmers. Other firms are
pulled toward locations with low energy
costs. Many firms locate in cities because
of the rich variety of workers and business
services available in urban areas.

Progress Monitoring Online
| For: Self-quiz with vocabulary practice
Web Code: mna-2057

Ke¥ Terms and Main ldeas {b) A new regulation requires firms to make backpacks

1. How does a subsidy affect supply?

out of expensive clear plastic. (¢) An engineer invents a
machine that can sew ten backpacks a minute, speeding

2. Why does the government impose excise taxes? [E up production.

3. How can regulation affect a producer's output decisions? g pritical Thinking Explain why a change that lowers the

B . marginal revenue (price) changes the quantity produced
Applying Economic Concepts inthe same direction as a change that raises the
4. Using the Databank Turn to the graph on page 534 that marginal cost of production. @

lists the production of the American agriculture, timber,
and mining industries. If the government wanted the
mining industry to produce $120 billion next year, what
step could it take?

Decision Making Decide whether each of these events
would cause an increase or decrease in the supply of
American-made backpacks. (a) The government raises
the minimum wage of backpack workers to $40 an hour.

Supply
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Are Baseball Players Paid Too Much?

ajor league baseball provides us with a prime example of the ways in which
M supply and demand affect wages. Millions of people are willing to buy tick-
ets to watch major leaguers in person. Even more watch the games on television.
Most team owners make enormous amounts of money from the sale of tickets
and television rights, as well as licensing fees.

Supply and Demand The salaries of top baseball
players are determined by supply and demand. The
public creates a high demand for watching profes-
sional sports, but the supply of truly talented ath-
letes is relatively small. This drives their salaries
up. On the other hand, most people could be
trained to work as store clerks or fast-food restau-
rant employees, so wages for those positions tend
to be low.

Free Agency Up until the 1970s, players received
relatively low salaries. This was because most were
required to play only for the team that first signed e 3 |
them to a contract, or to the team that they had A Basehall commissioner Bud Selig has
been traded to. In the mid-1970s, players went to presided over a 232-day players’ strike that
court seeking the right to become “free agents.” A s Mol e o
Free agency would allow them, after playing for a

team for a certain number of years, to sell their

services to any other team willing to pay them the salaries they asked for.

Although team owners strongly opposed free agency, the players won their case.

A Price to Pay This victory has led to bidding wars which have resulted in the
astronomical salaries that top stars now receive. Yet, while these players have
benefited greatly from free agency, both fans and major league baseball itself
have had to pay a price. The intense loyalty that fans once demonstrated toward
their favorite teams has diminished as players switch from one team to another
in search of higher salaries. Owners have sharply increased ticket prices to afford
the huge increases in players’ salaries.

Now, only teams that operate in the largest television markets or have the
wealthiest owners can afford to pay the best players. Some fans believe that only
the richest teams can make it to the World Series, while the less-wealthy teams
are left behind. The result of this development has been a growing cynicism on
the part of many fans who feel—rightly or wrongly—that baseball champi-
onships are now purchased rather than won.

Applying Economic Ideas
1. What arguments might players make for free agency?

2. How do the laws of supply and demand affect baseball players’ salaries?
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Chapter Summary

summary of major ideas in Chapter 5 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 3.

Section 1 Understanding Supply (pp. 101-106)

The law of supply states that when the price of a good
rises, the quantity supplied of that good also rises
because existing firms produce more and new firms
join the market. Economists list the quantity sup-
plied of a good at each price in a supply schedule and
graph this data on a supply curve that rises from left
to right. Supply can be elastic or inelastic depending
upon how easily a producer can change the level of
output.

Section 2 Costs of Production (pp. 108-114)

As an entrepreneur invests more in labor while keep-
ing capital constant, the marginal product of labor first
increases, then falls. A firm adds its fixed costs and
variable costs to determine its total cost at each level
of output. The most profitable level of output is
where the marginal cost of producing the last unit is
the same as the marginal revenue the firm receives
when that unir is sold.

Section 3 Changes in Supply (pp. 116-120)

Several factors can raise or lower the supply of a
good at all prices. When inputs such as capital and
labor become more expensive, supply falls and the
supply curve shifts to the left. New technology can
lower the cost of production and increase supply,
shifting the supply curve to the right. Government
encourages suppliers with subsidies and reduces sup-
ply with excise taxes. Other factors that affect supply
are the number of suppliers in the market and com-
petition from suppliers in other countries.
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Key Terms

Martch the following definitions with the terms
listed below. You will not use all of the terms.

'HIN'-r“'marginal costs supply schedule Hiilfr
HINT | marginal revenue regulation| HINT

HINT | elasticity of supply excise tax HINT
HINT | law of supply variable costs

HINT l'suhsidv fixed cost[ T

1. An expense that costs the same whether or
not a firm is producing a good or service
2. The income that the supplier receives from
selling one more unit
. A tax on the sale or manufacture of a good
. A measure of how suppliers will respond to
a change in price
5. A government payment to support a busi-
ness or market
6. The tendency of suppliers to offer more of
a good at a higher price
1. The additional cost of producing one more
unit of output

= W

Using Graphic Organizers

8. On a separate sheet of paper, copy the mult-
flow map below. Organize information on
how firms determine their total costs by
completing the multiflow map with exam-
ples of fixed and variable costs.

Variable Costs

Supplier’s Total Costs




Reviewing Main ldeas

9. How does the marginal product of labor change

as more people are hired? T

10. What categories of costs combine to create a
firm’s total cost?| HINT |

11. Name and describe three factors that can cause a
change in supply. HINT |

12. What circumstances cause a firm to experience
diminishing marginal returns?| HINT |

13. How can the global economy affect the supply of
a good in the United States?| HINT b

Critical Thinking

14. Recognizing Cause and Effect Assume that a $1
per pound tax has been placed on fish. What
effect will this have on the supply curve for fish?

15. Analyzing Information A local coffee shop has the
following expenses: $5,000 a month for rent;
$3,000 a month for a full-time manager; $4,000
a month for part-time workers; and $2,000 a
month for coffee beans, milk, and cups. In July,
the owner can expect to earn $7,000 in revenue.
If she chooses to close down the store, she will
not have to pay for part-time workers or sup-
plies. Explain whether she should close the shop
for the month of July, and why or why not.

16

Making Comparisons Compare the two terms
increasing marginal returns and diminishing
marginal returns. Describe two scenarios, one to
explain and demonstrate each term.

Problem-Solving Activity

17. Suppose that you plan to open a T-shirt factory.
Create a list of fixed costs and variable costs that
you would encounter. How would each of these
costs affect the number of T-shirts you make?

Economics Journal

Recognizing Cause and Effect For each item
on your list, explain if you think supply is elastic
or inelastic, and why. Brainstorm five specific
events that could increase the supply of each item.

Skills for Life

Environmental Policy Review the steps shown on
page 107, and then complete the following activity
based on your own experiences.

18. (a) What natural landscapes are identified in the
report? (b) Identify three locations in the report
that are defined by human settlement.

19. What are the human needs for the land described
in this report?

20. What environmental considerations are balanced
against these human needs?

21. (a) How does the report propose to meet both
the environmental and human needs of the
region? (b) List two possible benefits and two
possible negative results from this solution.

The announcement thar the Navy would
close the Naval Weapons Station in
Concord, California, brings new opportu-
nities to this city of about 120,000, The
base includes 5,170 acres inland next to the
city and 7,630 acres of islands, ridal lands,
and port facilities on the water. The San
Francisco metropolitan area faces an
affordable housing crisis that can be helped
by building new homes on the former base.

The tidal portion of the base is home o
many species of birds, fish, and shellfish.
Industrial development in the port threat-
ened their habitatr in the past. We expect
wildlife to flourish on the islands if they
become free of human interference.

The inland portion of the base provides a
less fragile environment thart is better suit-
ed to development. The city proposes to
build multi-family housing and schools on
sections of this parcel of land. By setting
aside 30% of the land for parks and open
spaces, we believe that the city can meet
both the environmental demands of the
inland ecosystem with the housing needs of
the San Francisco area.

Progress Monitoring Online
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As a final review, take the Economics Chapter 5 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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Objectives _

After studying this section you will be able to:

1. Explain how supply and demand create
balance in the marketplace.

2. Compare a market in equilibrium with a
market in disequilibrium.

3. Identify how the government sometimes
intervenes in markets to control prices.

4. Analyze the effects of price ceilings and
price floors.

Combining Supply
and Demand

Section Focus Key Terms

In an uncontrolled market, the price equilibrium

of a good and quantity sold will settle disequilibrium
at a point where the quantity supplied excess demand
equals the quantity demanded. The excess supply
government can set a maximum or price ceiling
minimum price, but that can lead to price floor

an imbalance between supply and rent control

demand.

minimum wage

he market system makes certain that

consumers can buy the products they
want, that sellers make enough profit to
stay in business, and that sellers respond to
changing needs and tastes of consumers.
Other economic systems have been tried—
most notably, central planning—and have
been judged by most observers to be less
successful than the market system.

In this section we will combine our tools
for studying demand and supply to learn
how markets operate and how markets can
turn competing interests Into a positive
outcome for both sides. In the process we
will discover that free markets usually
produce some of their best outcomes when
they are left alone, without government
intervention.

Balancing the Market

Just as buyers and sellers come together in a
market, the study of demand and supply
will come together in this section. We begin
by looking at the supply and demand sched-
ules. As you will recall, a demand schedule
shows how much consumers are willing to
buy ar various prices. A supply schedule
shows how much sellers are willing to sell
at various prices. Comparing these sched-
ules should allow us to find common
ground for the two sides of the market.

The combined supply and demand
schedule in Figure 6.1 combines the market
demand and supply schedules for pizza
slices that you saw in Chapters 4 and 5. For
cach price, this schedule lists both the
number of slices that consumers are willing
to buy and the number of slices that pizze-
rias are willing to supply.

Defining Equilibrium

The point where demand and supply come
together at the same number of slices is
called the equilibrium. Equilibrium is the
point of balance between price and
quantity. At equilibrium, the marker for a
good is stable.

SEaST

Chapter 6 m Section 1

equilibrium the point
at which quantity
demanded and quantity
supplied are equal

¥ In the market
equilibrium, prices
adjust to make the
quantity supplied
equal to the quantity
demanded.
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Figure 6.1 Finding Equilibrium
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Combined Supply and Demand Schedule
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To find the equilibrium price and equi-
librium gquantity, simply look for the price
at which the quantity supplied equals the
quantity demanded. Do you see that in
Figure 6.1 this occurs at a price of $1.50
per slice? At that price, and only at that
price, the quantity demanded and the
quantity supplied are equal, at 200 slices
per day. This is the market equilibrium.

In the market for pizza, as in any
market, quantities supplied and demanded
will be equal at only one price and one
quantity. At this equilibrium price, buyers
will purchase exactly as much of the
product as firms are willing to sell. Buyers
who are willing to purchase the goods at
the equilibrium price will find ample
supplies on store shelves. Firms that are
willing to sell at the equilibrium price will
find enough buyers for their goods.

Graphing Equilibrium

We can also illustrate equilibrium with a
supply and demand graph. In Figure 6.1,
we have plotted on the same graph the
market supply curve and the market
demand curve for slices of pizza. The equi-
librium price and quantity can be found
where quantity supplied equals quantity

Market equilibrium will be found at the price at which the quantity demanded is equal to
the guantity supplied. Markets and Prices How many slices are sold at $2.50 a slice?
How many slices are sold at equilibrium?

demanded, or the point where the supply
curve crosses the demand curve. On the
graph, this is point a.

Disequilibrium

If the market price or quantity supplied is
anywhere but at the equilibrium, the
market is in a state that economists call
disequilibrium. Disequilibrium occurs when
quantity supplied is not equal to quantity
demanded in a market. In the above
example, disequilibrium will occur with
any price other than §1.50 per slice or
any quantity other than 200 slices.
Disequilibrium can produce one of two
outcomes, excess demand or excess supply.

Excess Demand
The problem of excess demand occurs when
quantity demanded is more than quantity
supplied. When the actual price in a
market is below the equilibrium price, you
have excess demand, because a low price
encourages buyers and discourages sellers.
For example, in Figure 6.1, a price of
§1.00 per slice of pizza will lead to a
quantity demanded of 250 slices per day
and a quantity supplied of only 150 slices



per day. At this price, there is excess
demand of 100 slices per day.

When customers want to buy 100 more
slices of pizza than restaurants are
prepared to sell, these customers will have
to wait in long lines for their pizza, and
some will have to do without. In Figure
6.2, below, we have illustrated the excess
demand at $1.00 per slice by drawing a
dotted line across the graph at that price.
As you can see, at $1.00 a slice, the
quantity demanded is 250 slices, and the
quantity supplied is 150 slices.

If you were running the pizzeria, and
you noticed long lines of customers
waiting to buy your pizza at $1.00 per
slice, what would you do? Assuming that
you like to earn profits, you would
probably raise the price. As you increased
the price of pizza, you would be willing to
work harder and bake more, because you
would know you could earn more money
for each slice you sell.

Of course, as the price rises,
customers will buy less pizza,
since it is becoming relatively
more expensive. When the
price reaches $1.50 per slice,
you will find that you are
earning more profits and can
keep up with demand, but the
lines are much shorter. Some
days you may throw out a few
leftover slices, and other days
you have to throw an extra
pizza or two in the oven to
keep up with customers, but
on the whole, you are meeting
the needs of your customers.
In other words, the marker is
now at equilibrium.

FAST FACT

Excess supply was a major problem
for the tourism industry in the last
months of 1999, Hotels, restaurants,
and cruise lines assumed that people
would be willing to pay a very high
price to celebrate the start of the year
2000, and doubled or tripled their
usual rates for special “millennium”
travel packages. Unfortunately, many
people decided not to travel around
January 1, 2000, and many who did
travel refused to pay thousands of
dollars for dinner or one night in a
hotel. High prices and the large
number of choices led to a problem of
excess supply.

As long as there is excess demand, and

the quantity demanded exceeds the quantity
supplied, suppliers will keep raising the
price. When the price has risen enough to
close the gap, suppliers will have found the

Figure 6.2 Excess Demand and Excess Supply | | ||| I m
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Excess demand and excess supply both lead to a market with fewer sales than at equilibrium.
Supply and Demand Why are sales lower at $1.00 a slice than at $2.00 a slice?
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¥ How much would
you be willing to pay
to live in one of these
apartments?

excess supply when
quantity supplied is
maore than quantity
demanded

price ceiling &
maximum price that
can be legally charged
for a good or service

price floor a minimum
price for a good or
service
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highest price that the marker will bear.
They will continue to sell at that price until
one of the factors described in Chaprer 4 or
5 changes the demand or supply curve and
creates new pressures to raise or lower
prices, and eventually, a new equilibrium.

Excess Supply

If the price is too high, then the market
will face a problem of excess supply.
Excess supply occurs when quantity
supplied exceeds quantity demanded. For
example, at a price of $2.00 per slice of
pizza, the quantity supplied of 250 slices
per day is much greater than the quantity
demanded of 150 slices per day. This
means that pizzeria owners will be making
100 more slices of pizza each day than
they can sell at that price. The relatively
high price encourages pizzeria owners to
work hard and bake lots of pizza, but it
discourages customers from buying pizza,
since it is relatively more expensive than

other menu items. Some customers will
buy one slice instead of two, while others
will eat elsewhere. The problem is shown
graphically in Figure 6.2. At the end of the
day, it is likely that 100 slices will have to
be thrown out.

After a short time, pizzeria owners will
get tired of throwing out unsold pizza at
closing time and will cut their prices. As the
price falls, the quantity demanded will rise,
and more customers will buy more pizza.
At the same time, pizzeria owners will
prepare fewer pizzas. As the price of pizza
falls, the quantity demanded rises and the
quantity supplied falls. This process will
continue until the price reaches $1.50 per
slice. At that price, the amount of pizza
that pizzeria owners are willing to sell is
exactly equal to the amount that their
customers are willing to buy.

Whenever the market is in disequilibrium
and prices are flexible, market forces will
push the market toward the equilibrium.
Sellers do not like to waste their resources on
excess supply, particularly when the goods
cannot be stored for long, like pizza. And
when there is excess demand, profit-seeking
sellers realize that they can raise prices to
earn more profits. In this way, market prices
move toward the equilibrium level.

Government Intervention

Markets tend toward equilibrium, but in
some cases the government steps in to
control prices. The government can
impose a price ceiling, or a maximum price
that can be legally charged for a good. In
other cases, the government can create a
price floor, or a minimum price for a good
or service,

Price Ceilings

A price ceiling is a maximum price, set by
law, that sellers can charge for a good or
service. The government places price ceilings
on some goods that are considered “essen-
tial” and might become too expensive for
some consumers. For example, some local
governments, notably New York City, have



experimented with ceilings on apartment
rents, called rent control. Rent control was
introduced to prevent inflation during a
housing crisis in the early 1940s and
continued after World War II. More recently,
other cities imposed rent control, often moti-
vated by a desire to help poor households by
cutting their housing costs and permirtting
them to live in neighborhoods they could
otherwise not afford. As we’ll see, rent
control reduces the quantity and quality of
housing, so it helps some households but
harms others, including many poor house-
holds. If the ceiling is established below the
equilibrium price, the result will look like
graph A in Figure 6.3 below.

In this market, the supply and demand
curves for two-bedroom apartments meet
at the equilibrium shown at point ¢ in
graph B. At this point, rents are $900 a
month. Consumers will demand 30,000
apartments and suppliers will offer 30,000
apartments for rent.

Suppose that the city government passes
a law that limits the rent on two-bedroom
apartments to $600 per month. At that
price, the quantity of apartments demanded
is 40,000 (point b), and the quantity
supplied is 20,000 (point a). At such a low
price, apartments seem inexpensive, and
many people will try to rent apartments
instead of living with their families or
investing in their own houses.

Figure 6.3 The Effects of Rent Control

However, some landlords will have diffi-
culty earning profits or breaking even at
these low rents. Fewer new apartment
buildings will be built, and older ones
might be converted into offices, stores, or
condominiums.

As you can see in graph A of Figure 6.3,
the result is excess demand of 20,000
apartments. The price ceiling increases the
quantity demanded but decreases the
quantity supplied. Since rents are not
allowed to rise, this excess demand will last
as long as the price ceiling holds.

The Cost of Price Ceilings
When the price cannot rise to the equilib-
rium level, the market must determine
which 20,000 of the 40,000 houscholds
will get an apartment, and which 20,000
will do without. Although governments
usually pass rent control laws to help
renters with the greatest need, few of these
renters benefit from rent control. Methods
besides prices, including long waiting lists,
discrimination by landlords, and even
bribery, are used to allocate the scarce
supply of apartments among the many
people who want them. Luck becomes an
important factor, and sometimes the only
way to get a rent-controlled apartment is to
inherit it from a parent or grandparent.
New York City revised its laws in the
1990s to exclude the wealthiest renters
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rent control a price
ceiling placed on rent

Rent control helps
some people, but it
also creates a housing
market with fewer,
less-desirable homes.
Supply and Demand
At what price does
the market for apart-
ments reach equilib-
rium without rent
control?
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minimum wage &
minimum price that an
employer can pay a
worker for an hour of
labor.

¥ The minimum
wage has a strong
impact on teens in
the work force.
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from rent control protection after newspa-
pers discovered that some very wealthy
people rented spacious apartments at prices
much less than market value.

Additionally, since the rent controls limit
landlords’ profits, landlords may try to
increase their income by cutting costs. Why
should a landlord give a building a fresh
coat of paint and a new garden if he or she
can’t earn the money back through higher
rent? Besides, if there’s a waiting list to get
an apartment, the landlord has no incentive
to work hard and attract renters. As a result,
many rent-controlled apartment buildings
become run-down, and renters may have to

rait months to have routine problems fixed.

Ending Rent Control

If rents were allowed to rise to the market
equilibrium level, which is $900 per
month, the quantity of apartments in the
market would actually rise to 30,000
apartments. The market would be in equi-
librium, and people who could afford $900
a month would have an easier time finding
vacant apartments. Instead of spending
time and money searching for apartments,
and then having to accept an apartment in
a poorly maintained building, many renters
would be able to find a wider selection of
apartments. Landlords would also have a

greater incentive to properly maintain their
buildings and invest in new construction.

On the other hand, people lucky enough
to live in a rent-controlled apartment may
no longer be able to afford to stay there
once rent control is ended and the landlord
can legally raise the rent. As soon as the
neighborhood improves, these renters may
be priced out of their own apartments, to
be replaced by people willing to pay the
equilibrium price. Remember that ending
rent control increases the number of apart-
ments on the market by 10,000.

Certainly, the end of rent control benefits
some people and hurts others. Economists
agree that the benefits of ending rent
control exceed the costs, and suggest that
there are better ways to help poor house-
holds find affordable housing.

Price Floors

A price floor is a minimum price, set by the
government, that must be paid for a good
or service. Price floors are often imposed
when government wants sellers to receive
some minimum reward for their efforts.

The Minimum Wage

One well-known price floor is the minimum
wage, which sets a minimum price that an
employer can pay a worker for an hour of
labor. The federal government sets a base
level for the minimum wage, and states
can set their own minimum wages even
higher. A full-time worker being paid the
federal minimum wage will earn less than
the federal government says is necessary to
support a couple with one child. However,
it does provide some lower limit for
workers’ earnings. The important question,
as you will read in Debating Current Issues
on pages 238-239, is whether the benefits
to minimum wage workers outweigh the
loss of some jobs.

If the minimum wage is set above the
market equilibrium wage rate, the result is
a decrease in employment, as demon-
strated in Figure 6.4. This figure illustrates
the supply curve of labor, which shows the
number of worker-hours offered at various



wage rates, and a demand curve for labor,
which shows the number of workers
employers will hire at various wages.

If the market equilibrium wage for low-
skilled labor is $4.50 per hour, and the
minimum wage is set at $5.15, the result
is an excess supply of labor. There are now
4 million more people looking for work
than employers are willing to hire.
(Remember that in this example, the
worker is the supplier because he or she
supplies labor that is bought by an
employer.) Firms will employ 2 million
fewer workers than they would at the
equilibrium wage rate because the price
floor on labor keeps the wage rate artifi-
cially high. If the minimum wage is below
the equilibrium rate, it will have no effect
because employers would have to pay at
least the equilibrium rate anyway to find
workers in a free market.

Price Supports in Agriculture

Price floors are used for many farm
products around the world. Until 1996,
the United States set minimum prices for
several commodities, although these price

Key Terms and Main Ideas
1. Whatis unique about an equilibrium price? | HINT
2. What situation can lead to excess demand? HINT !
3. How s a price floor different from a price ceiling? W]

4, How does rent control work?

Applying Economic Concepts

Figure 64 Effects of Minimum Wage
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floors were not legal limits. Instead,
whenever the price fell below the price
floor, the government created demand by
buying excess crops.

Congress abolished these programs in
1996 because they conflicted with free
enterprise. Today, the federal government
responds to low commodity prices by
providing emergency financial aid to farmers.
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A minimum wage law
can set the price of
labor above the equi-
librium price, leading
to a labor surplus.
Supply and Demand
According to this
graph, how big is the
surplus of workers
when the minimum
wage is $5.15 per
hour?
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have learned in this section to identify the following

price ceiling.

elements of the graph: price floor, supply curve,
equilibrium point, disequilibrium point, demand curve,

5. Using the Databank Turn to the graph of median weekly
earnings on page 536 in the Databank. Suppose that the
federal government has raised the minimum wage to $600
perweek. {a) Which category of jobs would be least
affected by the change? (b) Which two categories would
be most affected by the new minimum wage? {¢) What
are the likely consequences for workers in these two
fields?

6. Critical Thinking What are the benefits and drawbacks
of a price ceiling? | HINT ]
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T T
50,000 75,000
Dutput

Go Online

—PHSchool.com
For: Current Events Activity
Visit: PHSchool.com

Web Code: mnd-2061 @

Chapter 6 m Section 1

T
25,000

131



Skills for

LIFE

Determining Cause and Effect

ecognizing cause and effect means examining how one event or action

brings about others. Because an economy is a complex web of choices
and events, one challenge economists face is finding and defining the rela-
tionships between events. Use the following steps to learn how to deter-
mine causes and effects.

1. Identify the two parts of a cause-effect on account of signal causes. Words

relationship. A cause is an event or an
action that brings about an effect.
Words such as because, due to, and

STATEMENTS LIST

A. Because of floods in South America, last
year's coffee crop was poor.

B. Coffee is grown in Brazil, Colombia, and
several countries in West Africa.

C. Because of the poor harvest, there was
not enough good coffee available for
American distributors to buy. As a result,
prices went up, and many stores chose to
stop selling the most expensive blends.

0. Many Americans drink coffee in the mom-
ing to wake up, while others drink coffee
in the afternoon or after dinner.

E. The poor state of this year's crop led cof-
fee shops to raise prices even as the qual-
ity of their coffee declined. When a heat
wave hit the Northeast in July and August,
sales dropped by 30 percent, many
servers |ost their jobs, and a major chain
decided to delay opening new stores in
Philadelphia and Washington, D.C.

F. When high quality coffee became expen-
sive and difficult to find, many consumers
switched to tea and soft drinks instead.
Importers bought more tea in Southeast
Asia to meet the new demand, and tea
plantations planted more crops for the fol-
lowing year. While farmers in South
America struggled to rebuild, farmers in
India and Indonesia made more money
and were able to invest in new machinery.

such as so, thus, therefore, and as a
result signal effects. Read statements
A through F at the left and answer
the following: (a) Which statements
are cause-effect statements?

(b) Identify the cause and the effect
in each cause-effect statement.

(¢) Which word or words signal the
cause-effect relationship?

2. Remember that an event can have more

than one cause and more than one
effect. Read statement E at the left
and answer the following questions.
(a) What are the causes presented in
the statement? (b) Whart are the
effects of those causes?

3. An event can be both a cause and an

effect. Causes and effects can form
a chain of events. Read statement F
at the left and use arrows to draw a
diagram of the causes and effects
that show the chain of related
events.

Additional Practice

Based on what you have learned in
this chapter, construct a chain of
events to show the impact of a new
tax on the coffee market.



Objectives

After studying this section you will be able to:

1. Identify the determinants that create
changes in price.

2. Explain how a market reacts to a fall in
supply by moving to a new equilibrium.

3. Explain how a market reacts to shifts in
demand by moving to a new equilibrium.

Changes in
Market Equilibrium

Section Focus Key Terms
When a supply or demand curve surplus
shifts, a new equilibrium occurs. The shortage
market price and guantity sold move search costs

toward the new equilibrium.

Economists say that a market will tend
toward equilibrium, which means that
the price and quantity will gradually move
toward their equilibrium levels. Why does
this happen? Remember that excess
demand will lead firms to raise prices.
Higher prices induce the quantity supplied
to rise and the quantity demanded to fall
until the two values are equal.

On the other hand, excess supply will
force firms to cut prices. Falling prices will
cause quantity demanded to rise and
quantity supplied to fall until, once again,
they are equal. Through these relation-
ships, the market price and quantity sold
of a good will move toward their equilib-
rium values.

Remember from Chapters 4 and 5 that
all of the changes in demand and supply
described above are changes along a
demand or supply curve. Assuming that a
market starts at equilibrium, there are two
factors that can push it into disequilib-
rium: a shift in the entire demand curve
and a shift in the entire supply curve.

Changes in Price

In Chapter 3, you read about the different
factors that shift a supply curve to the left
or to the right. These factors include
advances in technology, new government
taxes and subsidies, and changes in the
prices of the raw materials and labor used
to produce the good.

Since market equilibrium occurs at the
intersection of a demand curve and a
supply curve, a shift of the entire supply
curve will change the equilibrium price and
quantity. A shift in the supply curve to the
left or the right creates a new equilibrium.
Since markets tend toward equilibrium, a
change in supply will set market forces into
motion that lead the market to this new
equilibrium price and quantity sold.

< A functioning

market will carefully
balance supply and

demand.

Chapter 6 m Section 2
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As CD players
become cheaper to
produce, the supply
increases at all but
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surplus situation in
which quantity supplied
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demanded; also known
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Figure 65 Falling Prices and the Supply Curve
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Understanding a Shift in Supply

When compact disc players were first
introduced in the early 1980s, a basic,
single-disc machine cost around $1,000.
The early compact disc players were much
more expensive and less sophisticated than
the compact disc players people use today.
Gradually, as firms developed better tech-
nology for producing compact disc players,
their prices fell. In 1990, a consumer could
purchase a fancy single-disc player for
$300; just five years later, in 1995, a similar
player could be purchased for about $200.
Today, consumers can buy a compact disc
player for less than $100.

Not only have the prices of compact
disc players fallen, but the machines on
sale today have many more features and
options than the original $1,000 machine.
Technology has lowered the cost of manu-
facturing compact disc players and has
also reduced the costs of some of the
inputs, like computer chips. These
advances in production have allowed
manufacturers to produce compact disc
players at lower costs. Producers have
passed on these lower costs to consumers
in the form of lower market prices.

We can use the tools developed in
Chapter 5 to graph the effect of these
changes on the CD market’s supply curve.
Figure 6.5 shows how the supply curve
shifted outward, or to the right, as manu-
facturers offered more and more CD

$1,000
1985 1990
$800— /
s600—
w
$400—
$200—
I I I I I

Shifting Supply Curve*

1 10 15 20 25 30
Quantity of compact disc players (in millions)

players at lower prices. In the early 1980s,
no compact disc players were offered for
§300. They were simply too expensive to
develop and manufacture. Today, manu-
facturers can offer millions of CD players
at this price.

Finding a New Equilibrium

Picture the point in time when compact
disc players were evolving from an expen-
sive luxury good to a mid-priced good. A
new generation of computer chips has just
reduced the cost of production. These
lower costs have shifted the supply curve
to the right where at each price, producers
are willing to supply a larger quantity.

This shift, shown in Figure 6.6 using
fictional quantities, has thrown the market
into disequilibrium. At the old equilibrium
price, suppliers are now willing to offer
4,000,000 compact disc players, up from
2,000,000.

In Figure 6.6, the increase in quantity
supplied at the old equilibrium price is
shown as the change from point a to
point b. However, the quantity demanded
at this price has not changed, and
consumers will only buy 2,000,000
compact disc players. At this market price,
unsold compact disc players will begin to
pile up in the warehouse. When quantity
supplied exceeds quantity demanded at a
given price, economists call this a surplus.
The surplus compact disc players are



excess supply, so something will have to
change to bring the market to equilibrium.

As you read in Section 1, suppliers will
respond to excess supply by reducing
prices. As the price falls from $600 to
$400, more consumers decide to buy
compact disc players, and the quantity
demanded rises. The combined movement
of falling prices and increasing quantity
demanded can be seen in Figure 6.6 as a
change from point a to point ¢. Notice that
this change is a movement along the
demand curve, not a shift of the entire
demand curve.

Eventually, the price falls to a point
where quantity supplied and quantity
demanded are equal, and excess supply is
no longer a problem. This new equilib-
rium point, shown at point c in Figure 6.6,
marks a lower equilibrium price and a
higher equilibrium quantity sold than
before the supply curve shifted. This is
how equilibrium changes when supply
increases, and the entire supply curve
shifts to the right.

Changing Equilibrium

As the price of compact disc players fell due
to better technology, more and more
people bought them. The equilibrium in
this market, then, started moving gradually
downward and to the right. This is where
the quantities demanded and supplied are
higher, and the prices are lower.

The supply curve for compact disc
players has been moving to the right ever
since the first $1,000 compact disc players
were sold. The curve continues to shift
today as new technology continues to
drive down the production cost and
market price of the most basic machines.

Equilibrium is usually not an un-
changing, single point on a graph. The
equilibrium in the compact disc player
market has always been in motion. The
market equilibrium follows the intersection
of the demand curve and the supply curve
as that point moves downward along the
demand curve.

Equilibrium is a “moving target” that
changes as market conditions change.

Figure 6,6 A Change in Supply
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Manufacturers and retail sellers of compact
disc players are constantly searching for a
new equilibrium as technology and methods
of production change. Consumers recognize
this “searching”™ by the frequent price
changes, sales, and rebates on compact disc
players. Fach of these tactics is designed to
keep the machines moving out of stores as
fast as new machines come in.

A Fall in Supply

Just as new technology or lower costs can
shift the supply curve to the right, so other
factors that reduce supply can shift the
supply curve to the left. Consider the
market for cars. If the price of steel rises,
automobile manufacturers will produce
fewer cars at all price levels,

SUILOIN,

5]
FCoNCEY

When supply
increases, prices
fall, and quantity
demanded increases
to reach a new
equilibrium.,

Supply and Demand
How would you
compare the point of
the new equilibrium
to the old
equilibrium?

and the supply curve will
shift to the left. If auto
workers strike for higher

THE WALL STREET JOURNAL.
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wages, and the company
must pay more for labor to
build the same number of
cars, supply will decrease. If
the government imposes a
new tax on car manufac-
turers, supply will decrease.
In all of these cases, the
supply curve will move to
the left, because the quantity
supplied is lower at all price
levels.

In the News Read more about supply in
“Ups and Downs,” an article in The Wall
Street Journal Classroom Edition.

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events

Visit: PHSchool.com
Web Code: mnc-2062
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A Almost every fall, a trendy toy emerges as one that every
child “must have.” Demand for these toys increases.

shortage situation in

When the supply curve shifts to the left,

Whidh quantity the equilibrium price and quantity sold
demanded is greater 1 ch I Thi : b
than quantity supplied; will change as well. 1§ process 1s the

also known as excess
demand

search costs the
financial and

exact opposite of the change that results
from an increase in supply. As the supply
curve shifts to the left, suppliers raise their
prices and the quantity demanded falls.
The new equilibrium point will be at a spot

oppertunity casts

consumers pay when along the demand curve above and to the
searching for a good or | lefr of the original equilibrium point. The
service

Figure 6.7 A Change in Demand
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When demand shifts, price and quantity supplied change to
create a new equilibrium.

Prices and Markets What happens to prices when the
demand curve shifts to the right?
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market price is higher than before, and the
quantity sold is lower.

Shifts in Demand

Almost every year, around November, a
new doll or toy emerges as a nationwide
fad. People across the country race to
stores at opening time and stand in long
lines to buy that year’s version of Tickle
Me Elmo or Pokémon.

As you read in Chapter 4, these fads
reflect the impact of consumer tastes and
advertising on consumer behavior. Fads
like these, in which demand rises quickly,
are real-life examples of a rapid, right-
ward shift in a market demand curve.
Figure 6.7 shows how a rapid, unexpected
increase in market demand will affect the
equilibrium in a market for a hypothet-
ical, trendy toy.

The Problem of Excess Demand

In Figure 6.7, the fad causes a sudden
increase in market demand, and the
demand curve shifts to the right. This shift
leads to excess demand art the original
price of $24 (point b). Before the fad
began, quantity demanded and quantity
supplied were equal at 300,000 dolls,
shown at point a. On the graph, excess
demand appears as a gap between the
quantity supplied of 300,000 dolls and the
new quantity demanded of 500,000 at
$24, shown at point b. This is an increase
of 200,000 in the quantity demanded.
Economists would also describe this as a
shortage of 200,000 dolls.

In the stores that carry the dolls, excess
demand appears as bare shelves and long
lines. Excess demand also appears in the
form of search costs—the financial and
opportunity costs consumers pay in
searching for a good or service, Driving to
different stores and calling different towns
to find an available doll are both examples
of search costs.

In the meantime, the available dolls must
be rationed, or distributed, in some other
manner. In this case, long lines, limits on
the quantities each customer may buy, and



“first come, first serve” policies are used to
distribute the dolls among customers.

Return to Equilibrium

As time passes, firms will react to the
signs of excess demand and raise their
prices. In fact, customers may actually
push prices up on their own if there is
“bidding” in the market, as there is for
real estate, antiques, fine art, and hard-to-
find items.

If a parent cannot find the doll he wants
at the store, he might offer the store keeper
an extra $5 to guarantee him a doll from
the next shipment. Through these methods,
the market price will rise until the quantity
supplied equals the quantity demanded at
300,000 dolls. All of these dolls are sold at
the new equilibrium price of $30, shown at
point ¢ in Figure 6.7.

When demand increases, both the equi-
librium price and the equilibrium quantity

Key Terms and Main Ideas

2. What is an example of a search cost? HINT

1. What conditions lead to a surplus? HINT i

Applying Economic Concepts

also increase. The demand curve has
shifted, and the equilibrium point has
moved, setting in motion market forces
that push the price and quantity toward
their new equilibrium values.

A Fall in Demand

When a fad passes its peak, demand can
fall as quickly as it rose. Excess demand
turns into excess supply for the once-
popular toy as parents look for a new, more
trendy gift for their children. Overflowing
store shelves and silent cash registers, the
symptoms of excess supply, replace long
lines and bidding wars.

When demand falls, the demand curve
shifts to the left. Suppliers respond by
cutting prices on their inventory. Price and
quantity sold slide down along the supply
curve to a new equilibrium point at point a
in Figure 6.7. The end of the fad restores
the original price and quantity supplied.

Progress Monitoring Online

nenf = | For: Self-quiz with vocabulary practice

Web Code: mna-2066

Supply

3. Decision Making Explain how the equilibrium price
and quantity sold of eggs will change in the following E g2000—f - - - - -
cases. Remember that they need not move in the same
direction. (a) An outbreak of food poisoning is traced to
eggs. (b) Scientists breed a new chicken that lays twice
as many eggs each week. (¢} A popular talk show host

New
demand

Original
demand

I
I
I
b
convinces her viewers to eat an egg a day. ; :
4. Critical Thinking What will happen to suppliers in a 150 180
market if there is a surplus of the good they sell, but no Output
supplier can afford to lower prices?
5. Math Practice The graph at the right shows the effects
of a demand shift on a particular market. {a) Has demand

increased or decreased? Explain. (b) What are the -

original equilibrium price and quantity sold? (¢) What are [ GO Gnhne

the new equilibrium price and quantity sold? {d) A new —PHSchool.com
tax raises the cost of production. How does the supply For: Research Activity

curve react? (e) Give a market price and quantity sold Visit: PHSchool.com

that might be a new equilibrium point after this cost Web Code: mnd-2062 @
Increase.
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1. Source Reading Summarize the
factors that allowed Dell Computer

& s

From Out of a Dorm Room

“I often wonder what new development
will come along and totally change the face
of our industry,” says computer magnate
Michael Dell. This visionary Texan has not
only adapted well to change, he has
revolutionized the way products are
marketed and sold. Dell has been called the
Henry Ford of the computer industry.

As a teenager in the early 1980s, Dell
saw a future in personal computers (PCs).
During his freshman year at the University
of Texas, he sold PCs from his dorm room.
Business was so good that the next year he
quit school and, with $1,000 in capital,
started a company. Fifteen years later, Dell
Computer Corporation was a $19.9 billion
business, with more than $18 million a day
in sales on its Internet site alone.

Direct From Dell

When Dell started his company in 1984,
PC manufacturers were all selling standard
models through retail stores. Dell’s vision
was to sell his computers directly to
consumers. This approach allowed him to
customize each computer to the customer’s
needs. It also enabled Dell to sell PCs for
less than his competitors did because there
were no retailers marking up his prices to
make a profit for their stores.

CK FOR UNDERSTANDING

ration to sell personal computers
er prices than its competitors

Michael Dell . 1935

In 1984, Michael Dell took $1,000 and an idea, and began to build a
computer business. Defying the odds against the success of a new
business, Dell built what is now the largest direct-sale computer

| manufacturer in the world. In the process, he made millionaires out

of investors who had faith in a young person and his ideas.

2. Critical Thinking What would be
likely to happen to its prices if Dell
Computer Corporation opened stores
across the country? Explain why.

—_—
Entrepreneur

Dell’s direct-marketing model had cost
advantages as well. By custom-building
cach computer, he did not have to maintain
warehouses full of unsold goods. The
company took each order by phone or fax
and shipped the finished computer within
two weeks. The low inventory costs were
also reflected in Dell’s pricing. Not only did
Dell’s customers receive exactly what they
needed, they got it at a lower price than
that of his competitors’ standard PCs.

Dell in Cyberspace
As the Internet grew in the early 1990s,
Dell saw new opportunities. Most people at
the time viewed the Internet as a source of
information. “Commerce . . . was pretty
much restricted to ordering T-shirts,” Dell
says. “But it . . . struck me that if you could
order a T-shirt online, you could order
anything—including a computer.” In 1996,
Dell became one of the first manufacturers
to offer products via the Internet. The Dell
Web site allows visitors to create a
computer system, calculate its price, place
an order, pay, and even arrange financing
online.

The success of this “Dell direct”
approach to the sale of computers has
shaped how other business sectors, such as
banking and the auto industry, market and
sell their products.

3. Learn More How has Dell
Computer Corporation strived to main-
tain its success against competitors
who have imitated the Dell direct sales
approach?

[




Objectives
After studying this section you will be able to:

1. Analyze the role of prices in a free market.

2. Listthe advantages of a price-based
system.

3. Explain how a price-based system leads to
a wider choice of goods and more efficient
allocation of resources.

4, Describe the relationship between prices
and the profitincentive.

The Role of Prices

Section Focus Key Terms
Goods and services can be divided supply shock
up among buyers and sellers by a rationing

central plan or a price-based market
system. Prices allow an efficient,
flexible exchange of goods.

black market
spillover costs

n Section 1, you read how supply and

demand interact to determine the equilib-
rium price and quantity sold in a market.
You also read about how those prices
change over time. Prices are a key element
of equilibrium. Price changes can move
markets toward equilibrium and solve
problems of excess supply and excess
demand. In this section we will discuss the
importance of prices and the role they play.

In a free market, prices are a tool for
distributing  goods and  resources
throughout the economy. Prices are nearly
always the most efficient way to allocate,
or distribute, resources. The alternative
method for distributing goods and
resources, namely a centrally planned
economy, is not nearly as efficient as a
market system based on prices.

Prices in the Free
Market

Prices serve a vital role in a free
market economy. Prices help
move land, labor, and capital
into the hands of producers, and
finished goods into the hands of
buyers. The following example
shows the benefits of a system based on
free market prices.

Kevin decides to buy a sweater for his
sister for her birthday next month. He goes
to a nearby shopping center and compares
the prices of several different sweaters.
Kevin finds that a department store offers
cotton cable-knit sweaters for $30 to $50
and soft cashmere sweaters for $110. He
visits other stores and finds that he can
spend as little as $20 for an acrylic sweater
or as much as $350 for a designer cashmere
sweater. Kevin considers his sister’s rastes
and his own income and buys his sister one
of the less expensive cotton sweaters.

Later, Kevin uses his computer to browse
catalogs of mail-order stores. He’s surprised
to find a sweater very similar to the one he
bought, but it's on sale for $5 less, shipping
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¥ Sweaters sell for
different prices,
depending on quality,
style, and type of yarn.
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¥ Drought, floods,
or frost can kill
crops and cause a
supply shock.
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included. Kevin decides to buy the sweater
on-line with his credit card and return the
sweater he bought at the mall.

Kevin’s story, familiar to anyone who
has shopped for a gift, demonstrates the
importance of prices to the free market
system. The simple process of buying a gift
for a friend or relative would be much
more complicated and inefficient without
the price system.

The Advantages of Prices

Prices provide a language for buyers and
sellers. Could you conceive of a market-
place without prices? Without prices as a
standard measure of value, a seller would
have to barter for goods by bidding shoes
or apples to purchase a sweater. A sweater
might be worth two pairs of shoes to one
customer, but another customer might be
willing to trade three pairs of shoes for the
same sweater. The supplier would have no
consistent and accurate way to measure
demand for a product.

Price as an Incentive

Buyers and sellers alike look at prices to
find information on a good’s demand and
supply. The law of supply and the law of
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Prices

demand describe how people and firms
respond to a change in prices. In these
cases, prices are a signal that tell a
consumer or producer how to adjust. Prices
communicate to both buyers and sellers
whether goods are in short supply or
readily available.

In the example of the popular doll
discussed in Section 2, the increased
demand for the doll told suppliers that
people wanted more dolls, and soon!
However, the signal that producers respond
to is not simply the demand, but the high
price consumers are willing to pay for the
doll, well above the usual rerail price. This
higher price tells firms that people want
more dolls, but also that the firms can earn
more profit by producing more dolls,
because they are in demand. Therefore,
rising prices in a market will cause existing
firms to produce more goods and will
attract new firms to enter a market.

Prices as Signals

Think of prices as a traffic light. A rela-
tively high price is a green light that tells
producers that a specific good is in demand
and that they should use their resources to
produce more. New suppliers will also join
the market. A low price, however, is a red
light to producers that a good is being
overproduced. In this case, low prices tell a
supplier that he or she might earn higher
profits by using existing resources to
produce a different product.

For consumers, a low price is a green
light to buy more of a good. A low price
indicates that the good carries a low oppor-
tunity cost for the consumer, and offers a
good buying opportunity. By the same
token, a high price is a red light to stop and
think carefully before buying.

Flexibility

Another important aspect of prices is that
they are flexible. When a supply shift or a
demand shift changes the equilibrium in a
market, price and quantity supplied need to
change to solve problems of too much or
too little demand. In many markets, prices
are much more flexible than outpur levels.



Prices can be easily increased to solve a
problem of excess demand, and they can
be just as easily decreased to eliminate a
problem of excess supply.

For example, a supply shock is a sudden
shortage of a good, such as gasoline or
wheat. A supply shock creates a problem of
excess demand because suppliers can no
longer meet the needs of consumers. The
immediate problem is how to divide up the
available supply among consumers.

What are the options? Increasing supply
can be a time-consuming and difficult
process. For example, wheat takes time to
plant, grow, and harvest. Rationing, or
dividing up goods and services using
criteria other than price, is expensive and
can take a long time to organize. Rationing
is the basis of central planning, which you
read about in Chapter 2.

Raising prices is the quickest way to
resolve excess demand. A quick rise in prices
will reduce quantity demanded to the same
level as quantity supplied and avoid the
problem of distribution. The people who
have enough money and value the good
most highly will pay the most for the good.
These consumers will be the only consumers
still in the markert at the higher price, and
the market will settle at a new equilibrium.

Price System Is “Free”
Unlike central planning, a distribution
system based on prices costs nothing to
administer. Central planning requires
central planners who collect information
on production and decide how resources
are to be distributed. In the former Soviet
Union, the government employed thou-
sands of bureaucrats in an enormous
agency called GOSPLAN to organize the
economy. During World War II, the United
States government set up the Office of Price
Administration to prevent inflation and
coordinate rationing of important goods.
On the other hand, free market pricing
distributes goods through millions of deci-
sions made daily by consumers and
suppliers. Kevin, from the beginning of the
section, looks at the prices of sweaters and
decides which one to buy for his sister and

which supplier to buy it from. A farmer
reads the reports from the commodity
exchanges and decides whether to grow
corn instead of soybeans next year
Everyone is familiar with how prices work
and knows how to use them. In short,
prices help goods flow through the
economy without a central plan.

A Wide Choice of Goods

One of the benefits of a market-based
economy is the diversity of goods and
services consumers can buy. Price gives
suppliers a way to allow consumers to
choose among similar products. Kevin
could buy his sister an acrylic sweater for
$20, a cotton sweater for $40, or a
cashmere sweater for much more. Based on
his income and his sister’s tastes, Kevin
decided on a cotton sweater at the lower
end of the price range. The prices provided
an easy way for Kevin to narrow his
choices to a certain price range. Prices also
allow producers to target the audience they
want with the products that will sell best to
that audience.

In a command economy, however, one
organization decides what goods are
produced and how much stores will charge
for these goods. To limit their costs,
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supply shock a sudden
shortage of a good

rationing a system of
allacating scarce goods
and services using
criteria ather than price

V¥ During the World
War Il era, civilians
could only buy a
certain amount of
meat and other goods
each month. People
needed both cash and
ration points to buy.
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A North Korea's
Communist
government has built
identical apartment
blocks for its
citizens, who do not
get to choose where
to live.

black market a market
in which goods are sold
illegally

142

Prices

central planners restrict production to a
few varieties of each product. As a result,
consumers in the former Communist states
of Fastern Europe and the Soviet Union
had far fewer choices of goods than
consumers in Western Europe and the

United States. You may ask why
Communist governments used a command
economic system. The answer is, in part,
that they hoped to distribute wealth evenly
throughout their society. As a result, the
government of the Soviet Union built whole
neighborhoods of identical apartment
blocks and supermarkets with names such
as “Supermarket No, 3.”

Rationing and Shortages

Although goods in the Soviet Union were
inexpensive, consumers could not always
find them. When they did, they often had
to wait hours for eggs or soap, years for
apartments or telephones. The United
States experienced similar problems,
although far less severe, when the govern-
ment instituted temporary price controls
during World War II.

Although rationing in the United States
was only a short-term hardship, like
rationing in the Soviet Union it was expen-
sive and left many consumers unhappy. The
needs of the U.S. armed forces for food,
metal, and rubber during World War II
created tremendous shortages at home,

and the government controlled
the distribution of food and
consumer goods. Choices were
limited, and consumers felt,
rightly or wrongly, that some
people fared better than others.
However, rationing was chosen
because a price-based system
might have put food and
housing out of the reach of some
Americans, and the government
wanted to guarantee every
civilian a minimum standard of
living in wartime.

The Black Market

Despite the ration system, the
federal government was unable to control
the supply of all goods passing through the
economy. A butcher could sell a steak
without asking for ration points, or a
landlord might be willing to rent an apart-
ment at the rate fixed by the government
only if the renter threw in a cash “bonus”
or an extra two months’ rent as a
“deposit.”

When people conduct business without
regard for government controls on price or
quantity, they are said to do business on
the black market. Black markets allow
consumers to pay more so they can buy a
good when rationing makes it otherwise
unavailable. Although black markets are a
nearly inevitable consequence of rationing,
such trade is illegal and strongly discour-
aged by governments.

Efficient Resource Allocation

All of the advanrtages of a free market
allow prices to allocate resources effi-
ciently. Efficient resource allocation means
that economic resources—land, labor, and
capital—will be used for their most
valuable purposes. A market system, with
its freely changing prices, ensures that
resources go to the uses that consumers
value most highly. A price-based system
also ensures that resource use will adjust
to the changing demands of consumers.



These changes take place without any
central control, because the people who
own resources—landowners, workers who
sell their labor, and people who provide
capital to firms—seek the largest possible
returns. How do people earn the largest
returns? By selling their resources to the
highest bidder. The highest bidder will be
that firm that produces goods that are in
the highest demand. Therefore, the
resources will flow to the uses that are most
highly valued by consumers. This flow is
the most efficient way to use our society’s
Scarce resources.

Prices and the Profit
Incentive

Suppose thart scientists predicted extremely
hot weather for the coming summer. In
most parts of the country, consumers
would buy up air conditioners and fans, to
prepare for the heat. Power companies
would buy reserves of oil and natural gas
to supply these appliances with enough
power. Since demand would exceed supply,
consumers would bid up the price of fans,
and power plants would bid up

the price of fuel. Suppliers c
would recognize the possibility
for profit in the higher prices
charged for these goods, and
they would produce more fans
and air conditioners. Oil and
natural gas fields would hire
workers to pump more fuel for
power plants. Eventually, more
fans, air conditioners, and fuel
would move into the market.
The potential heat wave would
have created a need for certain
goods, and the rise in prices
would have given producers an
incentive to meet this need.

As we previously noted, effi-
cient resource allocation occurs
naturally in a market system
as long as the system works
reasonably well. Landowners
tend to use their scarce property

Global Connections

Rationing and Prices Cuba has twa different systems for distrib-
uting goods. Some goods are rationed, while many others are sold in stores at
different prices. The difference between the two systems is that the price-
based system uses not Cuba's currency, the peso, but the United States dollar.
Many Cubans earn dollars by waorking in tourism or as gifts from family
members outside the country. Cubans with dollars can buy a variety of food
and clothing at stores and restaurants that only accept dollars. Cubans who
are paid in pesos must get their food through the state’s rationing system.
Prices are very low, but food is rationed, and the government provides each
person with a limited amount of grain, coffee, salt, and other basic foods.

in the most profitable manner. Workers
usually move toward high-paying jobs, and
capital will be invested in the firms that pay
the highest returns.

The Wealth of Nations

Adam Smith made this point in his famous
book The Wealth of Nations, published in
1776. Smith explained that it was not
because of charity that the baker and the
butcher provided people with their food.
Rather, they provide people with bread

and meat because prices are such that they !
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¥V The People’s
Republic of China is
moving away from a
command economy
and rationing to a
more market-based
economy.
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A The price of
water affects how
efficiently it is used.
When water is
provided to farmers
at a higher price,
they have an
incentive to irrigate
more efficiently.

will profit trom doing so. In other words,
businesses prosper by finding out what
people want, and then providing it. This
has proved to be a more efficient system
than any other that has been tried in the
modern era.

Market Problems
There are some exceptions to the general

spillover costs costsof | jdea that markets lead to an efficient alloca-

ion . i
prodschon et atcs tion of resources. The first problem, imper-
people who have no s _
control over how much | fect competition, can affect prices, and

higher prices can affect consumer decisions.

of a good is produced

If only a few firms are selling a product,
there might not be enough competition
among sellers to lower the marketr price
down to the cost of production. When only
one producer sells a good, this producer
will usually charge a higher price than we
would see in a market with several compet-
itive businesses. In the following chapter,
vou will read more about how markets
behave under conditions of imperfect
competition,

A second problem can involve spillover
costs, also known as externalities, that
include costs of production, such as air
and water pollution, that “spill over” onto
people who have no control over how
much of a good is produced. Since
producers do not have to pay spillover
costs, their total costs seem artificially low,
and they will produce more than the equi-
librium quantity of the good. The extra
costs will be paid by consumers.

Imperfect information is a third problem
that can prevent a market from operating
smoothly. If buyers and sellers do not have
enough information to make informed
choices about a product, they may not
make the choice that is best for them.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-2067

Key Terms and Main ldeas

1. How does a supply shock affect equilibrium price and
quantity? HINTi

2. How is rationing different from a price-based market
system? _HINTi

Applying Economic Concepts
3. Decision Making List three reasons why a price-based
system works more efficiently than central planning. | HINT i

4. Critical Thinking Give two examples of situations in
which prices gave you an incentive to purchase or not
purchase a good or service. |

5. Try This Distribute $50 in play money to each student in
your class. Then, ask students to bid for items from the
following basket of goods and services: 10 pairs of movie
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Prices

tickets, 20 fine restaurant dinners, 40 bagels, 5 pairs of
running shoes, and 30 hours of dog walking. (a) What
prices were bid for these goods? (b) Why do you think
some goods received higher bids than others? (¢) What
do you think would happen to the bids if the number of
items for sale doubled?

6. Critical Thinking What do you think Adam Smith would
think of rationing? Explain. ZIHINT i
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For: Critical Thinking Activity
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Supply and Demand

Government and the Market for Milk

he California dairy industry employs more than 250,000 full-time workers and pro- r
: duces over $35 billion in wages and revenues each year. The success of the
California dairy industry, like that of most other American agricultural industries, is r
linked to government subsidies.

The Need for Subsidies California’s dairy farms
enjoy a good climate, up-to-date agricultural tech-
nology, and a ready market for their goods. And yet
they all rely on government support to some degree.

The government provides subsidies for many
reasons. Many people believe that agricultural
businesses would not easily survive in a freely

. competitive international market. If many
r‘ American farms were to go out of business, the
Unirted States would need to depend on other

countries for its food supply. Others argue that
without government intervention, basic food prod-
ucts like milk could change price rapidly and
become too expensive for some families.

Price Supports and Trade Barriers Government sup-
port of agriculture takes different forms. The fed-
eral government uses price supports to set a feder-
al minimum price for some dairy products.
Whenever the market price falls too low, the Department of Agriculture buys butter,
cheese, and dry milk directly from the dairy producers to guarantee that they receive
the minimum price. California has a similar state program for fluid milk. California
also gives farmers special access to state water supplies, which provides inexpensive
water for cows and supports the corn and alfalfa growers who provide cattle feed.

Another way that the federal government intervenes in the dairy market is by plac-
ing tariffs or other taxes on dairy imports. Tariffs raise the price of imported goods
and give an advantage to locally produced milk and cheese.

A Federal and state governments influence
the cost of many groceries.

The Future The federal government has reduced assistance given to dairy farmers, and
many leaders would like to end the subsidy programs entirely. The United States is
also entering into more and more free-trade agreements that require the United States
to reduce financial support of farms and lower trade barriers. The future of dairy
subsidies looks less and less certain every year.

Applying Economic ldeas

1. Why do governments consider it necessary to treat agriculture differently from
other manufacturing or production industries?

2. What might happen if the government stopped all intervention in the market for
dairy products?



Chapter r Assessment

Chapter Summary

summary of major ideas in Chapter 6 appears
below. See also the Guide to the Essentials

of Economics, which provides additional review and

test practice of key concepts in Chapter 6.

Section 1 Combining Supply and Demand (pp. 125-131)

In an uncontrolled market, the price and quantity
sold of a good will move to an equilibrium point
where the quantity supplied equals the quantity
demanded. The government can set a maximum
price in a market with a price ceiling, or a minimum
price with a price floor. Although some consumers or
producers benefit, these moves distort the market
and lead to excess demand or excess supply.

Section 2 Changes in Market Equilibrium (pp. 133-137)

A market moves to a new equilibrium when there is
a shift in either supply or demand. In the short term,
a shortage will occur if quantity demanded exceeds
quantity supplied, or a surplus will occur if quantity
supplied exceeds quantity demanded. Market price
and quantity sold adjust, and buyers and sellers
change their behavior over time.

Section 3 The Role of Prices (pp. 139-144)

In a free market, prices provide a common language
that enables land, labor, and capirtal to flow into the
hands of those who value them most. Prices tell con-
sumers and suppliers which goods are in short sup-
ply and which are plentiful. Individual decisions lead
to an efficient market with a wide choice of goods.
The alternative to a price-based market, rationing, is
mefficient and difficult to carry out successfully.
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Key Terms

Martch the following definitions with the terms
listed below. You will not use all the terms.

shortage  HINT
price floor| HINT
search costs
rationing | yynT

HINT | price ceiling
HINT | excess supply
HINT | supply shock
HINT | equilibrium

1. The point at which quantity demanded and
quantity supplied are equal

2. The financial and opportunity costs con-
sumers pay in searching for a good or service

3. A system of allocating scarce goods and
services by criteria other than price

4. A sudden drop in the supply of a good

5. Any situation in which quantity supplied
exceeds quantity demanded

6. Any situation in which quantity demanded
exceeds quantity supplied

1. A government-mandated minimum price
that must be paid for a good or service

Using Graphic Organizers

8. On a separate sheet of paper, copy the tree
map below. Then complete it with exam-
ples of how government actions can affect
prices. Include whether prices are in equi-
librium or disequilibrium before and after
the government’s actions.

Government Actions Affecting Prices

Rent Control




'HINT

Reviewing Main ldeas

9. What factors can lead to disequilibrium?

Describe these factors in your own words.

10. What role does the government play in deter-
mining some prices? HINT i

11. What problem can a price floor cause?| HINT i

12. How do prices act as a “language” in the free
market? HINT |

13. Turn to Figure 6.1 on page 126. Explain how to
interpret the supply and demand graph (left),
using the supply and demand schedule (right).

Critical Thinking

14. Recognizing Cause and Effect Why have some
cities and towns passed rent control laws? How
do these laws affect price equilibrium? What
happens when these laws are repealed?

15. Drawing Inferences How do computers lower
search costs for producers and consumers? What
effect does this have on price equilibrium?

16. Synthesizing Information How do prices in the
free market lead to efficient resource allocation?
Describe an example from your experience.

Problem-Solving Activity

17. Suppose that a recent snowstorm has caused a
supply shock in the marker for sugar in the
United States. How would you attempt to solve
the problems that follow the storm? What
actions are available to both consumers and
producers?

Economics Journal

Essay Writing Compare your list of minimum
wages for chores with the lists of other students.
How do they compare? Use your classroom data
to create four supply curves, one for each task.
How might the minimum wage affect the supply
of labor for these chores? Draw a line representing
the current minimum wage in your city or state as
a price floor.

Skills for Life

Determining Cause and Effect Review the steps

shown on page 132; then answer the following ques-

tions using the statements below.

18. Which of the statements describe cause-effect
relationships?

19. Identify three phrases used to identify the cause
of a cause-effect relationship in these statements.

20. Identify three terms used to identify the effect of
a cause-effect relationship in these statements.

21. Which statement includes more than one cause-
effect relationship?

22. Read statement (f). Create a flowchart describing
the cause-etfect relationships shown.

STATEMENTS

a) Oranges are grown mainly in the South and
West, especially Florida and California.
The price of oranges in the United States rose
this year because of a small harvest.
Some people enjoy orange juice with breakfast,
while others like to drink it after exercise.
Due to the early frost in much of the South, this
year's orange crop was poor.
Overall orange juice production was down this
year, and several national brands lost money.
However, the American dairy industry saw an
increase in milk sales. Americans did not drink as
much orange juice as they had in recent years.
This year’s disastrous orange crop caused many
brands to raise their prices. Because of the high
prices, many consumers switched to other juices.
Several national brands reduced orange juice
production and researched new products that
would meert this alternative demand.

c

f

Progress Monitoring Online

For: Chapter 6 Self-Test  Visit: PHSchool.com
Web Code: mna-2061

As a final review, take the Economics Chapter 6 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice gquestions designed to
test your understanding of the chapter content.
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Materials
20 slips of paper
{one color)

20 slips of paper
{contrasting color)
2 small boxes
notebook paper

he supply of a good (or service) and the demand for it inter-

act in the market. If the quantity supplied or demanded goes

up or down, the price of that good or service will also be
affected. Similarly, changes in supply or demand influence the quan- ;
tity produced. At a certain point, the quantity that people want is
equal to the quantity available, and the
price stabilizes. This situation is called
market equilibriwm.

Preparing the Simulation

How does the market reach a state of
equilibrium? In this simulation, you and
your peers will act as apple producers and
consumers. You will meet in the market to
agree on an exchange of apples at a cer-
tain price. You'll see how both producers
and consumers change their requirements
in order to reach an agreement.

Step 1: Your class will be divided into two
equal groups, Producers and Consumers.

Step 2: The Consumers group will

prepare 20 slips of colored paper that
represent the prices a Consumer is willing
to pay for a bushel of apples. Consumers
will number the first 10 slips from $4 to $40
by fours ($4, $8, and so on), and repeat for
the second 10 slips. Meanwhile, the
Producers group will prepare 20 slips of
paper in a contrasting color that represent
the cost of producing a bushel of apples.
Producers will number the first 10 slips
from §5 to $50 by fives (85, $10, and so on),
and repeat for the second 10 slips.

- - &
A The profit from the sale of these apples is the 1
difference between the sale price and the |
cost to produce the apples. ‘
draw a slip from the box. If you are a |
Producer, the amount on the slip is your
cost of producing a bushel of apples.

Conducting the Simulation

There will be three trading periods. Your
goal is to make the best deal you can—
to buy below your maximum price if you
are a Consumer, and to sell for more than
your cost if you are a Producer.

If you are a Consumer, your score will be
the difference between the price you are
willing to pay for apples and the price you
actually pay. For example, if the price on your
slip is $50, and you buy apples for 830, your
score is $20. If you are an apple Producer,
your score is your profit—the difference

Step 3: Put the Consumer slips into a box.
Each person in the Consumer group should
draw a slip. If you are a Consumer, the
amount on the slip is the maximum price
you are willing to pay for a bushel of apples.

Step 4: Put the Producer slips into a box.
Each person in the Producer group should




Producers and Consumers will
meet in a trading area and try to
make deals. Each person can
buy or sell one bushel of apples
in each period. When you reach
an agreement, report the price

Negotiate as in Trading Period 1.

You have another chance to
save money (Consumers) or
increase your profits
{Producers). Again, report your
deals to your teacher.

Trading Period 3

Before this trading period
begins, one third of the
Producers will move into the
Consumer group. {The costs on
their slips of paper now become
the maximum prices they are

and your own score to the
teacher. The trading period will
end when no more pairs of
Producers and Consumers can
make a deal.

between your cost of producing the apples and the
price at which you can sell them.

You do not have to buy or sell apples in any trading
period. If you do not, however, your score for that
round will be $0. Your teacher will keep a record of all
the transactions made. You should also keep a record
of your own scores. The final score is the sum of all
your savings (Consumers) or profits (Producers).

Transaction Chart

Trading |
Period 3

Trading
Period 2

Trading

willing to pay.) Then make
trades as in the first two peri-
ods. This trading period will end
when no more pairs of Prod-
ucers and Consumers can make
a deal. Take note of any price
differences produced by an
increase in the number of
Consumers and a decrease in
the number of Producers.
Record your transaction with
your teacher.

Simulation Analysis

On a sheet of notebook paper, create a

transaction chart like the one on this page.
| As a class, complete the transaction chart

using information that you reported to your

teacher. Then discuss the following ques-

period 1

Number of

deals made

Number of
Consumers
unable to buy

Number of
Producers
unable to sell

Average price
® jor a bushel

of apples
Lowest pricé

Highest price

e

tions as a group.

1.

In Trading Periods 1 and 2, when was it
a good idea for a Consumer not to buy
apples?

. When might a Producer choose not to

sell his or her apples?

. What was the effect of increasing the

total number of Consumers in Trading
Period 37 What would happen to the
apple market if the number of Producers
increased instead?

. Predicting Consequences What would

happen in this market if all the Producers
got together and agreed on one price for
apples?
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f a single firm produced all computer software,

life might be easier because all software would be
compatible. So why has the government tried to
prevent one company from dominating the
software market? When there are only one or two
firms in a market, consumers have fewer choices,
and prices are likely to be higher.

In this chapter you will read about four different
types of markets, or market structures. The four
structures differ mainly in the number of firms that
compete within them.

&= Economics Journal 2%
/ TEO

Write down the names of three -7
major companies: one with very
little competition, one with one or
two important competitors, and
one with many competitors.
Which situation do you think

| describes most markets?

S

i '|j \ it

Go Online
HSchool.com
For: Current Data

Visit: PHSchool.com
Web Code: mng-207




Objectives
After studying this section you will be able to:

1. Describe the four conditions that are in
place in a perfectly competitive market.

2. Listtwo common barriers that prevent

Section Focus Key Terms
Perfect competition exists when a perfect competition
market has many buyers and sellers commodity

of the same good. Few markets are
perfectly competitive because

barrier to entry
imperfect competition

firms from entaring a market. barru%rs keep cgmpamesfrom ‘ start-up costs
. . ) entering or leaving the market easily.
3. Describe prices and outputin a perfectly
competitive market.
he simplest market structure is known  Many Buyers and Sellers perfect competition

as perfect competition. It is also called
pure competition. A perfectly competitive
market is one with a large number of firms
all producing essentially the same product.
Pure competition assumes that the market is
in equilibrium and that all firms sell the
same product for the same price. However,
each firm produces so little of the product
compared to the total supply that no single
firm can hope to influence prices. The only
decision such producers can make is how
much to produce, given their production
costs and the markert price.

Four Conditions
for Perfect Competition

While very few industries meet all of the
conditions for perfect competition, some
come close. Examples include the markets for
many farm products and the stocks traded on
the New York Stock Exchange. Both of these
examples fulfill four strict requirements for a
perfectly competitive market:

1. Many buyers and sellers participate in
the market.

2. Sellers offer identical products.

3. Buyers and sellers are well informed
about products.

4. Sellers are able to enter and exit the
market freely.

Perfectly competitive markets require many
participants on both the buying and the
selling sides. No individual can be powertul
enough to buy or sell enough goods to
influence the total market quantity or the
market price. Everyone in the market must
accept the market price as given.

As we saw in Chapter 6, supply and
demand interact to determine both price
and output. If a market has many indepen-
dent buyers and sellers, it is not very likely
that large enough groups of either buyers
or sellers will work together to bargain for
better prices. Instead, the market deter-
mines price without any influence from
individual suppliers or consumers.

Chapter 7 m Section 1

& market structure in
which a large number
of firms all produce the
same product

¥ The market for
tomatoes comes
close to perfect
competition because
a large number of
firms sell tomatoes,
and one tomato is
very much like
another.
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P A pushcart
business is easy and
inexpensive to begin,
while a steel mill
requires a large
building and costly
machinery.

commaodity a product
that is the same no
matter who produces it,
such as petroleum,
notebook paper, or milk

Identical Products

In a perfectly competitive market, there are
no differences between the products sold
by different suppliers. This is the second
condition for perfect competition. If a
rancher needs to buy corn to feed his cattle,
he will not care which farmer grew the
corn, as long as every farm is willing to
deliver the corn he needs for the same price.
If an investor buys a share of a company’s
stock, she will not care which particular
share she is buying.

A product that is considered the same
regardless of who makes or sells it is called
a commodity. Examples of commodities
include low-grade gasoline, notebook
paper, and milk. Identical products are key
to perfect competition for one reason: the
buyer will not pay extra for one particular

Global Connection

Informed Buyers The French government ensures that travelars will
have complete information about the market for hotel rooms and restaurant
meals. While hotels in the United States usually advertise only special
discounts, every hotel in France must post in its lobby a list of rates for single
and double rooms, with and without a sink, shower, or full bathroom.
Restaurants must go further and post a long list of prices for dozens of items,
leaving spaces blank if some common items are not on the menu.
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company’s goods. The buyer will always
choose the supplier with the lowest price.

Informed Buyers and Sellers

The third condition for a perfectly compet-
itive market is that buyers and sellers know
enough about the market to find the best
deal they can get. Under conditions of
perfect competition, the market provides
the buyer with full information about the
features of the product and its price. For
the market to work effectively, both buyers
and sellers have clear incentives to gather
as much information as possible.

In most markets, a buyer’s willingness to
find information abourt prices and avail-
ability represents a trade-off. The time spent
gathering information must be worth the
amount of money that will be saved. For
example, most buyers would not search the
Internet or visit a dozen convenience stores
to save five cents on a pack of chewing gum.

Free Market Entry and Exit

The final condition of perfectly competitive
markets is that firms must be able to enter
them when they can make money and leave
them when they can’t earn enough to stay
in business. For example, when the first
pioneering companies began earning a lot
of money selling frozen dinners, several
competitors jumped into the market with




their own products. Later, the firms
withdrew from the market those dinners
that consumers didn’t buy.

Studies show that markets with more
firms, and thus more competition, have
lower prices. When one firm can keep
others out of the market, it can sell its
product at a higher price.

Barriers to Entry

Factors that make it difficult for new firms
to enter a market are called barriers to entry.
Barriers to entry can lead to imperfect
competition. Common barriers to entry
include start-up costs and technology.

Start-Up Costs

Entrepreneurs need to invest money in a
new firm long before they can start earning
income. Before a new sandwich shop can
open, the owner needs to rent a store, buy a
refrigerator, freezer, and oven, and print
menus. The expenses that a new business
must pay before the first product reaches
the customer are called start-up costs.

When the start-up costs in a market are
high, entreprencurs are less likely to enter
that market. As a result, markets that
involve high start-up costs are less likely to
be perfectly competitive markets. For
example, the costs of starting up a
sandwich shop are much lower than those
involved in starting up a lumber mill or a
giant supermarket. So, an entrepreneur
with a small income is much more likely to
try her luck with a sandwich shop.

Use of the Internet reduced start-up costs
in many markets, including books and
music. However, many entrepreneurs discov-
ered that a Web page did not attract and
hold customers as easily as a shop window.
The high costs of advertising, shipping, and
discounting goods pushed many out of
business. With a few exceptions, the
Internet-based  companies that  have
succeeded paid substantial start-up costs.

Technology
When a school group needs to raise
money, its members could sell goods like

harrier to entry any
factor that makes it
difficuft for a new firm
to enter a market

flowers, cookies, or candy. Some techni-
cally skilled students could offer to fix cars
or bicycles. Very few student groups would
be able to create and sell a new word-

processing program. imperfect competition
Some markets require a high degree of | @Mmarket structure that
. does not meet the
technological know-how. A carpenter, i,
N . conditions of perfect
pharmacist, or electrician can spend years | gomperition

in training before he or she has learned all
the important skills. As a result, new entre-
preneurs cannot easily enter these markets
without a lot of preparation and study.
Barriers of technology and know-how can
keep a market from becoming perfectly
competitive.

start-up costs [he
expenses a firm must
pay before it can begin
to produce and sell
goods

Price and Output

One of the primary characteristics of
perfectly competitive markets is that they
are efficient. Competition within these
markets keeps both prices and production
costs low. Firms must use all inputs—land,

Figure 7.1 Perfect Competition |I| I||
Number of firms: Many
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Variety of goods: None

i

Control over prices:
None
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Barriers to entry:
None

‘\)\‘-nh\'e A perfectly competitive market must include a large
number of suppliers selling the same good.
Competition What prevents any one firm from

raising its prices?
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In a perfectly competi-
tive market, price and
output reach their
equilibrium levels.
Competition What
factors allow a
perfectly competitive
market to reach
equilibrium?

Figure 7.2 Market Equilibrium "
in Perfect Competition
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labor, organizational skills, machinery and
equipment—to their best advantage. As a
result, the prices that consumers pay and
the revenue that suppliers receive accu-
rately reflect how much the market values
the resources that have gone into the
product. In a perfectly competitive market,
prices correctly represent the opportunity
costs of each product.

Prices in a perfectly competitive market
are the lowest sustainable prices possible.
Because many sellers compete to offer
their commodities to buyers, intense
competition forces prices down to the
point where the prices just cover the most-
efficient sellers’ costs of doing business. As
vou read in Chaprter 6, this equilibrium is
usually the most efficient state a market
can achieve.

We saw in Chapter 5 that producers
earn their highest profits when they
produce enough that their cost to produce
one more unit exactly equals the market
price of the unit. Since no supplier can
influence prices in perfectly competitive
markets, producers will make their output
decisions based on their most efficient use
of available land, labor, capital, and
management skills.

In the long run, output will reach the
point where each supplying firm just covers
all of its costs, including paying the firm’s
owners enough to make the business
worthwhile.

Key Terms and Main Ideas

1. Describe characteristics and giv les of perfect

competition (pure competition). | HINT

2. How do start-up costs discourage entrepreneurs from
entering a market? HINT |

3. What are two examples of barriers to entry in the
magazine market? HINT

4. Why must perfectly competitive markets always deal in
commodities? @

Applying Economic Concepts

5. Decision Making Which of these markets come close
to perfect competition? (a} televisions (b) bottled water
(c) pizza (d) school buses (e) white socks (f) baseballs

(g) paper clips [ HINT i
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Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-2075

6. Try This Suppose thatyou and your friends plan to open

a new convenience store. Brainstorm a list of ten
expenses that would be your start-up costs. Next, use
the Sunday newspapers and the Internet to estimate
how much each item on your list will cost. How much do
you estimate you will spend before the store can open?

. Critical Thinking Other than technology and start-up

costs, what are two specific examples of barriers that
could prevent a company or individual from entering a
market?
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Skills for

LIFE

Analyzing Political Cartoons

P

olitical cartoons express the cartoonist's opinion on a recent issue or cur-
rent event. The artist’s purpose is to sway the opinions of the

reader. To achieve this goal, cartoonists often use humor and exaggeration.
When analyzing a political cartoon, be sure to examine all the images and
words to help you fully understand the artist’s intent. Use the following steps
to analyze the cartoon below.

g

N

Identify the symbols in the cartoon.
Symbolism plays a major role in
helping political cartoons convey their
messages. For example, Uncle Sam is
often used as a symbol for the federal
government of the United States.

(a) What company’s symbol is
depicted in this cartoon? (b) Who is
the old man?

Analyze the meaning of the cartoon.

(a) What industry is being represented
in this cartoon? (b) Why would the
artist use Alexander Graham Bell?

(c) Whart is Mr. Bell reading? Why is
that relevant to this cartoon?

3. Draw conclusions about the cartoonist's

intent. (a) What point is the artist
trying to make about AT&T’s tele-
phone rates? (b) Does the artist
believe the telephone industry has
perfect competition? (c) Are you
swayed by the cartoonist’s opinion?

Additional Practice

Create your own political cartoon
based on a current economic event
or issue. Include symbolism, humor,
and exaggeration in your cartoon.

155



Monopoly

Objectives
After studying this section you will be able to:

1. Describe characteristics and give
examples of monopoly.

2. Describe how monopolies are formed,
including government monopolies.

Section Focus

3. Explain how a firm with a monopoly sets
output and price, and why companies
practice price discrimination.

A firm has a monopoly when it
controls an entire market. Because a
monopolist controls the price of its
product, a monopoly produces less
and charges higher prices than would
a perfectly competitive firm.

Key Terms

monopoly

economies of scale
natural monopoly
government monopoly
patent

franchise

license

price discrimination
market power

monopoly a market
dominated by a single
seller

¥ One company,
DeBeers of South
Africa, has almost
total control over the
world's diamond

supply.

Y ou’ve gone to the emergency room with
a high fever and a sharp pain in your
leg. The doctor diagnoses a rare infection
and writes a prescription for ten pills of a
new medication that the government
approved just last year. The doctor tells you
that without this medication, your recovery
will be slow.

At the pharmacy, you find that the
medicine costs $97.33, or nearly ten dollars
a pill! The pharmacist tells you that only
one company has the right to produce the
medicine, and it charges a high price
because its scientists worked for years to

develop the medication. You feel
that you have no choice, so you
hand over the cash.

The market for prescription medicines is
one of many markets in which monopolies
can develop. In this section you will read
abour different types of monopolies and
how they form.

Describing Monopoly

A meonopoly forms when barriers prevent
firms from entering a market that has a
single supplier. While a perfectly competi-
tive market has many buyers and sellers,
monopoly markets have only one seller, but
any number of buyers. In fact, barriers to
entry are the principal condition that
allows monopolies to exist.

While you can probably think of several
companies that look and act like monopo-
lies, economists use a strict set of require-
ments to define a monopoly. If we define
the good or service provided by a company
broadly enough, we can usually find substi-
tute goods from a different source. For
example, you might think that a conve-
nience store on a highway in the middle of
the desert has a monopoly. However, you
could have carried more water in the car,
or, if you had enough money, you might
have flown across the desert instead of
paying high prices for food and warter
during the car trip.
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The problem with monopolies is that
they can take advantage of their market
power and charge high prices. Given the
law of demand, this means that the
quantity of goods sold is lower than in a
market with more than one seller. For this
reason, the United States has outlawed
some monopolistic practices, as you will
read in Section 4.

Forming a Monopoly

All monopolies have one trait in common:
a single seller in a market. However,
different market conditions can create
different types of monopolies.

Economies of Scale
If a firm’s start-up costs are high, and its
average costs fall for each additional unit it
produces, then it enjoys what economists
call economies of scale. Economies of scale
are characteristics that cause a producer’s
average cost to drop as production rises.
The graph on the left in Figure 7.3 above
shows an average total cost curve for a firm
without economies of scale. Follow the
curve from left to right. As output increases
from zero, the average cost of each good
drops, and the curve initially slopes

downward. This is because large, initial, economies of scale
fixed costs, like the cost of the factory and Rctars lh:a Loatisa g

; producer’s average
machinery, can be spread out among more | oot per unit to fall as
and more goods as production rises. If the | output rises
factory cost $1,000 to build and each unit
of output costs $10 to make, producing
one unit will cost $1,010, but producing
two units will cost $1,020, or only $510
each. However, if the industry has limited
economies of scale, output will eventually
rise to a level at which the limited scale
economies are exhausted, and the cost of
making each unit will rise. The average cost
of producing each good increases as output
increases, and the curve slopes upward to
match the rising cost per unit.

A factory in an industry with economies
of scale never reaches this second stage of
rising costs per unit. As production
increases, the firm becomes more efficient,
even at a level of output high enough to
supply the entire market. The graph on the
right in Figure 7.3 above shows how cost
and output are related in economies of
scale. Follow the curve from left to right.
As output increases, the cost per unit falls,
and continues to fall.

A good example is a hydroelectric plant,
which generates electricity from a dam on a
river. A large dam is expensive to build.
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P Before cellular phones became
popular, telephone service was a
natural monopoly because no one
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In a monopoly, one company controls the market.
Markets and Prices Why is public water a monopoly?

However, once the dam is built, the plant
can produce energy at a very low addi-
tional cost simply by letting water flow
through the dam. The average cost of the
first unit of electricity produced is very high
because the cost of the dam is so high. As
output increases, the fixed costs of the dam
can be spread over more units of electricity,
so the average cost drops. In a market with
economies of scale, bigger is better. An
industry that enjoys economies of scale can
casily become a natural monopoly.

Natural Monopolies
A natural monopoly is a market that runs
most efficiently when one large firm
provides all of the output. If a second firm
enters the market, competition will drive
down the market price charged to
customers and decrease the quantity each
firm can sell. One or both of the firms will
not be able to cover their costs and will go
out of business.

Public water provides a good example of
a natural monopoly. In a competitive
market, different water companies would
dig reservoirs and set up overlapping
networks of pipes and pumping stations to
deliver water to the same town. Companies
would use more land and water than neces-
sary. Each company would have to pay for
all of the unneeded pipes and would serve
customers no better than a single network.

In cases like this, the government often
steps in to allow just one firm in each
geographic area to provide these necessary
services. The government action ensures
that we don’t waste resources building addi-
tional plants when only one is needed. In
return for monopoly status, a firm with a
natural monopoly agrees to let government
control the prices it can charge and what
services it must provide.

Technology and Change

Sometimes the development of a new tech-
nology can destroy a natural monopoly. A
new innovation can cut fixed costs and
make small companies as efficient as one
large firm.




When telephone calls were
carried by thick copper wires,
local telephone service was
considered a natural monopoly.
No one wanted to build more
than one network of wires to
connect thousands of homes
and businesses. In the 1980s
and 1990s, consumers began
using cellular phones, which
were portable and could carry
phone calls via radio waves
rather than through wires.
Cellular technology reduced
the barriers to entry in the local
telephone market. Now that cellular phone
companies can link to thousands or millions
of customers with a few, well-placed
towers, they don't need to invest in an
expensive infrastructure of cables and tele-
phone poles. Cellular phone companies are
becoming as efficient as traditional wire-
based phone services.

Government Monopolies

In the case of a natural monopoly, the
government allows the monopoly to form
and then regulates it. In other cases,
however, government actions themselves
can create barriers to entry in markets and
thereby create monopolies. A government
monopoly is a monopoly created by the
government.

Technological Monopolies

One way that the government can give a
company monopoly power is by issuing a
patent. A patent gives a company exclusive
rights to sell a new good or service for a
specific period of time. Suppose that Leland
Pharmaceuticals developed a new asthma
medication called BreatheDeep that helped
people with asthma develop stronger lungs.
If Leland’s researchers could prove to the
government that they had invented
BreatheDeep, the Food and Drug
Administration would grant Leland a
patent. This patent would give Leland the
exclusive right to sell BreatheDeep for
twenty years.

Why would the government want to give
a company monopoly power? Patents guar-
antee that companies can profit from their
own research without competition. For this
reason, patents encourage firms to research
and develop new products that benefit
society as a whole, even though the research
and development costs may be very high.
The market power that comes with the
patent allows firms to set prices that
maximize their opportunity to make a profit.

Franchises and Licenses

A franchise is a contract issued by a local
authority that gives a single firm the right to
sell its goods within an exclusive market.
For example, the National Park Service
picks a single firm to sell food and other
goods at mnational parks, such as
Yellowstone, Yosemite, and the Everglades.
Your school may have contracted with one
soft-drink company to install and stock
vending machines. The franchise may
include a condition that no

A Anational park
can give one
company a franchise
for, or monopoly over,
food service within
the park.

government monopoly
a monopoly created by
the government

patent a license that
gives the inventor of a
new product the
exclusive right to sell it
for a certain period of
time

franchise the right to
sell a good or service
within an exclusive
market

license a government-
issued right to operate
a business

other soft drinks will be sold
in the building. Governments,

parks, and schools use fran-
chises to keep small markets
under control.

On a larger scale, govern-
ments can issue a license
granting firms the right to
operate a business. Examples
of scarce resources that require
licensing include radio and tele-
vision broadcast frequencies

FAST FACT

Many villages in India and
Bangladesh have never had phone
service, even though most of the
population lives in the countryside.
Stretching a cable to every village
was too expensive and inefficient,
even for a natural monopoly. Using a
ceflular network, Grameen Telecom
now plans to bring pay phones to
68,000 villages in Bangladesh and
serve 100 million new customers.
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and land. The Federal Communications
Commission issues licenses for individual
radio and television stations. Some cities
select a single firm to own and manage all of
their public parking lots.

Industrial Organizations

In rare cases, the government allows the
companies in an industry to restrict the
number of firms in a market. For example,
the United States government lets Major
League Baseball and other sports leagues
restrict the number and location of their
teams. The government allows team
owners of the major professional sports
leagues to choose new cities for their teams
and does not charge them with violating
the laws that prevent competitors from
working together.

Major League Baseball has an exemption
from these laws, which are known as
antitrust laws, because they were originally
passed to break up an illegal form of

[ Los Angeles )
The second-largest city in
the U.S. lost teams to
Oakland and St. Louis in
1995. The NFL's 30 team
owners voted to give LA,
a new team in March 19988,
but withdrew the offer

when LA. could not meet

thair demands for a new

stadium. 3
RN

Houston TN
The fourth-largest city in the U.S.
lost the Oilers to Tennessee in 1996, :
An underdog, Houston beat out L.A. >
for a new team in October 1999
when it promised to build a $310
million stadium and pay the NFL a
$700 million fee,

monopoly known as a trust. Other sports
leagues do not have an official exemption,
but the government treats them as it treats
baseball. The restrictions that the leagues
impose help keep team play orderly and
stable by preventing other cities from
starting their own major league teams and
crowding the schedule.

The problem with this type of monopoly
is that team owners may charge high prices
for tickets. In addition, if you’re a sports fan
in a city without a major league team,
you're out of luck.

Output Decisions

If you had severe asthma, which can be
fatal, what would BreatheDeep be worth to
you? You would probably want the
medicine no matter how much it cost. So
Leland, the company that invented and
patented the drug, could charge a very high
price for its new medication. In fact, they

Figure 7.5 Monopoly Decisions in the National Football League |I

Vi SR
| Cleveland |
The owner of the Cleveland
Browns took his team to Baltimore
in 1995. After Cleveland built a i
new stadium with help from NFL
loans, the NFL approved a new

Baltimore I
In 1984, Baltimore lost
Colts to Indianapolis. With
no help from the NFL in
sight, the city lured tha
Browns from Cleveland via
o a 30-year, zero-rent lease
on a new stadium.
Renamed the Ravens, the
~ team won the Super Bowl
~ for Baltimore in 2000 by a

r/?_  scoreof 34-7.

The owners of professional football teams have a monopoly over
membership in the National Football League. Cities have te apply to
the NFL for a new team or pay top dollar for an existing team.

Supply and Demand Why do team owners limit the number of teams?
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Figure 7.6 Demand Schedule for BreatheDeep
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By increasing output, a monopolist lowers the price of the good.

Above a certain level of output, revenue also begins to decrease.
Markets and Prices Why does revenue fall when production
r3 c““'ﬁ"' increases from 10,000 doses to 11,000 doses?

could charge enough to earn well above
what it cost to research and manufacture
the drug. The resulting profits would give
the company a reason, or incentive, for
inventing the new medication in the first
place. But could Leland sell as much
medication as it wanted to at whatever
price it chose?

Even a monopolist faces a limited
choice—it can choose either output or
price, but not both. The monopolist looks
at the big picture and tries to maximize
profits. This usually means that, compared
to a perfectly competitive market for the
same good, the monopolist produces fewer
goods at a higher price.

The Monopolist's Dilemma
The law of demand states that buyers will
demand more of a good at lower prices and
less at higher prices. Figure 7.6 shows a
possible demand curve for BreatheDeep,
with prices in dollars on the vertical axis
and doses on the horizontal axis. Many
people with life-threatening asthma will pay
whatever the medicine costs. But some
people with milder asthma will choose a
cheaper, weaker medicine if the price rises
too high.

Trace the demand curve from left to
right. At $12 per dose, consumers might
demand 8,000 doses of BreatheDeep each

week. But at $9 per dose, as many as
11,000 doses will sell. The law of demand
means that when the monopolist increases
the price, it will sell less, and when it
lowers the price, it will sell more. Another
way to interpret this graph is that if a
monopolist produces more, the price of the
good will fall, and if it produces less, the
price will rise.

Falling Marginal Revenue

Remember from Chapter 5 that to
maximize profits, a seller should set its
marginal revenue, or the amount it earns
from the last unit sold, equal to its
marginal cost, or the extra cost from
producing that unit. This same rule applies
to a firm with a monopoly. The key differ-
ence is that in a perfectly competitive
market, marginal revenue is always the
same as price, and each firm receives the
same price no matter how much it
produces. Neither assumption is true in a
monopoly.

To understand how this happens,
consider the demand schedule for
BreatheDeep in  Figure 7.6. When
BreatheDeep is sold at $12 a dose,
consumers buy 8,000 doses, providing
$96,000 in revenue. If Leland lowers the
price to $11 a dose, 9,000 doses will be
bought for a total revenue of $99,000. The

Chapter 7 m Section 2

161



A monopolist sets
output at a point {a)
where marginal
revenue is equal to
marginal cost.
Markets and Prices
How does this affect
output and price
comparedto a
perfectly competitive
market?

sale of 1,000 more doses brought Leland
$3,000 in new revenue.

In Chapter 5, you read that marginal
revenue in most markets is equal to price. In
this monopoly, the marginal revenue at a
market price of $11 is roughly $3 a dose,
far below the price. This is because the
lower market price affects both the 1,000
new doses sold and the 8,000 doses people
buy for $11 each instead of $12.

Now suppose that Leland lowers the
price of BreatheDeep from $11 to $10 a
dose. 10,000 doses will be bought, giving a
total revenue of $100,000. This time, the
sale of 1,000 more doses brought only
$1,000 in additional revenue. $10,000 in
revenue from 1,000 new sales barely
exceeds the $9,000 fall in revenue from the
9,000 doses which are sold for $10, not
$11. The market price is $10 a dose, but the
marginal revenue has fallen to a mere $1 for
each dose of BreatheDeep sold.

As you've seen, when a firm has some
control over price—and can cut the price to
sell more—marginal revenue is less than
price. In contrast, in a perfectly competitive
market, the price would not drop at all as
output increased, so marginal revenue
would remain the same as price. The firm’s
total revenue would increase at a steady
rate with production.

The table in Figure 7.6 lists marginal
revenues for several different prices. Note
that marginal revenue actually becomes

Figure 7.7 Setting a Price in a Monop_ulf_‘j: '
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negative when the quantity demanded is
greater than 10,000 doses a week.

Setting a Price

Leland will choose a level of output that
vields the highest profits. As you read in
Chapter 6, this is the point at which
marginal revenue is equal to marginal cost.

In Figure 7.6 we have plotted the demand
for BreatheDeep at market prices of $8, $9,
§10, $11, and $12 a dose. According to
Figure 7.6, output at these prices will be
12,000, 11,000, 10,000, 9,000, and 8,000
doses, respectively. These points form the
market demand curve for BreatheDeep
shown in purple.

Then, based on this data, we plotted
Leland’s marginal revenue at these levels of
output. These points form the marginal
revenue curve shown in blue in Figure 7.7.
The marginal revenue curve is at the
bottom of the graph because a monopo-
list’s marginal revenue is lower than the
market price.

Marginal cost equals marginal revenue at
point a in Figure 7.7. This is the most prof-
itable level of output. The monopolist
produces 9,000 units, the quantity at which
marginal revenue and marginal cost are
both $3. According to the market demand
curve, the marker price is $11 when 9,000
units are sold (point b). Therefore, the
monopolist will set the price of each dose at
$11 or set production at 9,000 units.

Figure 7.7 also shows how price and
output would be different if dozens of firms
sold BreatheDeep and the market were
perfectly competitive. In a perfectly compet-
itive market, marginal revenue is always
equal to market price, so the marginal
revenue curve would be the same as the
purple demand curve. Firms will set output
where marginal revenue is equal to
marginal cost, shown at point c. As you can
see, a perfectly competitive market for
BreatheDeep would have more units sold
and a lower market price than a monopoly.

Profits
How much profit does a monopolist earn?
The cost of producing 9,000 doses is $3 per



dose. Each dose is sold for $11. The
monopolist will earn $8 of profit per dose.
Tortal profit is $72,000, or $8 per dose for
9,000 doses.

Price Discrimination

The previous example assumed that the
monopolist must charge the same price to
all consumers. But in some cases, the
monopolist may be able to divide
consumers into two or more groups and
charge a different price to each group. This
practice is known as price discrimination.

Price discrimination is based on the idea
that each customer has his or her own
maximum price he or she will pay for a
good. If a monopolist sets the good’s price
at the highest maximum price of all the
buyers in the market, the monopolist will
only sell to the one customer willing to pay
that much. If the monopolist sets a low
price, the monopolist will gain a lot of
customers, but the monopolist will lose the
profits it could have made from the
customers who bought at the low price but
were willing to pay more.

Although price discrimination is a feature
of monopoly, it can be practiced by any
company with market power. Market power
is the ability to control prices and total
market output. As you will read in the next
section, many companies have some market
power without having a true monopoly.
Market power and price discrimination

may be found in any market strucrure
except for perfect competition.

Targeted Discounts

In the monopolist’s ideal world, the firm
could charge each customer the maximum
that he or she is willing to pay, and no less.
However, this is impractical, so companies
divide consumers into large groups and
design pricing policies for each group.
One common form of price discrimination
identifies some customers who are not
willing to pay the regular price and offers
those customers a discount. Price discrim-
ination can also mean that a company
finds the customers who need the good the
most, and charges them more for that
good. Here are some examples of price
discrimination.

1. Discounted airline fares Airlines offer
discounts to travelers who buy tickets
several weeks in advance or are willing
to spend a Saturday night at their desti-
nations. Business travelers would prefer
not to stay over on a Saturday night, but
these tickers are appealing to vaca-
tioners who wouldn’t otherwise pay to
fly and don’t mind the restrictions.

2. Manufacturers’ rebate offers At times,
manufacturers of refrigerators, cars,
televisions, and other items will refund a
small part of the purchase price to
buyers who fill out a form and mail it
back. People who take the time to fulfill
the rebate requirements are likely more

Chapter 7 m Section 2

A Price
discrimination can
take the form of
discounts for senior
citizens, children,
and students.

price discrimination
division of customers
inta groups based an
how much they will pay
for a good

market power the
ability of a company to
change prices and
output like a monopolist
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Key Terms and Main Ideas
1. What can a firm with market power do? HINT '

2. Why does go t usually approve of natural
monopolies? HlNTi

3. What are three different forms of price discrimination? HINT i
4. Define the term economies of scale in your own words.| HINT i

price-conscious than those who don't,
and may be unwilling to pay full price.

3. Senior citizen or student discounts
Many senior citizens or students have
lower incomes than people who work full
time. Zoos, theaters, and restaurants
often offer discounts to senior citizens
and students because they are unlikely to
be able to pay full price for what some
consider luxuries.

4. Children fly or stay free promotions
Families with young children spend more
of their income on food, clothing, and
school expenses. As a result, they have
less to spend on vacations. Once again,
firms would rather have their business
and earn lower profits than earn no
profits at all, so they offer discounts for
families with children.

Limits of Price Discrimination

For price discrimination to work, a market
must meet three conditions. Firms that use
price discrimination must have some
market power, customers must be divided
into distinet groups, and buyers must not be
in a position in which they can easily resell
the good or service.

1. Some market power Price-discrimi-
nating firms must have some control
over prices. For this reason, price

Applying Economic Concepts

5. Try This Look through a recent newspaper for adver-

tisements and co
discrimination.

upons. List five examples of price

6. Decision Making Suppose thatyou are the mayor of

your town, and a

local butcher asks you to franchise his

Market Structures

discrimination is rare in highly competi-

tive markets.
2. Distinct customer groups The price-
discriminating firm must be able to
divide customers into distinct groups
based on their sensitivity to price. In
other words, monopolists must be able
to guess the demand curves of different
groups, one of which is more elastic, or
price-sensitive, than the others.
Difficult resale  1f one set of customers
could buy the product at the lower price
and then resell the product for a profit,
the firm could not enforce its price
discrimination. Because consumer goods
like shoes, groceries, and clothes are
easily resold, price discrimination works
best in marketing services that are
consumed on the spot. Examples include
theme park admissions and restaurant
meals. Airlines can offer senior
discounts because the company can ask
for identification and proof of age before
letting the customer board.

e

Although most forms of price discrimina-
tion are perfectly legal, sometimes firms use
price discrimination to drive other firms out
of business. This illegal form of the practice
is called predatory pricing, and you will
read more about it in Section 4.

Progress Monitoring Online
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shop as the only approved butcher shop in town. List a
reason for and a reason against granting his request.

1. Critical Thinking Do you believe that public education
is a natural monapoly? Why or why not?
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When Bill Gates was 12 years old, the school be attended in Seattle,
Washington, bought a computer terminal that was connected to a
large computer at a local company. He immediately became hooked
on computers and their potential uses. Today, as the Chief Executive
Officer and Chairman of Microsoft, the world’s largest software
company, Gates says his goal is “to have a computer on every desk
and in every home, all running Microsoft software.”

—_—

Entrepreneur

A Yo ung Enlrepre neur to 70 percent. Windows also allowed Gates
While still a teenager, Gates and some to capture the: market for software such as
friends developed a computer program to word processing programs, because
analyze and graph traffic data. In marketing competitors’ products still depended on
the completed system to city governments, Microsoft’s old, less user-friendly operaring
Gates and his friends rang up $20,000 in system. Those competitors began to
sales before customers realized they were complain that Microsoft had a monopoly.
dealing with students. The company soon " "
folded, but Gates never lost his Defe ndlng Microsoft
entrepreneurial spirit. In 1997, the U.S. government claimed that
. by linking Microsoft’s Internet browser to

Growing a Company its operating system, Microsoft was unfairly
In 1975, longtime friend Paul Allen learned using Windows' huge marker share against
that a company in New Mexico was rival browser companies. Gates angrily
manufacturing a kit to build a small denied the charge. “Any operating system
computer. Allen convinced 19-year-old without a browser is going to be . . . out of
Gates to leave Harvard University and form business,” he said. “Shall we improve our
a company to produce an operating system product or go out of business?”
for this first personal computer, or PC. They Some former associates have another
named their venture Microsoft. view. “He doesn’t look for win-win

Five years later, Microsoft landed the situations with others,” one says, “but for
contract to develop the operating system for ways to make others lose. Success is defined
computer giant IBM’s new PCs. By 1983, as flattening the competition.” Gates rejects )
40 percent of all personal computers were such assessments. However, even today,
running on Microsoft’s operating system. surrounded by the success that being the

In the late 1980s, Gates launched world’s richest person represents, he
Windows, a new, PC-compatible operating maintains his competitive edge. Having
system that used graphics and a mouse to settled Microsoft’s dispute with the federal
perform computer functions. Microsoft’s government, Gates must focus on the
market share for operating systems jumped changing technological environment ahead.

CHECK FOR UNDERSTANDING

'] 1. Source Reading |dentify and 2. Critical Thinking Gates claims 3. Decision Making How important
explain the steps by which Microsoft that his competitive practices improve  do you think competitiveness is in
used its operating systems to gain the industry. His critics claim that they building a successful company? Why?
what critics called a monopoly of the damage it. With which side do you
entire computer software industry. agree, and why?
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Objectives

After studying this section you will be able to:

1. Describe characteristics and give
examples of monopolistic competition.

2. Explain how firms compete without

lowering prices.

Section Focus

3. Understand how firms in a monopolistically
competitive market set output.

4, Describe characteristics and give
examples of oligopoly.

Monopolistic competition is similar to
perfect competition, except that
companies sell slightly different
goods. Oligopoly, which is closer to
monopoly, describes a market with
only a few large producers.

Monopolistic Competition
and Oligopoly

Key Terms

monopolistic
competition

differentiation

nonprice competition

oligopoly

price war

collusion

price fixing

cartel

monopolistic
competition a market
structure in which
many companies sell
products that are
similar but not identical

» The market for
denim jeans is
monopolistically
competitive because
jeans can vary by size,
color, style, and
designer.
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s o far, you have studied the two extremes
of the range of market structures:
perfect competition and monopoly. Very
few markets fall into either of these cate-
gories. Instead, most fall into two addi-
vonal categories that economists call
monopolistic competition and oligopoly.

Monopolistic Competition

In monopolistic competition, many companies
compete in an open market to sell products
that are similar but not identical. Each firm
holds a monopoly over its own particular
product. You can think of monopolistic
competition as a modified version of perfect

competition with minor differences in
products.

The differences between perfect competi-
tion and monopolistic competition arise
because monopolistically competitive firms
sell goods that are similar enough to be
substituted for one another but are not
identical. Monopolistic competition does
not involve identical commodities. An
example of a monopolistically competitive
market is the market for jeans. All jeans can
be described as denim pants, but in the
shops, buyers can choose from a variety of
colors, brand names, styles, and sizes.

Unlike perfect competition, monopolistic
competition is a fact of everyday life. You




and your friends probably buy from
monopolistically competitive firms several
times a week. Common examples include
bagel shops, ice cream stands, gas stations,
and retail stores.

Four Conditions of
Monopolistic Competition

Monopolistic competition develops from
four conditions. As you read about the
types of markets that favor monopolistic
competition, note how similar they are to
the rules that define perfect competition.

1. Many firms  As a rule, monopolistically
competitive markets are not marked by
economies of scale or high start-up costs.
Because firms can start selling goods and
carning money after a small initial invest-
ment, new firms spring up quickly to join
the market.

2. Few artificial barriers to entry Firms in
a monopolistically competitive market
do not face the high barriers to entry
discussed in Section 1. Patents do not
protect anyone from competition, either
because they have expired or because
cach firm sells a product that is distinet
enough to fall outside the zone of patent
protection. Just like a perfectly competi-
tive market, a monopolistically competi-
tive market includes so many competing
firms that producers cannot work
together to keep out new competitors.

3.S8light control over price Firms in a
monopolistically competitive market
structure have some freedom to raise or
lower their prices because each firm’s
goods are a little different from everyone
else’s, and some people are willing to pay
more for the difference. However, unlike
a monopoly, a monopolistically competi-
tive firm has only limited control over
price. This is because consumers will
substitute a rival’s product if the price
rises too high. For example, many
customers will choose a can of brand-
name cola over a generic cola even if it
costs a quarter more per can. If the

Figure 7.8/ Monopolistic Competition |I|I|I|
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brand-name cola cost $5 more per can,
however, most people would buy the
cheaper cola or drink something else.

4. Differentiated products Firms have some
control over their selling price because
they can differentiate, or distinguish,
their goods from the other products in
the market. The main difference between
perfect competition and monopolistic
competition is that differentiation enables
a monopolistically competitive seller to
profit from the differences between his or
her products and competitors’ products.

Nonprice Competition

Firms try not to compete on price alone.
The alternative is nonprice competition, or
competition through ways other than lower
prices. Nonprice competition takes several
different forms.

differentiation making
a product different from
other similar products

nonprice competition
a way to attract
customers through
style, service, or
location, but nat a
lower price

1. Physical characteristics The simplest
way for a firm to distinguish its products
is to offer a new size, color, shape,
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'V A gas station built
in the right location
can charge more for
gasoline.

texture, or taste. Running shoes, pens,
cars, and toothpaste are good examples
of products that can be easily differenti-
ated by their physical characreristics. A
pen is always a writing tool that uses ink,
but many people will pay extra for a pen
that looks or writes differently. Similarly,
you can probably describe a “car” in
only a few words, but factories around
the world manufacture thousands of car
models to fit a range of personalities,
jobs, families, and incomes.

Location Real estate agents say that the
three most important factors when
buying property are “location, location,
location.” Some goods can be differenti-
ated by where they are sold. Gas stations,
movie theaters, and grocery stores
succeed or fail based on their locations.
A convenience store in the middle of a
desert differentiates its product simply by
selling it hundreds of miles away from
the nearest competitor. Such a location
allows the seller to charge a lot more for
a quart of water.

Service level Some sellers can charge
higher prices because they offer their
customers a high level of service.
Conventional restaurants and fast-food
restaurants  both  offer meals to
customers. However, conventional

restaurants provide servers who bring the
food to your table, whereas fast-food
restaurants offer a more barebones, do-it-
yourself

atmosphere.  Conventional

restaurants and fast-food chains sell
many of the same food items, but fast-
food chains sell their meals for less.
Customers at conventional restaurants
pay more for the service and the relaxing
atmosphere.

4. Advertising, image, or status Some
firms use advertising to create apparent
differences between their own offerings
and other products in the marketplace.
These product differences are often more
a matter of perception than reality, For
example, a designer can apply his or her
name to a plain white T-shirt and charge
a higher price, even if the quality of fabric
and stitching is no different than what
generic T-shirts offer. Customers who pay
extra for a designer T-shirt do so because
the image and status that go with the
designer’s name are worth the extra
money to them.

Price, Output, and Profits

When economists look at price, output, and
profits under monopolistic competition,
they find the market looks very much as it
would under perfect competition.

Prices

Prices under monopolistic competition will
be higher than they would be in perfect
competition, because firms have some
power to raise prices. However, the number
of firms and ease of entry prevent companies




from raising prices as high as they would
if they were a true monopoly. As you have
read, if a monopolistically compertitive
firm raised prices too high, most customers
would ignore any differences and buy the
cheaper product. Because customers can
choose among many substitute products,
monopolistically competitive firms face
more elastic demand curves than true
monopolists do.

Output

The law of demand says that output and
price are negatively related. As one rises, the
other falls. Because monopolistically
competitive firms sell their products at
higher prices than do perfectly competitive
firms, but at lower prices than a monopoly,
total output under monopolistic competi-
tion falls somewhere between that of
monopoly and that of perfect competition.

Profit

Like perfectly competitive firms, monopo-
listically competitive firms earn just enough
to cover all of their costs, including salaries
for the workers. If a monopolistically
competitive firm started to earn profits well
above its costs, two market trends would
work to take those profits away.

First, fierce competition would encourage
rivals to think of new ways to differentiate
their products and lure customers back. If
one company hires a basketball star to
promote its soft drink, a rival might hire a
popular singer, while another rival could
invest in an advertising blitz on television.
The rivalries among firms prevent any one
firm from earning excessive profits for long.

Secondly, new firms will enter the market
with slightly different products that cost a
lot less than the market leaders. If the
original good costs too much, consumers
will switch to these substitutes. You've seen
this happen when a brand-name line of
clothing, video games, or stuffed animals
becomes popular. Competitors quickly
flood the market with cheap imitations for
people who can’t afford the original or
don’t know or care about the difference.
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important part of oligopoly?

While monopolistically competitive firms
can earn profits in the short run, they have
to work hard to keep their product distinct
to stay ahead of their rivals. Often, they
don’t succeed.

Production Costs and Variety

Some economists note that firms in monop-
olistic competition may not be able to
produce their goods at the lowest possible
average cost. Monopolistically competitive
markets have many firms, each producing
too little output to minimize costs and use
resources efficiently. On the other hand,
consumers in these markets enjoy a wide
variety of goods to choose from.

Oligopoly

Oligopoly describes a market dominated by a
few large, profitable firms. Oligopoly looks
like an imperfect form of monopoly.
Economists usually call an industry an
oligopoly if the four largest firms produce at
least 70 to 80 percent of the output.

In an oligopoly, a few large firms dominate a market.
Competition Why are high barriers to entry an

oligopoly a market
structure in which a
few large firms
dominate a market
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Markets can be
grouped into four
basic structures:
perfect competition,
monopolistic competi-
tion, oligepoly, and
manopoly.
Competition

How does a monopo-
listic competition
differ from monopoly?

Figure 7.10 Comparison of Market Structures

Perfect Monopolistic Oligopoly Monepoly
Competition Competition
Number of firms Many Many A few dominate One
Variety of goods ‘ None ‘ Some ‘ Some None
Control over prices i None Little Some Complete
Barriers to entry ‘ None ‘ Low ‘ High Complete
Examples | Wheat, Jeans, Cars, Public water
books movie studios

| shares of stock

Acting on their own or as a team, the
biggest firms in an oligopoly may well set
prices higher and output lower than in a
perfectly competitive market. Examples of
oligopolies in the United States include the
markets for air travel, breakfast cereals, and
household appliances.

Barriers to Entry

An oligopoly can form when significant
barriers to entry keep new companies from
entering the market to compete with
existing firms. Sometimes these barriers are
created by a system of government licenses
or patents.

In other cases, the economic realities of
the market lead to an oligopoly. High start-
up costs, such as expensive machinery or a
large advertising campaign, can scare firms

away from the market. Many

small airlines have had
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trouble competing with larger,
better-financed rivals because
airplanes are very expensive
to buy and maintain. The
biggest airlines compound the
problem because they often
own the most desirable gates
at the airport, and already
enjoy name recognition and
the trust of the consumer. As
another example, the two big
cola  manufacturers  have
invested so much money in
their brand names and sales

networks over the last century that few
companies think they can successfully chal-
lenge their grip on the market.

Some oligopolies occur because of
economies of scale. As you have read, when
a firm experiences economies of scale, the
average cost of production decreases as
output increases. In a monopoly market,
only one company can produce enough
goods to earn a profit. In an oligopoly,
perhaps three or four companies can reach
a profitable level of output before the
market becomes too crowded and revenue
falls below costs.

Cooperation and Collusion

Oligopoly presents a big challenge to
government, because oligopolistic firms
often seem to work together to form a
monopoly, even when they are not
actually doing so. Many government regu-
lations try to make oligopolistic firms act
more like competitive firms, When deter-
mined oligopolists work together illegally
to set prices and bar competing firms from
the market, they can become as damaging
to the consumer as a monopoly.

The three practices that concern govern-
ment the most are price leadership,
collusion, and cartels. While these three
practices represent ways thar firms in
an oligopoly can try to control a marker,
they don’t always work. Each rtactic
includes an incentive for firms to cheat
and undo any benefits.



Sometimes the market leader in an
oligopoly can start a round of price
increases and cuts by making its
plans clear to other firms. Price
leaders can set prices and output for
entire industries as long as other
member firms go along with the
leader’s policy. Butr disagreements
among member firms can spark a
price war, when competitors cut their
prices very low to win business. A
price war is harmful to producers but
good for consumers.

Collusion refers to an agreement among
members of an oligopoly to set prices and
production levels. One outcome of collu-
sion is called price fixing, an agreement
among firms to sell at the same or very
similar prices. Collusive agreements set
prices and output at the levels that would
be chosen by a monopolist. Collusion is
illegal in the United States, but the lure of
monopolistic profits can tempt businesses
to make such agreements despite the ille-
gality and risks.

Collusion is not, however, the only
reason for identical pricing in oligopolistic
industries. Such pricing may actually result
from intense competition, especially if
advertising is vigorous and new lines of
products are being introduced.

Key Terms and Main Ideas

1. What are the four conditions of monopolistic
mmpstiﬂm?! HINT i

2. How do economists determine whether a market is an

oligopoly?

3. Give three examples of nonprice competition, @
4, How would price fixing and collusion help producers?

Applying Economic Concepts

5. Using the Databank The map on page 545 indicates

Cartels

Stronger than a collusive agreement, a cartel
is an agreement by a formal organization of
producers to coordinate prices and produc-
tion. Although other countries and interna-
tional organizations permit them, cartels are
illegal in the United States. Cartels can only
survive if every member keeps to its agreed
output levels and no more. Otherwise, prices
will fall, and firms will lose profits. However,
each member has a strong incentive to cheat
and produce more than its quorta. If every
cartel member cheats, too much product
reaches the market, and prices fall. Cartels
can also collapse if some producers are left
out of the group and decide to lower their
prices below the cartel’s levels. Therefore,
cartels usually do not last very long.

< A computer
manufacturer can
distinguish its
computers with
bright colors or a
sleek design.

price war a serigs of
competitive price cuts
that lowers the market
price below the cost of
production

collusion an
agreement amang firms
to divide the market, set
prices, or limit
production

price fixing an
agreement amang firms
to charge one price for
the same good

cartel a formal
organization of
producers that agree to
coordinate prices and
production
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6. Decision Making Would you describe the following
markets as monopolistic competition or oligopoly?
(a) refrigerators (b) video game systems (c) gourmetice
cream (d) sunscreen (e) cable sports channels

repair (c) protein bars

1. Critical Thinking Which of the four forms of nonprice
competition described on pp. 167-168 would you empha-
size for the following products? Explain your reasoning.
{a) a new brand of bottled water {b) in-home computer

which countries are members of OPEC, a cartel made up
of oil-exporting countries. In the 1970s, OPEC successfully
raised oil prices by cutting production. Based on what
you have read in this section, explain how this situation
illustrates (a) how cartels operate (b) why cartels can
be dangerous.
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Regulation and Deregulation

Objectives

After studying this section you will be able to:
1. Understand how firms use market power.

2. List three market practices that the
government regulates or bans to protect

competition.

3. Define deregulation, and list its effects on

several industries.

Section Focus

The federal government sometimes
steps into markets to promote
competition and the lower prices it
brings. In recent years, the
government has also derequlated

Key Terms
predatory pricing
antitrust laws
trust

merger
deregulation

several markets to promote

competition.

V¥ After World War I,
National City Lines
used its mass transit
monopoly to shut
down streetcar lines.

t's 1946. The soldiers have come home

from World War II, the cities are
booming, and you’re a city planner who
needs to get people to work each morning.
You can build wide roads and parking lots
and encourage people to buy cars, you can
invest in a fleet of buses, or you can expand
the streetcar lines and train tracks that
already criss-cross the town center. Ideally,
you will choose the most efficient system.

However, you never get to decide. A
company called National City Lines (NCL)
buys your city’s streetcar network and
decides to raise fares and shut down several
lines. Service gets so bad that commuters
stay away, and NCL soon shuts down the
system. It’s now 1966, and your streetcars
are gone. Since the roads are o crowded
for more cars, you must buy buses.

Market Structures

In the newspaper, you read that National
City Lines was secretly funded by compa-
nies that make tires, automobiles, and
gasoline—the same companies that now
offer to sell you 200 new buses.

This really happened in cities like Los
Angeles and Baltimore, where National
City Lines turned a mass transit oligopoly
into a monopoly by buying up its rivals.
National City Lines then used its monopoly
to close down the streetcar lines. Although
some experts argue that the streetcars
might have died out anyway, many critics
blame National City Lines for the end
result. No one can know what might have
happened in a competitive market.

If you think what National City Lines
did was unfair, the federal government
agrees. In this section, you will read about
anticompetitive practices and the tools the
government uses to stop them.

Market Power

As you have read, monopoly and
oligopoly can sometimes be bad for the
consumer and the economy as a whole.
Markets dominated by a few large firms
tend to have higher prices and lower
output than markets with many sellers,
Before we look at antitrust policies, let’s
think about how a firm might try to
increase its market power.



To control prices and output like a
monopoly, the leading firms in the market
can form a cartel, merge with one another,
or set the market price below their costs for
the short term to drive competitors out of
business. The last practice is known as
predatory pricing. Economists are skeptical
about most claims of predatory pricing
because the predator loses money each time
it drives an endless series of rivals out of
business.

Government and Competition

The federal government has a number of
policies that keep firms from controlling
the price and supply of important goods. If
a firm controls a large share of a marker,
the Federal Trade Commission and the
Department of Justice’s Antitrust Division
will watch that firm closely to ensure that it
does not unfairly force out its competitors.
These government policies are known as
antitrust laws because a trust is a business
combination similar to a cartel.

In 1890, Congress passed the Sherman
Antitrust Act, which outlawed mergers and
monopolies that limit rade between states.
This and other laws gave the government
the power to regulate industry, to stop
firms from forming cartels or monopolies,
and to break up existing monopolies. Over
the years, Congress passed new laws to
outlaw other anticompetitive practices.

Despite the antitrust laws, companies
have used many strategies to gain control
over their markets. Some firms require a
customer who buys one product to buy
other products from the same company,
whether or not the customer wants them.
For example, a tennis shoe manufacturer
can demand that a chain buy and resell its
brand-name shirts, windbreakers, and
watches if it wants to sell its shoes. Another
tactic, the one employed by National City
Lines, is to buy out competitors.

Regulating Business Practices

The government has the power to regulate
all of these practices if they give too much
power to a company that already has few

competitors. Microsoft sells operating
systems, software that tells a compurer how
to run. In 1997, the Department of Justice
accused Microsoft of using a monopoly in
operating systems to control the market for
a program known as a browser. A browser
allows people to access Web sites.

Microsoft insisted that computer manu-
facturers that sold its operating system also
include its browser. The government
accused Microsoft of predatory pricing
because the company gave away its
browser for free, which would ruin the
other browser company, Netscape.
Microsoft’s power in one market gave it a
big—and possibly unfair—advantage in
related markets.

Microsoft argued that the browser was
part of its operating system and could not be
sold separately. Microsoft’s defenders said
that companies do compete with Microsoft,
and people buy Microsoft software because
they like it. In November 1999, a federal
judge ruled against Microsoft. Microsoft
appealed, and in 2001, President Bush
settled the case. According to the settle-
ment, Microsoft could link its browser to
its operating system but could not force
computer manufacturers to provide only
Microsoft software on new computers.

Chapter 7 m Section 4

<« Public outrage
with powerful trusts
in the late 1800s led
Congress to pass
antitrust legislation.

predatory pricing
selling a product below
cost to drive competitors
out of the market

antitrust laws laws that
encourage competition
in the marketplace

trust like a carlel, an
illegal grouping of
companies that
discourages
competition
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1901 Theodore Roosevelt

1911

Supreme Court breaks
up John D. Rockefeller’s
Standard 0il Trust

1914

becomes President and
begins enforcing the 1890
Sherman Antitrust Act,

- which outlaws mergers and

- maonopolies that restrain
. trade between states

Clayton Antitrust Act
outlaws practices that
limit competition or
lead to monopoly

A Over the past
century, the federal
government has
acted often to
promote competition
in American
industry.

merger combination of
two or more companies
into a single firm

Breaking Up Monopolies

The government used antitrust legislation
to break up existing monopolies such as the
American Tobacco Company and John D.
Rockefeller’s Standard Oil Trust in 1911.
In 1982, the government broke American
Telephone and Telegraph (AT&T) into
seven regional phone companies, including
BellSouth, USWest, and PacificBell. Because
the government treated local telephone
service as a natural monopoly, AT&T
legally controlled all the cables and
networks that linked telephones in homes
and businesses. The government stepped in
only when AT&T used its legal monopoly
in local phone service to take control of
other markets for long-distance phone calls
and communications equipment. Today,
there are many firms in the market for
long-distance service and the marker is
more competitive. Although thousands of
workers lost their jobs, consumers benefit
from lower prices and better technology.

Blocking Mergers

In addition to breaking up monopolistic
companies, the government has the power
to prevent the rise of monopolies. The
government does this by blocking company
mergers that might reduce competition

174  Market Structures

1936

Robinson-Patman Act -

defines and outlaws -
several forms of price
discrimination

and lead to higher prices. A merger occurs
when a company joins with another
company or companies to form a single
firm. Government regulators also follow
the effects of past mergers to check that
they did not lead to unfair market control.
You read in Section 1 that prices often fall
when the number of firms in a market
increases. The reverse is also true. Prices
often rise when the number of firms in an
industry falls.

The government tries to predict the
effects of a merger on prices and service
when it decides whether or not to approve
a merger. Recently, the Department of
Justice has looked at data collected by
scanners at supermarket check-out lines to
see how prices vary when two competitors
join  forces. In 1997, the Justice
Department  examined the proposed
merger of two companies that sell office
supplies. Their studies showed that one
company charged less in cities where the
other company also had stores. Using this
data, the Federal Trade Commission (FT'C)
convinced the courts that the merger would
hurt competition and force customers to
pay higher prices. In the end, the
Department of Justice did not allow the
two companies to merge.



1950 Celler-Kefauver Act
allows government to stop
mergers that could hurt
competition

Preserving Incentives

While some mergers hurt the consumer by
reducing competition, others can actually
leave the consumer better off. In these
cases, corporate mergers will lower overall
average costs and lead to lower prices,
more reliable products or service, and a
more efficient industry. The government
must act carefully to make the right
decision. In 1997, the Justice Department
and the FTC released new guidelines for
proposed mergers. Now, companies that
want to merge have the chance to prove
that the merger would lower costs and
consumer prices or lead to a better product.

Deregulation

In the late 1970s and 1980s, Congress
passed laws to deregularte several industries.
Deregulation means that the government no
longer decides what role each company can
play in a market and how much it can
charge its customers. Over several years,
the government deregulated the airline,
trucking, banking, railroad, natural gas,
and television broadcasting industries.
Depending on the degree of deregulation,
the government’s action allowed—or
forced—firms in these industries to

1974 Department of
Justice sues to end
AT&T's monopoly aver
local phone service

1982

AT&T agrees to break up
its local phone service
into several companies

compete more in markets by eliminating
many entry barriers and price controls.

While deregulation weakens government
control, antitrust laws strengthen it. Yet the
government uses both of these tools, dereg-
ulation and antitrust laws, for the same
purpose: to promote competition.

Many critics say that government efforts
to regulate industries have created ineffi-
ciencies. In some cases, the economic facts
that created the need for regulation in the
first place have changed. For example, in
Section 1 you read how the invention of
cellular phones challenged the natural
monopoly of local phone

2001 :

Department of

Justice settles its

lawsuit with
Microsoft -

deregulation the
removal of some
government caontrols
over a market

service and opened the
market to new companies.
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The trucking industry was
also regulated as a natural
monopoly from the early
1900s until 1978. By then,

In the News Read more abaut
deregulation in “Wal-Mart Pays at the
Pump, “an article inThe Wall Street
Journal Classroom Edition.

many had decided that the
government was regulating
industries that were not
natural monopolies at all.

Judging Deregulation
Deregulation has met with
mixed success. In most cases,
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A Many people blamed companies such as Enron for an
electricity shortage that affected California in 2000 after
deregulation. Other states have deregulated their electricity
markets with no difficulties.

deregulated industries right  away.
Competition certainly increased in the
airline, trucking, and banking industries.
Typically, years of wild growth were
followed by the disappearance of some
firms. This weeding out of weaker players
is considered healthy for the economy, but
it can be hard on workers in the short term.

In the 1990s, several states deregulated
their electricity markets to allow private,
competing companies to produce and sell

energy to homeowners. In some markets,
energy prices fell, but elsewhere, customers
paid more. California experienced a
massive energy crisis in 2000 that forced
the state government to pay extraordinarily
high rates for electricity. Many attributed
this crisis to companies like Enron that may
have used the state deregulation rules to
create an electricity shortage.

Airlines: A Complicated Deregulation
Many new airlines started operating after
President Carter deregulated the industry
in 1978, but some eventually failed or were
acquired, Freed from regulatory restriction,
many of the large airlines competed aggres-
sively for the busiest routes. For most trav-
elers, the increased competition created
lower prices. Another result is that many
busy airports now have one dominant
airline, and in some cases fares are actually
higher than before deregulation.

In the early 2000s, changing conditions
transformed the airlines. Over-expansion
and sharply rising labor costs squeezed
profits. The rerrorist  hijackings on
September 11, 2001, followed by an
economic downturn, caused many people
to stop flying. Revenues plunged while
costs of security and insurance rose.
Although the federal government provided
some aid, the future of the airline industry
is uncertain as several major carriers
struggle against bankruptey.

Progress Monitoring Online
| For: Self-quiz with vocabulary practice
Web Code: mna-2078
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3. How does predatory pricing hurt competition? | HINT free markets?

4, How did deregulation change the banking and air travel
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Regulating Cable Television

Cablt‘ television systems offer more than 100 channels featuring continuous
news, sports, weather, business reports, and coverage of local activities.

This growth in popularity, however, has led to a
need for regulation.

The FCC The Federal Communication
Commission (FCC) oversees the cable industry.
During the 1950s, the FCC maintained a “hands-
off” policy. In the 1960s, however, the FCC
began to impose regulations. Responding to com-
plaints from over-the-air broadcasters that cable
stations were refusing to carry local stations, the
FCC ruled that every cable system had to carry
the programs of all local stations as well as those
of their own.

By the 1970s, the FCC began to impose more
regulations. The agency mandated that cable sys-
tems provide at least 20 channels in major mar-
kets, provide public access channels, and obtain
public approval of changes in their rates.

Deregulation In the 1980s, the FCC ruled that

rates for cable services would be deregulated. This led to skyrocketing cable
rates and poor service in certain parts of the country. This resulted in a move

in the 1990s to regulate the industry once more.

The Cable Television Consumer Protection Act of 1992 allowed competi-
tion in the cable industry for the first time. It was hoped that competition
would cause cable rates to stabilize or even decrease, while service would

improve.

Today, cable television has grown so popular
that cable networks now challenge and often sur-
pass the popularity of the original broadeast
giants ABC, CBS, and NBC. How much further
will cable television grow? No one is sure. What
seems certain, however, is that with growth will
come further regulation.

Applying Economic Ideas

1. Should government regulate the cable television
industry? Why or why not?

2. The table at the right shows the number of
cable subscribers from 1970 to 2000. What do

you think accounts for the increase in sub-

scribers in the 1980s and 1990s?

h

A Many cable

ialized pro-

gramming, such as all home improvement

shows or all sports.

Cable TV Subscribers, 1970-2000

Year

1970
1975
1980
1985
1990
1995
2000

Source: Statistical Abstract of the United States

Number of
Subscribers

4,500,000

9,800,000
16,000,000
32,000,000
50,000,000
58,000,000
70,000,000 (est.)




Chapter @ Assessment

Chapter Summary

summary of major ideas in Chapter 7 appears

below. See also the Guide to the Essentials of
Economics, which provides additional review and test
practice of key concepts in Chapter 7.

Section 1 Perfect Competition (pp. 151-154)

Perfect competition describes a market with many
well-informed buyers and sellers, identical goods,
and no barriers to entry to stop companies from join-
ing the market. Perfect competition is only found in
markets that deal in commodities, or goods that are
identical no matter who produces or sells them.
These markets are efficient at setting output and
prices at a level that is beneficial to all.

Section 2 Monopoly (pp. 156-164)
A firm is a monopolist when it is the only seller in a
market. A natural monopoly is an industry that works
best when only one firm serves the entire market.
Government can create a monopoly by issuing a
patent, franchise, or a license. A monopolist can set
prices or output. Firms use price discrimination to
divide consumers into groups based on their ability
to pay, and then offer a different price to each group.

Section 3 Monopolistic Competition and Oligopoly
(pp. 166-171)

Most markets fall somewhere between perfect com-
petition and monopoly. Monopolistic competition is
similar to perfect competition, except that compa-
nies sell slightly different goods and have a little
power to set prices. Closer to monopoly, oligopoly
describes a market dominated by a few large pro-
ducers. Firms in an oligopoly can practice collusion
or form a cartel to set prices like a monopoly.

Section 4 Regulation and Deregulation (pp. 172-176)

Firms in an oligopoly can merge to wy to gain
monopoly power. Because monopoly power can lead
to inefficient markets, the federal government has
passed laws to promote competition and break up
monopolies. In the late 1970s and 1980s, govern-
ment gave up power to regulate several markets.
Deregulation has led to lower prices in most deregu-
lated markets.
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| HINT
| HINT
|HINT |
| HINT

Key Terms

Complete each sentence by choosing the cor-
rect answer from the list of terms below. You
will not use all of the terms.

| HINT

.

1.

P

w

=

. Fconomists define

. perfect competition natural monopoly | HINT |
oligopoly economies of scale| HINT |
. patent price fixing | HINT

commodities deregulation| ynT
price discrimination collusion | giNT

is when a monopolist divides con-
sumers into groups and charges different
prices for the same good.

A market with many firms producing the
same good is in "

as a market struc-
ture with a few large firms, each of which
has some market power.

_ are products that are identical no
matter who produces them.

A(n) grants the right to sell an inven-
tion without competition.

A(n) may exist in markets where it is
most efficient for only one large firm to
provide a product.

Economists use the term to deseribe
agreements among firms to set prices and
production levels.

. Using Graphic Organizers

On a separate sheet of paper, copy the muld-
tlow map below. Organize information on
government deregulation by completing the
map with causes for deregulation on the left
and possible effects on the right. You may
add more causes or effects.

Prices lower Prices become'

without lower for
regulation consumers

Government
Deregulation



[HINT | 11,

Reviewing Main ldeas

9. How does the buying and selling of stock fit the
model for perfect competition?| HINT |

10. Compare and contrast the characteristics of nat-
ural monopolies and monopolies created by gov-

ernment. HINTb

What four conditions are necessary for a market

to be considered monopolistically competitive?

12. How does the United States government inter-
vene in the economy in regard to monopolies and

competition? | HINT i

Critical Thinking

13. Making Comparisons How do prices, output, and
profits differ between monopolies and monopo-
listically competitive firms? Are there similari-
ties?

14. Synthesizing Information What are the trade-offs
between free enterprise and government inter-
vention associated with the United States’
antitrust policies?

15. Analyzing Information Using the reference to the
hydroelectric plant found in Section 2 as an
example of economies of scale, think of three
examples of industries that benefit from
economies of scale.

Problem-Solving Activity

16. Assume that you are the owner of the only music
store in town because your town limits the num-
ber of shops. The town now wants to repeal that
law and allow more music stores to open.
Describe what actions you could take as a busi-
ness owner once the law is repealed.

Economics Journal

Brainstorming Reread your Economics Journal
entry for Chapter 7. Write a paragraph for each of
the three companies you listed, explaining what
market structure each company competes in and
how you came to this decision.

Skills for Life

Analyzing Political Cartoons Review the steps
shown on page 155; then answer the following ques-
tions using the cartoon below.

17. Identify the symbols in the cartoon. (a) Whart is
symbolized by the oil pump? (b) What is symbol-
ized by the man’s living room?

18. Analyze the intent of the cartoon. (a) Describe the
proposed solution to the energy crisis as illustrat-
ed in the cartoon. (b) Describe this solution as it
might be applied to the entire state of California.

19. Draw conclusions about the cartoonist’s intent.
{a) Does the artist believe his solution is a good
solution? (b) Were you swayed or convinced of
the cartoonist’s opinion in this case?

A

welving California's electriaty criais

Progress Monitoring Online
For: Chapter 7 Self-Test  Visit: PHSchool.com

Web Code: mna-2071 I

As a final review, take the Economics Chapter 7 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to

test your understanding of the chapter content.
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DEBATING CURRENT ISSUES: Oil and Energy Dependence

The U.S. relies on some of the world’s most volatile countries to supply a raw material
that is critical to its economy and lifestyle. Despite an increasingly energy-efficient econ-

omy, the U.S. remains hooked on imported oil.

In this debate from The Wall Street Journal Classroom Edition, Erich Pica, a senior poli-
cy analyst with the environmental group Friends of the Earth, and John Felmy and
Edward Porter of the American Petroleum Institute present two approaches to reducing oil
imports and promoting energy independence in the US,

Should oil prices be
raised to promole energy
independence?

YES

By EricH Pica

he price of oil should be increased as part of a price

increase on all fossil fuels. Our nation has a prob-

lem, and it is not simply a dependence on foreign
oil. It is our dependence on oil. The U.S. consumes 25%
of the world’s oil supply, and has only 3% of its resources.
Unless we fundamentally shift our oil consumption pat-
terns, we will remain dependent on foreign oil.

Friends of the Earth, a nonprofit environmental
organization, believes that the best way to help solve our
dependency problems is with a carbon tax, or a fee on all
fossil fuels, including oil. Such a tax would be an effi-
cient way to encourage businesses and individuals to
conserve fuel and develop nonfossil-fuel energy sources.
And a carbon tax would also fix many of the economic
distortions currently not factored into the price of oil.

For example, current oil prices do not reflect the
impact of air pollution from our passenger vehicles,
which contributes to unhealthy levels of smog that harm
human health. And they don't reflect the environmen-
tal impact of oil drilling, which damages public lands
and coastal areas. Nor do they reflect the growing mili-
tary and foreign-policy costs of defending oil interests
in the Middle East and other turbulent regions.

Using the true cost of 0il would raise prices, but it
would provide the incentive for consumers to reduce

consumption and turn to innovative, clean sources of
energy. Ultimately, using less oil is the only way to
reduce our dependence on foreign supplies.

A carbon tax is a potential silver bullet that could
solve our dependence on oil. Yet, unfortunately, it
remains a taboo topic for political leaders. Elected offi-
cials and their allies in the oil industry are creating
false choices between dependence on foreign oil and
reducing the cost of domestic production, knowing
that as long as we consume at current rates, our
dependency will remain.

| - .
the ocean floor. Does the n‘alko‘- ]“lce of gaso‘l“o

reflect all the costs of its use?




Should oil prices be
raised to promote energy
independence?

By Joun FELMY AND EpwarD PORTER

he notion that we should raise the price of oil is

an old idea that resurfaces frequently, especially

as the level of U.S. imports increases. But it is an
idea based on incorrect assumptions that oil consump-
tion is inherently harmful, its use can be reduced dra-
matically without cost to the economy, and that by
boosting prices we might enjoy a net gain to the envi-
ronment and reduce dependence on foreign supplies.

These notions are simply implausible. Energy is a
productive input into economic activity, and oil is the
pre-eminent form used in transportation. If we raise
its price, we reduce its use and lose the added value of
all economic activity associated with that use.
Throughout the last century, there are no examples of
sustained growth occurring without increasing energy,
and no examples of economic development without
increased transportation, Energy, and in particular oil,
are essential to sustained economic growth world-
wide. And, because of spectacular advances in technol-
ogy in the production and use of oil, old trade-offs
between energy use and the environment often have
been reduced or eliminated.

The real problem is not the price of oil or the level
of US. imports, but the secure supply of energy to a
growing world economy in a manner consistent with
the highest environmental standards. Although over
180 hillion harrels of oil have been produced in the
U.S. since 1859, it is estimated that there are over 140

United States Oil Imports

P Ecbonl com
Weh Code: mng-2079

1860 1970 1380

Year
Source: Energy Information Administration

More than half the oil consumed in the U.S. is produced
in other countries.

billion barrels left. But the U.S. is not the main player
in this market, as oil is now produced by about one
hundred countries worldwide. In fact, it is competition
among this diverse group of suppliers that is the most
effective way to secure both moderate prices and the
oil needed to sustain future economic growth.

The policy failures of the past five decades have all
shared a common theme—they have sought to defeat
the global market by manipulation of price. All past
attempts to do so have failed. Given the degree of
globalization in the world economy, they are even
more likely to fail today. The only effect of raising oil
prices in the US. today would be to put U.S. firms at
a competitive disadvantage in the global market.

What is now needed is responsible development of
our domestic resources along with a vigorous commit-
ment to freedom of trade and investment worldwide,
not a return to failed policies of the past.

DEBATING THE ISSUE

1. In addition to the price of oil, what does Erich
Pica say are the costs of US. dependence on oil?

2. According to John Felmy and Edward Porter,
why have oil pricing policies failed in the past?

3. Critical Thinking Do you agree that raising oil
prices would put U.S. firms at a competitive dis-
advantage in the global market?

4. Reading Graphs What share of U.S. oil consump-
tion was imported in 1970? What share was
imported in 20007

(Go @nline

For: You Decide Poll
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Write down five occupations that you're
considering for your future. Categorize each

of your choices based on who your employer
might be for each job.
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Objectives

After studying this section you will be able to:

1. Explain the characteristics of sole
proprietorships.

2. Analyze the advantages of a sole
proprietorship.

3. Analyze the disadvantages of a sole
proprietorship.

Sole Proprietorships

Section Focus

A business is an economic institution
that seeks a profit by allocating
resources to satisfy customers. Sole

Key Terms

business organization
sole proprietorship
business license

proprietorships are the most common zoning law
form of business in the United States. liahility
They are easy to establish and offer fringe henefit

owners both the benefits and
drawbacks that come with full control
of a business.

E ntrepreneurs must make many decisions
as they start up new businesses. One of
the first decisions they face is what form of
business organization best serves their
interests. A business organization is an
establishment formed to carry on commer-
cial enterprise. In other words, a business
organization is a company, or firm. Sole
proprietorships are the most common
forms of business organization.

The Role of Sole
Proprietorships

A sole proprietorship is a business owned
and managed by a single individual. That
person earns all of the firm’s profits and is
responsible for all of the firm’s debts. This
type of firm is by far the most popular in
the United States. According to the Internal
Revenue Service, about 75 percent of all
businesses are sole proprietorships. Most
sole proprietorships are small, however. All
together they generate only about 6 percent
of all United States sales.

Many types of businesses can flourish as
sole proprietorships. Look around your
town. Chances are good that your local
bakery, your barber shop or hair salon,
vour bike-repair shop, and the corner store
are all sole proprietorships.

Advantages of
Sole Proprietorships

While you need to do more than just hang
out a sign to start your own business, a sole
proprietorship is simple to establish. It also
offers the owner numerous advantages.

husiness organization

an establishment
formed to carry on

commercial enterprise

sole proprietorship a
business owned and
managed by a single

individual

< Personal pride
motivates many sole

proprietors.

Chapter 8 m Section 1
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It takes a certain
type of personality to
start up a business.
Entrepreneurs
Describe some times
when you exhibited
entrepreneurial
spirit.

business license
autharization to start a
business issued by the
local government

Figure 8.1 The Entrepreneurial S

Entrepreneurs . . .

+ Seek out responsibility

+* Are willing to take risks

* Believe in themselves

+ Desire to reach their full potentials

# Have high energy levels

#* Are upbeat and optimistic

+* Look toward the future rather than
the past

+* Value achievement over money

# Maintain flexibility as they face
new challenges

# Are strongly committed to their goals

Ease of Start-Up

Easy start-up is one of the main advantages
of the sole proprietorship. With just a
small amount of paperwork and legal
expense, just about anyone can start a sole
proprietorship.

Figure 8.2 Characteristics of Proprietorships

B Under $25,000

B $25,000-$49,999

W $50,000-$99,999

I $100,000-$499,999

B $500,000-$999,999
$1,000,000 or more

By Size of Receipts
1% ||—1%

Mote: Bacause of rounding, totals may be less ar greater than 100 percent.
Source: Statistical Abstract of the United States, 2004-2005

SULDIN o

businesses part-time.

P TONCEY
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By Type

To start a new business, a sole proprietor
must meet a small number of government
requirements, which can vary from city to
city and state to state. Typically, sole
proprietors must meet the following
minimum requirements:

1. Authorization  Sole proprietors must
obtain a business license, which is an
authorization from the local govern-
ment. Certain professionals, such as
doctors and day-care providers, may also
be required to obtain a special license
from the state.

2. Site permit 1f not operating out of the
home, a sole proprietor must obtain a
certificate of occupancy to use another
building for business.

3. Name If not using his or her own name
as the name of the business, a sole propri-
etor must register a business name.

This paperwork often takes only a day or
two to complete. The most difficult part of
starting a new business is coming up with a
good idea!

Go @nline
PHSchooleom
Web Code: mng-3082

20 [ Construction

2%- Manufacturing

B Transportation

I Wholesale trade
Retail trade

I Finance and insurance

B Real estate

B Services

[0 Other

Most sole proprietorships take in relatively small amounts of money, or receipts. Many proprietors run their

Specialization What percentage of sole proprietorships is engaged in retail trade? Why might more sole propri-
etors be engaged in services rather than manufacturing?



Relatively Few Regulations

A proprietorship is the least-regulated form
of business organization. Even the smallest
business, however, is subject to some regu-
lation, especially industry-specific regula-
tions. For example, a gourmet soft pretzel
stand would be subject to health codes, and
a furniture refinishing business would be
subject to codes regarding dangerous
chemicals.

Sole proprietorships may also be subject
to local zoning laws. Cities and towns often
designate separate areas, or zones, for resi-
dential use and for business. Zoning laws
may prohibit sole proprietors from oper-
ating businesses out of their homes.

Otherwise, these small businesses face
few legal requirements. Because they
require little legal paperwork, sole propri-
etorships are usually the least expensive
form of ownership to establish.

Sole Receiver of Profit

A major advantage of the sole proprietor-
ship is that the owner gets to keep all
profits after paying income taxes. Potential
profits motivate many people to start their
own businesses. If the business succeeds,
the owner does not have to share the
success with anyone else.

Full Control

Another advantage of sole proprietorship is
that sole proprietors can run their busi-
nesses as they wish. This means that they
can respond quickly to changes in the
marketplace. Such a degree of freedom
appeals to entrepreneurs. Fast, flexible
decision making allows sole proprietor-
ships to take full advantage of sudden
opportunities.

Easy to Discontinue

Finally, if sole proprietors decide to stop
operations and do something else for a
living, they can do so easily. They must, of
course, pay all debts and other obligations
like taxes, but they do not have to meet any
other legal obligations to stop doing
business.

A What are the benefits of running a business from home?

Disadvantages of
Sole Proprietorships

As with everything else, there are trade-offs
with sole proprietorships. The indepen-
dence of a sole proprietorship comes with a
high degree of responsibility.

Unlimited Personal Liability

The biggest disadvantage of sole propri-
etorship is unlimited personal liability.
Liability is the legally bound obligation to
pay debts. Sole proprietors are fully and
personally responsible for all their business
debts. If the business fails, the owner may
have to sell personal property to cover any
outstanding obligations.

For example, let’s say you took our a
loan to buy a ride-on lawn mower as part
of your landscaping business. Even if you
don’t make enough money to stay in
business, you must still repay the loan for
the lawn mower. Business debts can ruin a
sole proprietor’s personal finances.

Limited Access to Resources
1f your landscaping business takes off and
grows quickly, you might need to expand

Chapter 8 m Section 1

zoning law (aw in a city
or town that designates
separate areas for
residency and for
business

liahility the legally

bound obligation to pay
debts

187
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CLASSROOM EDITION

In the News Read more about
entrepreneurship in “Best Foot
Forward,” an article in The Wall Street
Joumnal Classroom Edition.

your business by buying
more equipment. But as a
sole proprietor, you may
have to expand by paying
for the equipment out of
your own pocket. This is

because banks are sometimes

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events

Visit: PHSchool.com @

Web Code: mnc-3081

unwilling to offer financing
in the early days of a
business.  Many  small
business owners use all of
their available savings and
other personal resources to
start up their businesses.

This makes it difficult or

fringe benefit payment
other than wages or
salaries

Key Terms and Main Ideas
1. What is a business organization?  HINT
2. What is a sole proprietorship?| HINT

3. What role do business licenses and zoning laws play in
sole proprietorships? | HINT i

impossible for them to
expand quickly.

Physical capital may not be the only
factor resource in short supply. Human
capital may be lacking, too. A sole propri-
etor, no matter how ambitious, may lack
some of the skills necessary to run a
business successfully. All individuals have
strengths and weaknesses. Some aspects of
your business may suffer if your skills
don’t match the needs of the business. For
example, you may be greart at sales, but not
at bookkeeping and accounting. You may
love working outdoors landscaping, but
hate to call on people to drum up business.

4, What kinds of liabilities are sole proprietors subject to?| HINT ]

5. Why do you think many sole proprietorships are able to
offer few fringe henefits to workers? ‘

Applying Economic Concepts
6. Using the Databank Examine the graph “Fastest-
Growing Occupations” on page 537. Which of these

188  Business Organizations

Finally, as a sole proprietor, you may
have to turn down work because you
simply don’t have enough hours in the day
or enough workers to keep up with
demand. A small business often presents
its owner with too many demands, and
that can be exhausting both personally
and financially.

Lack of Permanence

A sole proprietorship has a limited life. If a
sole proprietor dies or closes shop due to
retirement, illness, loss of interest in the
business, or for any other reason, the
business simply ceases to exist.

Sole proprietorships often have trouble
finding and keeping good employees. Small
businesses generally cannot offer the
security and advancement opportunities
that many employees look for in a job. In
addition, many sole proprietorships are
able to offer employees little in the way of
fringe benefits. Fringe benefits are payments
to employees other than wages or salaries,
such as paid vacation, retirement pay, and
health insurance. Lack of experienced
employees can hurt a business. Once again,
the flip side of total control is total respon-
sibility: a sole proprietor cannot count on
anyone else to maintain the business.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-3085

occupations do you think could operate successfully as
sole proprietorships? Explain your reasoning.

1. Try This Refer to Figure 8.1, "The Entrepreneurial Spirit,”
on page 186. How many of these traits do you have?
Would you like to start your own business someday?
Why or why not?
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ECONOMIC

Jerry Yang

The Birth of Yahoo!

Yang and Filo were graduate students in
engineering and shared an office at
Stanford University in 1993, At the time,
the World Wide Web was in its infancy, and

{b. 1968)

When 10-year-old Jerry Yang arrived in California from Taiwan with
bis brother, mother, and grandmother, the only English word he
knew was shoe. Some 15 years later be bad mastered the language

Economist

5

In April 1995, an investment firm put
up $1 million to get Yahoo! Corporation
started. America Online (AOL), the
world’s largest Internet service provider,
asked Yahoo! to be its search engine.

e Society and Culture

| well enough to come up with “Yet Another Hierarchical Officious ;
Ovacle!” as the name for an on-line directory of Internet addresses é -=||
that be and his friend David Filo had developed. The initials gave hl
the directory the name Yang really wanted: Yahoo! ‘é‘ |
S

le, Environment, Ee

sty

the two office mates began to spend time The prospect of visits from millions of g‘[

exploring the new Web. When they could AOL subscribers C?I}"’m“d Filo and o

not remember the addresses of interesting Yang to sell advertising space on the

Web sites they had visited, they decided to Yahoo! site.

make a reference list. In early 1994, they .

put their list on-line for friends to use. As The Yahoo! EKP|05|0I‘I

the list got longer, Filo and Yang divided it In 1996, Yang and Filo offered Yahoo!

into categories, and the Internet directory stock to the public for the first time. The :

Yahoo! was born. money raised allowed the company to v
greatly expand its services. Although |

A Hobby Becomes a Business going public evenrually reduced their ,_":

By the end of 1994, word of a great, free
catalog of Web pages had spread well
beyond the university. Yang and Filo’s site
was getting a million visits a day, and
Stanford began to rethink letting the
university’s equipment be tied up in this
way. Yahoo! produced no revenue to cover
expenses, so Yang and Filo began to
consider how they might turn their hobby
into a self-sustaining company. With the
help of a business student friend, they
developed a business plan and began to

ownership to 25 percent, the founders still
participated in the company. Yang
remained involved in business operations
and Filo in technical development. Yahoo!
survived the dot-com crash on the
strength of its brand and advertising
revenues. By 2003, Yahoo! had become a
$20 billion business. Except for the fact
that both were now multimillionaires,
little had changed since 1994 for Yang
and Filo. Yahoo!’s success “hasn’t
changed my life at all,” reports Yang,

e Health [Xtra!

Medicine, Drugs, Diseases,

§| look for financing. “except that | think more about taxes.”
CHECK FOR UNDERSTANDING

2 1. Source Reading Explain why 2. Critical Thinking Why are Yang 3. Learn More  Use the Internet and

%I Yahoo!'s agreement with AOL assured  and Filo much wealthier today than other sources to learn more about

that Yahoo! would be a success. they were when they owned 100 per-

cent of the company?

Yahoo!'s legal status as a business
organization. Has the company's busi-
ness organization changed over time?
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Partnerships

Objectives
After studying this section you will be able to:

1. Compare and contrast the different types of
partnerships.

2. Analyze the advantages of partnerships.
3. Analyze the disadvantages of partnerships.

Section Focus

business.

Partnerships let individuals pool their
resources and share responsibility for
the forming and running of a

Key Terms

partnership

general partnership

limited partnership

limited liability
partnership (LLP)

articles of partnership

Unifarm Partnership Act
{UPA)

assets

partnership a business
organization owned by
tWo or more persons
who agree on &
specific division of
responsibilities and
profits

general partnership
partnership in which
partners share equally
in both responsibifity
and liability

limited partnership
partngrship in which
only ane partner is
required to be a
general partner

limited liability
partnership (LLP)
partnership in which
all partners are
limited partners

Sometimes three b
heads are better
than one.

partnership is a business organization

owned by two or more persons who
agree on a specific division of responsibili-
ties and profits. In the United States, part-
nerships account for about 7 percent of all
businesses. They generate about 5 percent
of all sales and about 10 percent of all
income.

Types of Partnerships

Partnerships fall into three categories:
general partnerships, limited partnerships,
and  limited liability  partnerships.

Each divides responsibility and liability
differently.

190 Business Organizations

General Partnership

The most common type of partnership is
the general partnership. Partners in a general
partnership share equally in both responsi-
bility and liability. Many of the same kinds
of businesses that operate as sole propri-
etorships could operate as general partner-
ships. Doctors, lawyers, accountants, and
other professionals often form partnerships
with colleagues. Small retail stores, farms,
construction companies, and family busi-
nesses often form parmerships as well.

Limited Partnership

In a limited partnership, only one partner is
required to be a general parter. That is,
only one partner has unlimited personal
liability for the firm’s actions. The
remaining partner or partners contribute
only money. They do not actively manage
the business. Limited partners can lose only
the amount of their initial investment. A
limited partnership must have at least one
general partner, but may have any number
of limited partners. The main advantage of
being a general parter is in having control
of the business. The main drawback, of
course, is the extent of liability.

Limited Liability Partnerships
The limited liability partnership (LLP) is a
newer type of partnership recognized by
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Figure 8.3 Characteristics of Partnerships e

By Size of Receipts

B Under $25,000

W $25,000-$49,999
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B Agriculture, forestry,
29, fishing services

2% [l Construction

B Manufacturing

I Wholesale trade
Retail trade

I Finance and insurance

M Real estate

M Services
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Mote: Bacause of rounding, totals may be less or greater than 100 percent.
Source: Statistical Abstract of the United States, 2004-2005

g\!‘“”#.;- Partnerships can range in size from a pair of house painters to an accounting firm with
thousands of partners.

A Specialization Using the information in these graphs, describe partnerships in terms
Q”'cnunﬂ“ of industry and income.

many states. In this type of partnership, all
partners are limited parmers. An LLP func-
tions like a general partmership, except that
all partners are limited from personal
liability in certain situations, such as
another partner’s mistakes. Not all types of
businesses are allowed to register as limited
liability parmerships. Most states allow
professionals such as attorneys, physicians,
dentists, and accountants to register as
LLPs.

Advantages of Partnerships

Partnerships are easy to establish and are
subject to few government regulations.
They provide entrepreneurs with a number
of advantages.

Ease of Start-Up

Like proprietorships, partmerships are easy
and inexpensive to establish. The law does
not require a written partnership agree-
ment. Most small business experts,
however, advise partners to work with an

attorney to develop articles of partnership,
or a partnership agreement. This legal
document spells out each partner’s rights
and responsibilities. Tt outlines how
partners will share profits or losses.
Parmership agreements may also address
other details, such as the ways new
partners can join the firm, duration of the
partnership, and tax responsibilities.

If partners do not establish their own
articles of partnership, they will fall under
the rules of the Uniform Partnership Act
(UPA). The Uniform Partnership Act is a
uniform state law adopted by most states
to establish rules for partnerships. The UPA
requires common ownership interests,
profit and loss sharing, and shared manage-
ment responsibilities.

Like sole proprietorships, partnerships
are subject to little government regulation.
The government does not dictate how part-
nerships conduct business. Partners can
distribute profits as they wish, as long as
they abide by the partmership agreement or
by the UPA.

Chapter 8 m Section 2

articles of partnership
a partnership
agreement

Uniform Partnership
Act (UPA} act ordering
comman ownership
interests, profit and loss
sharing, and shared
management
responsibilities in a
partnership
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Shared Decision Making
and Specialization

In a sole proprietorship, the
individual owner has the
sole burden of making all
the business decisions. In a
partnership, the responsi-
bility for the business may
be shared. A sole proprietor-
ship requires the owner to
wear many hats, some of
which might not fit very
well. In a successful parmer-
ship, however, each partner
brings different strengths
and skills to the business.

assets money and
other valuables
belonging to an
individual or business

Larger Pool of Capital
Each partner’s assets, or money and other
valuables, improve the firm’s ability to
borrow funds for operations or expansion.
Partnership agreements may allow firms to
add limited partners to raise funds.
Partnerships offer more advantages to
employees, enabling them to attract and
keep talented employees more easily than
proprietorships can. Graduates from top
accounting schools, for example, often
seek jobs with large and prestigious
accounting LLPs, hoping to become
partners themselves someday. Similarly,
many law school graduates seek out
successtul partnerships for employment.

= 1_.m¢1
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Taxation

Partnerships, like sole proprietorships,
are not subject to any special taxes.
Partners pay taxes on their share of the
income that the partership generates.
The business itself, however, does not
have to pay raxes.

Disadvantages of
Partnerships

Partnerships also present some disadvan-
tages. Many of the disadvantages of sole
proprietorships are present in partnerships.
Limited liability partnerships have fewer
disadvantages than parterships with
general partners. All parmerships, however,
have the potential for conflict.

Unlimited Liability
Unless the parmership is an LLP, at least
one partner has unlimited liability. As in a
sole proprietorship, any general partner
could lose everything, including personal
property, in paying the firm’s debts.
Limited partners do not face the same
threat. They can lose only their investment.
In a partnership, each general partner is
bound by the acts of all other general
partners. If one partner’s actions cause the
firm losses, then all of the general partmers
suffer. If one doctor in a partnership is

! LosT ouR
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Like sole proprietors, b —————— g ——e i g
partners must maintain - | =

their entrepreneurial :
spirit to stay in business. 5 s
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A These partners must find positive ways to deal with conflict if they want to keep their business

running smoothly.

sued for malpractice, all of the doctors in
the partnership stand to lose. General
partners do not enjoy absolute control
over the firm’s actions like sole proprietors
do. The risk from other people’s actions
means that people must choose their
business partners carefully.

Potential for Conflict

As in any close relationship, parmerships
have the potential for conflict. Partnership
agreements address technical aspects of the

business, such as profit and loss. Many
important considerations exist outside
these legal guidelines, however. Partners
need to ensure that they agree about work
habits, goals, management styles, ethics,
and general business philosophies. Still,
friction between partners often arises and
can be difficult to resolve. Many parmer-
ships dissolve because of interpersonal
conflicts. Partners must learn to communi-
cate openly and find ways to resolve
conflicts.

Progress Monitoring Online

Key Terms and Main Ideas

1. Explain the characteristics of partnerships. HINT i

2. How do general partnerships, limited partnerships, and
limited liability partnerships differ?| HINT I

3. What issues are addressed in articles of partnership?| HINT | artnership best suits your business and your personal
4. What is the purpose of the Uniform Partnership J\ct? preferences and skills.

Applying Economic Concepts

For: Self-quiz with vecabulary practice =
Web Code: mna-3086 9

own articles of partnership. Now you cannot agree who
should be responsible for which duties. How will you
resolve your conflict? | HINT [

8. Try This With a partner or two, draw up articles of part-
nership for a fictional business. Decide which type of

5. Critical Thinking Why might accountants and physi- Go \.nhne
cians find limited liability partnerships attractive? HSchool.com

6. Critical Thinking Do you think the advantages of part- ' For: Research Activity
nerships outweigh the disadvantages? Why or why not? Visit: PHSchool.com

1. Problem Solving You and your general partners are

Wehb Code: mnd-3082

operating under the Uniform Partnership Act, not your
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Using the Internet for Research

he Internet is a comprehensive network of computers that links busi-

nesses, universities, and individuals around the world. The World Wide
Web is one part of the Internet. Because the Internet has no central orga-
nization, finding a Web page with the information you need can be difficult.
Search engines, databases that track thousands of Web pages by subject,

can help you focus your search.

In addition to advertising and product information, many corporations
use their Internet sites to post corporate ethics statements like the one
below. An ethics statement typically describes how the company
approaches the law, the community in which it works, and its employees.
Use the steps below to locate a corporate ethics statement on the Web.

1. Prepare your search. American compa-

nies can face ethical dilemmas over
issues like pollution, safety, and

working conditions. (a) Identify two

ETHICS STATEMENT OF ALPINE

2.

companies that you think might face
ethical issues. (b) How could you use
the Internet to find these companies?

Refine your search. Many search
engines offer an advanced search
option that allows you to refine your

INVESTMENTS, INC. search. (a) Which words other than
Alpine Investments, Inc, and each of its “ethics,” “statement,” and the com-
employees will pany name might help you find the

+ Individually and collectively maintain a
high level of ethical conduct with clients,
coworkers, members of allied professions,
and the public.

+ Practice a method of financial planning
founded on a legal and practical basis, not
voluntarily associating with anyone who
violates this principle.

« Seek advice in doubtful or difficult cases,
and whenever it appears that the services
of members of other professions would
provide more complete and better quality
or degree of advice.

« Not reveal the private information we may
observe in any client’s affairs, unless
required to do so by law.

+ (Obey all laws and uphold the dignity and
honor of the profession and accept the
profession’s self-imposed rules.

+ Oppose, without hesitation, illegal or
unethical conduct of fellow members of
our profession.

documents you are looking for?

(b) Based on your first set of results,
what word could you exclude from
your search to eliminate inappropri-
ate listings?

Analyze the document. Answer the
following questions using the ethics
statement at left. (a) List three signifi-
cant phrases that the company uses in
its ethics statement. {(b) Do you find
the company’s statement convincing?
Why or why not? (¢) Which words or
phrases are not convincing?

Additional Practice

Use the Internet to find an ethics
statement for a company that has
recently been in the news for a con-
troversial decision or action.



Corporations, Mergers, and
Multinationals

Objectives
After studying this section you will be able to:
1. Explain the characteristics of corporations.
2. Analyze the advantages of incorporation.
3. Analyze the disadvantages of incorporation.
4. Compare and contrast corporate
combinations.
5. Describe the role of multinational
corporations.

Section Focus Key Terms
Corporations are complex corporation
business organizations that stock

can be combined to form even
larger businesses. Some
corporate enterprises span
the globe.

bond

dividend

closely held corporation
publicly held corporation

certificate of incorporation

horizontal merger
vertical merger

conglomerate

multinational corporation (MNC)

B usinesses often rely on investment to
expand operations. One way for a
business to increase investment is to form a
corporation. A corporation can grow even
larger by combining with other corpora-
tions, Some corporations are so large that
they do business all over the world.

Corporations

The most complex form of business organi-
zation is the corporation. A corporation is a
legal entity, or being, owned by individual
stockholders, each of whom faces limited
liability for the firm’s debts. Stockholders
own stock, a certificate of ownership in a
corporation. In other words, if you own

-~
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stock in a corporation, you are a part-owner
of that corporation. If a corporation issues
1,000 shares of stock, and vou purchase 1
share, you own 1/1000th of the company.
Corporations differ from sole propri-
etorships, which have no identity beyond
that of the owners. A corporation is defined
as an “entity” because it has a legal identity
separate from those of its owners. Legally,
it is regarded much like an individual. A

TR
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corporation a legal
entity owned by
individual stockholders

stock a certificate of
ownership in a
corporation

Many corporations
make their head-
quarters in large cities.
v
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B Under $25,000

W $25,000-$49,999
W $50,000-$99,999
I $100,000-$499,999
I $500,000-$999,999
$1,000,000 or more

Figure 84 Characteristics of Corporations

By Size of Receipts

Mate: Bacause of rounding, totals may be less or greater than 100 percent.
Source: Statistical Abstract of the United States, 20042005
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wholesale trade, and retail trade.

A
CONCE®

closely held
corporation
corporation that issues
stock to only a few
people, often family
members

publicly held
corporation
corporation that sells
stock on the open
market

corporation pays taxes, may engage in
business, make contracts, sue other parties,
and get sued by others.

In the United States, corporations account
for about 20 percent of all businesses, yet
sell about 90 percent of all products sold in
the nation. They generate about 70 percent
of the net income earned in the nation.
Because of the advantages of corporations,
most large business firms do incorporate.
Supermarkets, high-tech companies, and
machinery manufacturers are just some of
the types of firms that usually form corpora-
tions. Corporations’ profits are about ten
percent of their income.

Types of Corporations
Some corporations issue stock to only a
few people, often family members. These
stockholders rarely trade their stock, but
pass it on within families. Such corpora-
tions are called closely held corporations.
They are also known as privately held
corporations.

A publicly held corporation, on the other
hand, has many shareholders who can buy

196 Business Organizations
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B Agriculture, forestry,
fishing services

3% B Construction

B Manufacturing

B Transportation
Wholesale trade

M Retail trade

M Finance and insurance

B Real estate

I Services

B other

Notice that over 60 percent of corporations are engaged in services, manufacturing,

Incentives What incentives do businesses in these particular industries have to form
corporations?

or sell stock on the open marker. Stocks are
bought and sold at financial markets called
stock exchanges, such as the New York
Stock Exchange. You will read about these
financial markets in Chapter 11,

Corporate Structure

While the exact organization varies from
firm to firm, all corporations have the same
basic structure. Corporation owners—the
stockholders—elect a board of directors.
The board of directors makes all the major
decisions of the corporation. It appoints
corporate officers, who run the corporation
and oversee production. Corporate
officers, in turn, hire managers and
employees, who work in various depart-
ments like finance, sales, research,
marketing, and production.

Advantages of Incorporation

Incorporation, or forming a corporation,
offers advantages to both the individual
owners, or stockholders, and to the corpo-
ration itself. These include




limited liability for owners
transferable ownership
ability to artract capital
long life

Advantages for Stockholders
The primary reason that entrepreneurs
choose to incorporate, or form a corpora-
tion, is to gain the benefit of limited
liability. Individual investors do not carry
responsibility for the corporation’s actions.
They can lose only the amount of money
they have invested in the business.
Corporations usually also provide
stockholders with more flexibility than
other ownership forms. Shares of stock are
transferable, which means that stock-
holders can sell their stocks to others and
get money in return.

Advantages for the Corporation

The corporate structure also presents
advantages for the firm itself. Corporations
have more potential for growth than other
business forms. By selling shares on the
stock market, corporations can raise
money to purchase capital. A corporation
can offer as many shares of stock as its
corporate charter allows. As long as
investors have confidence in the firm’s
success, companies should be able to sell
stock fairly easily.

Corporations can also raise money by
borrowing it. They do this by selling bonds.
A bond is a formal contract to repay
borrowed money with interest at fixed
intervals.

Because ownership is separate from the
running of the firm, corporation owners—
that is, stockholders—do not need any
special managerial skills. Instead, the
corporation can hire various experts—the
best financial analysts, the best engineers,
and so forth—to create and market the best
services or goods possible,

Corporations also have the advantage of
long life. Unlike a sole proprietorship, the
company does not end with the death of an
owner. Because stock is transferable, that
15, it can be bought and sold, corporations

are able to exist longer than simple propri-
etorships. Unless it has stated in advance a
specific termination date, the corporation
can continue doing business indefinitely.

Disadvantages of
Incorporation

Corporations are not without their disad-
vantages. These include

e expense and difficulty of start-up

* double taxation

e potential loss of control by the founders
e more legal requirements and regulations

Difficulty and Expense of Start-Up
Corporate charters can be difficult, expen-
sive, and time consuming to establish.
Though most states allow people to form
corporations without legal help, few
experts would recommend this cheaper
shortcut. Applications are complex and
confusing.

Firms that wish to incorporate must first
file for a state license known as a certificate
of incorporation, or corporate charter. The
application includes crucial information
such as

e the corporate name

s statement of purpose

length of time that the business will run
{usually “for perpetuity,” or without limit)
founders’ names and addresses
headquarters’ business address

method of fund-raising

the rules for the corporation’s
management

Once state officials review and approve
the application, they grant a corporate
charter. Then the corporation may organize
itself to produce and sell a good or service.

Double Taxation

The law considers corporations legal
entities separate from their owners.
Corporations, therefore, must pay taxes on
their income.

Chapter 8 m Section 3

bond a formal contract
to repay borrowed
maney with interest at
fixed intervals

certificate of
incorporation /icense
to form a corporation
issued by state
government
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dividend the portion of
corporate profits paid
out to stockholders

Profit is a form of income. When stock-
holders receive income from the corporation
in the form of dividends—the portion of
corporate profits paid out to stockholders—
the stockholders must pay personal income
tax on those dividends. This double taxation
keeps many firms from incorporating.

When stockholders sell their shares, they
must pay a special tax, called a capital gains
tax, if they have made a profit. In 2003,
Congress reduced double taxation by
lowering the dividend and capital gains tax
rates to 15 percent.

Loss of Control

Unlike the owner of a sole proprietorship,
the original owners of a corporation often
lose control of the company. Managers
and boards of directors, not owners,
manage corporations. These professional
managers do not always act in the owners’

Figure 85 Horizontal Merger and Vertical Merger

best interests. They might be more inter-
ested in protecting their own jobs or salaries
today than in making difficult decisions that
would benefit the firm tomorrow.

More Regulation

Corporations also face more regulations
than other kinds of business organizations.
Corporations must hold annual meetings
for shareholders and keep careful records of
all business transactions. Publicly held
corporations are required to file quarterly
and annual reports to the Securities and
Exchange Commission (SEC). The SEC is a
federal agency that regulates the stock
market.

Corporate Combinations

As a corporation continues [0 grow,
managers and owners may decide it makes
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Horizontal Merger

Independent oil refineries
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Vertical Merger

Coke fields [ )
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Beginning in the 1880s, John D. Rockefeller's Standard 0il Company combined horizontally {left) with 40 other oil

refineries. The power gained by Standard Oil and similar monopolies prompted passage of the Sherman Antitrust
Actin 1890. In 1899, Andrew Carnegie established the Carnegie Steel Company. He used the vertical merger {right) to

%
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purchase ore mines, furnaces and mills, and even the shipping and railroad lines needed to move his products to
market. Within a short time, Carnegie controlled the steel industry. Most vertical mergers, however, do not result

in monopolies. Competition Explain the difference between horizontal and vertical mergers.
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sense to merge, or combine, the firm with
another company or companies. The three
kinds of mergers are horizontal mergers,
vertical mergers, and conglomerates.

Each of these corporate combinations
can lead to larger, more efficient firms.
Often, larger firms can produce and sell
their products at lower prices. However,
their size can also give some of these
combinations more monopoly power, as
discussed in Chapter 7.

Horizontal mergers

Horizontal mergers join two or more firms
competing in the same market with the
same good or service. For example, in late
1998, two giant automakers, Chrysler
Corporation and Daimler-Benz, merged to
form DaimlerChrysler.

Two firms might choose to merge if the
newly resulting firm would result in
economies of scale or would otherwise
improve efficiency. At the time of the
merger, Chrysler Corporation and Daimler-
Benz predicted that their merger would
reduce costs and boost revenues as much as
$3 billion dollars annually.

As you read in Chapter 7, the federal
government watches horizontal mergers
carefully. The resulting single firm might
gain monopoly power in its market.

Vertical Mergers

Vertical mergers join two or more firms
involved in different stages of producing
the same good or service. A vertical merger
can allow a firm to operate more efficiently.
A vertically combined firm can control all
phases of production, rather than rely on
the goods or services of outside suppliers.
Sometimes firms combine vertically out of
fear that they may otherwise lose crucial
supplies. To ensure production, these firms
simply buy their suppliers.

Antitrust regulators become concerned
when many firms in the same industry
merge vertically if that merger drives
supplying firms out of business. Most
vertical mergers do not substantially lessen
competition, however, so they are usually
allowed.

Figure 8.6 A Conglomerate
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Conglomerates combine diverse businesses.

Competition Why don’t conglomerates generally

decrease competition?
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Conglomerates

Sometimes firms buy other companies that
produce rotally unrelated goods or services.
These combinations, called conglomerates,
have more than three businesses that make
unrelated products. In a conglomerate, no
one business earns the majority of the
firm’s profits. The government usually
allows this kind of merger, because it does
not result in decreased competition.

Multinational Corporations

The world’s largest corporations produce
and sell their goods and services
throughout the world. They are called
multinational corporations (MNCs). MNCs
are corporations that operate in more than
one country at a time. They usually have
headquarters in one country and branches
in other countries. Multinationals, which
are sometimes called transnational corpo-
rations, must obey laws and pay taxes in
each country in which they operate. In the

Chapter 8 m Section 3

horizontal merger the
combination of two or
mare firms competing
in the same market with
the same good or
service

vertical merger the
combination of two or
mare firms involved in
different stages of
producing the same
good or service

conglomerate business
combination merging
more than three
businesses that make
unrelated products

multinational
corporation (MNC)
large corporation that
produces and sells its
goads and services
throughout the world
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A Multinational

corporations make _

their presence felt early 2000s, an estimated 63,000 multina-
thr“rjlh““‘ the tional firms operated about 690,000
world.

foreign branches. They accounted for more
than $3 trillion of worldwide assets. Many
multinational corporations have operating
budgets much bigger than most govern-
ments’ budgets.

Corporations in the United States and
Great Britain operated the world’s largest
multinationals in the 1970s and early

1980s. The picture today shows many
different home countries for these giants,

including Japan, South Korea, the
Netherlands, and Italy.

Advantages of Multinationals
Multinationals benefit consumers and

workers worldwide by providing jobs and
products around the world. They also
spread new technologies and production
methods across the globe. Often the jobs
they provide help poorer nations gain
better living standards for their people.

Disadvantages of Multinationals

On the downside, many people feel that
multinational firms unduly influence the
culture and politics in the countries in
which they operate. While some people feel
that MNCs provide much needed jobs,
critics are concerned about the low wages
and poor working conditions provided by
MNCs in some poorer countries. Whatever
the advantages and disadvantages, trends
suggest that MNCs will become increas-
ingly visible and important in the world
economy in the years ahead.

1.

Applying Economic Concepts
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Progress Monitoring Online
For: Self-quiz with vocabulary practice
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9. Try This |dentify several sole proprietorships and
partnerships in your neighborhood or town. Which of
these businesses might benefit from incorporation?
Explain your reasoning.

10. Critical Thinking How mi corporation benefit by
being multinational? | HINT

11. Problem Solving You want to incorporate your family
business. Will you form a closely held corporation or a
publicly held corporation? Explain your reasoning.

[Go Online

For: Current Events Activity

Visit PHSchool.com @

or partnership? HINT

. What s the difference between a closely held
corporation and a publicly held corporation?

. What information is required in a certificate of
incorporation? | HINT

. What is stock? HINT
. Why must stockholders pay taxes on dividends? | HINT

. What is a merger? How do horizontal mergers, vertical
mergers, and conglomerates differ?

. Why are some corporations called multinational

corporations?

Web Code: mnd-3083

8. Critical Thinking Suppose you are deciding whether to
incorporate your house-cleaning business. Analyze the
conseguences of this economic decision.
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Other Organizations

Objectives

After studying this section you will be able to:

1. Understand how a business franchise
works.

2. Identify the different types of cooperative
organizations.

3. Understand the purpose of nonprofit
organizations, including professional and
business organizations.

Section Focus Key Terms

Some organizations exist to aid business franchise
business owners, consumers, royalty

producers, industries, workers, or cooperative

society at large. Many operate consumer cooperative

without the aim of earning a profit.

service cooperative

producer cooperative
nonprofit organization
professional organization
business association
trade association

hy would a person with dreams of

running her own business turn to a
multinational company for help? Why
would a customer pay a fee for the privilege
of shopping at a certain store? Why would
an organization have no intention of
earning a profit at all?

There are sound answers for all of these
questions. As you read this section, you
will discover many kinds of organizations
that serve many kinds of interests. You are
probably already familiar with a number
of them.

Business Franchises

In Chapter 7, you learned about franchises
issued by government authorities. These
franchises give only one firm the right to
sell its goods within a limited market, such
as within a national park. In business, too,
a franchise signals exclusive rights. A
business franchise is a semi-independent
business that pays fees to a parent
company. In return, the business is granted
the exclusive right to sell a certain product
or service in a given area.

Parent companies are called franchisers.
The franchiser develops the products and
business systems. They then work with the

local franchise owners to help them
produce and sell their products.

The image that leaps to mind when
discussing franchises is the fast-food
restaurant. However, franchises offer a
wide array of goods and services, from
diamonds to day-care centers.

Chapter 8 m Section 4

business franchise a
semi-independent
business that pays fees
to a parent company in
return for the exclusive
right to sell a certain
product or service in &
given area

< Competing
restaurant franchises
often cluster together
along highways.
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FAST FACT

Just about any type of business can
be franchised. In 1988, ane California
entrepreneur started a mobile
autopsy business. His company has
been so successful that it now offers

Franchising has become
popular in recent years. This
is because small franchise
businesses allow owners a
degree of control. At the same
time, the owners benefit from

States and abroad.

business franchises in the United

the support of the parent
company. As with any other

royalty share of
earnings given as
payment

cooperative a business
organization owned
and operated by a
group of individuals for
their mutual benefit

form of business organiza-
tion, franchises offer both
advantages and disadvantages.

Advantages of Franchises

For a small business owner, a franchise can
provide advantages a completely indepen-
dent business cannot. A franchise comes
with a built-in reputation. Consumers may
already be familiar with the product and
brand of the franchise. Other benefits
include

1. Management  training and support
Franchisers help inexperienced owners
gain the experience they need to succeed.

2. Standardized  quality Most  parent
companies require franchise owners to
follow certain rules and processes to
guarantee product quality.

A What advantages do co-ops offer consumers?

202 Business Organizations

3. National advertising programs Parent
companies pay for far-reaching adver-
tising campaigns to establish their brand
names.

4. Financial assistance Some franchisers
provide financing to help franchise
owners start their businesses.

. Centralized buying power Franchisers
buy materials in bulk for all of their fran-
chise locations. They pass on the savings
to their franchise owners,

oy

Disadvantages of Franchises

The biggest disadvantage of a franchise is
that the franchise owner must sacrifice
some freedom in return for the parent
company’s guidance. Other disadvantages
include

1. High franchising fees and royalties
Franchisers often charge high fees for
the right to use the company name. They
also charge franchise owners a share of
the earnings, or royalties.

2. Strict operating standards Franchise
owners must follow all of the rules laid
out in the franchising agreement for
such matters as hours of operation,
employee dress codes, and operating
procedures. Otherwise, an owner may
lose the franchise.

3. Purchasing  restrictions  Franchise
owners must often buy their supplies
from the parent company or from
approved suppliers.

4. Limited product line Franchise agree-
ments allow stores to offer only
approved products.

Cooperative Organizations

A cooperative is a business organization
owned and operated by a group of indi-
viduals for their shared benefit. In other
words, working together, the individuals
can provide themselves with certain
advantages. Cooperatives, or co-ops, fall
into three main categories: consumer, or
purchasing cooperatives; service coopera-
tives; and producer cooperatives.



Consumer Cooperatives

Retail outlets owned and operated by
consumers are called consumer cooperatives,
or purchasing cooperatives. Consumer
cooperatives sell merchandise to their
members at reduced prices. By making
large purchases, consumer cooperatives
can obtain goods at a lower cost. They then
pass the savings on to members. Examples
of consumer cooperatives include discount
price clubs, compact disc or book clubs,
some health food stores, and housing coop-
eratives, Some co-ops require members to
work a small number of hours per year to
maintain their memberships. Others
require membership fees instead. For
example, your local health food store may
require you to work 20 hours per month in
order to maintain your membership. Giant
discount price clubs, on the other hand,
require annual membership fees.

Service Cooperatives

Cooperatives that provide a service, rather
than goods, are called service cooperatives.
Some service co-ops offer discounted insur-
ance, banking services, health care, legal
help, or baby-sitting services. Credit
unions, or financial cooperatives, lend
money to their members at reduced rates.

Producer Cooperatives

Producer cooperatives are agricultural
marketing cooperatives that help members
sell their products. These co-ops allow
members to focus their attention on
growing their crops or raising their live-
stock. The co-ops, meanwhile, market
these goods for the highest prices possible.

Nonprofit Organizations

Some institutions function much like
business organizations, but do not operate
for the purpose of generating profit. These
nonprofit organizations are usually in the
business of benefiting society. Nonprofit
organizations include museums, public
schools, the American Red Cross, hospitals,
adoption agencies, churches, synagogues,
YMCASs, and many other groups.

Global Connection

Nonprofits on a Global Scale Some nonprofit organizations
focus on hoth local and global concerns. Recently, a global nonprofit organiza-
tion, the Conservation International Foundation, joined efforts with one of the
nation’s largest coffee retailers to promote and sell “shade-grown coffee,”
which is currently grown in the Americas and other parts of the globe. In
conjunction with the coffee retailer, this nonprofit organization is supporting a
style of growing coffee that reduces the environmental impact of coffee
growing in biologically sensitive regions. The foundation is also helping coffee
growers sell directly to retailers, rather than through a third party. This
arrangement brings greater profits to the coffee growers. What are the local
benefits of this program? What are the global benefits?

The government exempts nonprofit
organizations from income taxes. Many
nonprofit organizations operate with
partial government support. Almost all of
them provide services rather than goods.

Other nonprofit organizations provide
support to particular occupations or
geographical areas. These include profes-
sional organizations, business associations,
trade associations, and labor unions.

Professional Organizations

Professional organizations work to improve
the image, working conditions, and skill
levels of people in particular occupations.
Examples include the National Education
Association for public school and college

A What might motivate these Red Cross
volunteers?

Chapter 8 m Section 4

consumer cooperative
retail outlet owned and
operated by consumers

service cooperative
cooperative that
provides a service,
rather than a good

producer cooperative
agricultural marketing
cooperative that helps
members sell their
praducts

nonprofit organization
institution that
functions much like a
business, but does not
operate for the purpose
of generating profits

professional
organization nanprofit
arganization that warks
to improve the image,
waorking conditions,
and skill levels of
people in particular
occupations
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Many nonprofit b Business Associations

organizations Business associations promote the collec-
sorvs business tive business interests of a city, state, or
interests,

other geographical area, or of a group of
similar businesses. They may also address
codes of conduct, just as professional
associations do.

Your local Better Business Bureau, spon-
sored by local businesses, is a nonprofit
group. It aims to protect consumers by
promoting an ethical and fair marketplace.
Your state’s or city’s chamber of commerce
works to attract new businesses to your
area.

business association and  university workers, American

nenprofit erganization Veterinary Medical Association for veteri- Trade Associations

E:J&I:ei;?:;o;i;ness nary professionals, the American Bar Nonprofit organizations that promote
interests for  city, Association for lawyers, and the American  the interests of particular industries are
state, or other Management Association for business called trade associations. The American
geographical area, or professionals. Marketing Association, for example, aims
;Ts?nge;a;;ps of similar Professional organizations keep their to improve marketers’ and marketing

trade association

members up-to-date on industry trends.
They help them identify and follow codes

firms’ images. All kinds of industries, from
publishing to food processing, enjoy the

nonprofit organization of conduct. For example, the American  support of trade associations.
that prumo;es the .f Medical Association opposes advertising. It
:.::i::;;w aparticvlar | helieves that doctors present a less profes-  Labor Unions

sional, authoritative, and caring image if
they advertise for patients. Likewise, the
American Bar Association frowns upon
law firms that advertise their services for
personal injury complaints.

A labor union is an organized group of
workers whose aim is to improve working
conditions, hours, wages, and fringe
benefits. In the next chapter, you will read
about the history and role of labor unions.

| Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-3088

8. Critical Thinking Do you think professional and
business associations benefit consumers? Explain your
reasoning.

9. Try This Make a list of the types of organizations
described in this section. Next to each type, write down
an example with which you are familiar.

Key Terms and Main Ideas

1. How does a business franchise work? HINT i

2. What are royalties? HINT

3. What s a cooperative? _HINT,

4. How do consumer cooperatives, service cooperatives,
and producer cooperatives differ? | HINT

5. What s a nonprofit organization? | HINT |

6. Whatis the purpose of professional organizations,
business associations, and trade associations? HINT '

(Go Online
———PHSchool.com

For: Research Activity

Visit: PHSchool.com

Applying Economic Concepts
PPIVIng P Web Code: mnd-3084

1. Critical Thinking Do you think the advantages of

owning a franchise outweigh the disadvantages?
Explain your reasoning.
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Entrepreneurs

= . caSe pulS Statement of Principles and
- e Code of Conduct

WE EMBRACE RESPONSIBILITY.

Business and Ethics ST

hen George Abbot Morison retired to the WE HONOR THE LAW.
family farm in Peterborough, New WE NURTURE ACHIEVEMENT.
Hampshire, in the 1940s, the state had high WE DELIVER QUALITY AND VALUE.

unemployment and very little industry. Morison
decided to do something that would create new
jobs and help revitalize the state’s industrial
base. He had read about Hitchiner WE ARE GOOD CITIZENS.
Manufacturing Company, Inc., a small company WE GUARD OUR INTEGRITY.
that specialized in producing metal parts.

Morison saw a growing need for precision metal parts and realized that

Hitchiner’s metal casting process had great commercial potential. In 1949, he and

his son John H. Morison bought the company, and John became president.

WE RESPECT THE EARTH,
WE ADVANCE TECHNOLOGY.

Rights and Responsibilities For the Morisons’ investment to pay off, they had to
develop the company so that it would make money. To do so, they benefited from
their rights to enter into contracts, to use the courts to enforce their contractual
rights, and to receive equal protection of law.

Hitchiner also had responsibilities. It had to comply with health and safety
laws to reduce the chances of on-the-job injuries. The company had to pay
employees at least minimum wage and had to make contributions to the state
workers compensation fund. It also had to pay taxes on its profits.

Most importantly, the company strove to maintain “the highest standards of
ethical and good-spirited conduct.” Key points of its ethics policy appear in the
Statement of Principles and Code of Conduct on this page.

Helping Employees Morison realized that the company’s success depended on hav-
ing an educated and trained work force. Hitchiner began sending employees for
courses in many disciplines, from basic literacy and mathematics to statistical
process control, for apprenticeships in specialized technical fields, and for busi-
ness-management seminars. In 1953, Hitchiner became one of the first  y dichiner uses the latest tech-
American companies to give its employees an ownership interest in the nologies in metal casting.
company. i) S

Continued Success Today, Hitchiner markets its metal castings and Wi e
licenses its technology and processes worldwide. Its current sales total T | f
about $200 million a year. ! e - -

Applying Economic Ideas
1. {a) How were the Morisons able to help themselves and help their
community at the same time? (b) What were their rights and responsi-

bilities? :
2. Analyze Hitchiner’s ethics policy. Why was this policy an important
part of its business success?



Chapter

Assessment

Chapter Summary

summary of major ideas in Chapter 8 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 8.

Section 1 Sole Proprietorships (pp. 185-188)
Sole proprietorships are the most common form of
business in the United States. They are easy to estab-
lish and offer owners both the benefits and draw-
backs that come with full control of the business.

Section 2 Partnerships (pp. 190-193)
Partnerships let individuals pool their resources and
share responsibility in the forming and running of a
business. Three types of partnerships are the general
partnership, the limited partnership, and the limited
liahility partnership.

Section 3 Corporations, Mergers, and Multinationals
(pp. 195-200)
Corporations are complex business organizations that
can be owned by a few or a great many individuals.
Mergers combine corporations in various ways to
form even larger businesses. Some corporate enter-
prises, the multinationals, span the globe.

Section 4 Other Organizations (pp. 201-204)
Business franchises are business organizations that
give business owners support from a parent compa-
ny. Other types of organizations serve to aid busi-
ness owners, consumers, producers, industries,
workers, or society at large. Many operate as non-
profit organizations.

206

Key Terms

Martch the following definitions with the terms
listed below. You will not use all of the terms.

limited partnership @

| HINT | liability

(HINT | corporation royalties

|HINT | conglomerate nonprofit
|HINT | general partnership organization | HINT |
HINT | sole proprietorship consumer

cooperative | HINT I

HINT | vertical merger

1. the combination of two or more firms
involved in different stages of producing
the same good or service

. the legally bound obligation to pay debts

3. a legal entity owned by individual stock-
holders

4. a business owned and managed by a single
individual

5. a rerail outlet owned and operated by
consumers

6. a business combination merging more

than three businesses that make unrelated
products

1. share of earnings given as payment

8. a form of partnership in which only one
partner is required to be a general partner

ot ]

Using Graphic Organizers

9. On a separate sheet of paper, copy the
flowchart below., Use the flowchart to
organize information about how a business
might grow. Complete the flowchart by
writing descriptions and examples for each
cell in the chart. You may add cells to the
chart.

Decision to
incorporate

Sole
proprietorship|™ |

- l— Conglomerate




Reviewing Main ldeas

10. List three trade-offs of running a sole proprietorship.
1"

. Whart are the advantages of forming a partnership
when creating a new business? HINT |
12. What benefits do corporations bring to their
stockholders?| HINT b
13. Compare the advantages and disadvantages of
opening a business franchise.| HINT
14. Describe the difference between vertical mergers,
horizontal mergers, and conglomerates.

15. What are multinational corporations? HINT
16. What are the advantages of cooperatives?| HINT
17. Identify and evaluate the ordinances and regula-

tions that apply to the various types of businesses

described in the chapter. 'HINT i

Critical Thinking

18. Drawing Conclusions Suppose you are opening a
new business. List three choices that you would
need to make to decide what style of business
organization to form.

19. Analyzing Information How are the three types of
corporate combinations usually affected by
antitrust policy?

20. Making Comparisons Compare the different lev-
els of individual liability among the three main
types of business organizations: sole proprietor-
ships, partnerships, and corporations.

21. Drawing Inferences How can stockholders influ-
ence the actions of the corporation they own?

Problem-Solving Activity

22. Recommend a cooperative for your community.
Describe the type of cooperative it would be
{consumer, service, or producer) and how your
community could benefit from it.

Economics Journal

Identifying Alternatives Revisit your list of
local businesses. Pick one and recommend a
particular business form for it. Draft a proposal
outlining why you think the business or the
owner(s) would benefit from your plan.

Skills for Life

Using the Internet for Research Review the steps
shown on page 194. Then complete the following
activity.

Mergers lead to the formartion of new business
organizations. Corporate mergers sometimes have
far-reaching effects on the companies and employees
involved. Use the steps below to prepare a summary
of one recent corporate merger and its effects on the
employees of the companies involved.

23. Prepare your search. Identify one recent merger
that has taken place. The Federal Trade
Commission (FTC) oversees all mergers to make
sure that they do not interfere with competition.
Begin by visiting the FTC Web site. (a) How can
you use the Internet to obtain information about
these mergers? (b) List three key terms you might
use in your search.

24. Refine your search. Once you have identified one
merger to research, you need to refine your
search. (a) How can you refine your search?
(b} Identify two Internet sources that contain
specific information about the merger.

25. Analyze your results. After you have located spe-
cific documents referring to the merger you have
selected, you can begin to analyze the informa-
tion. Print the documents if possible. (a) Look at
the source of your documents. Could the source
be biased? (bh) What effect has the merger had on
employees?

Progress Monitoring Online
For: Chapter 8 Self-Test Visit: PHSchool.com

Web Code: mna-3081

As a final review, take the Economics Chapter 8 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to

test your understanding of the chapter content.
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Materials
Paper
Calculator

epreneur!

" any people dream of starting their own businesses. Here's
your chance to practice doing just that. In this simula-
tion, you and your classmates will form a partnership to

run a small business. You plan to sell a line of souvenir baseball
caps out of a rented vendor’s cart in a nearby shopping mall.

Each parmership group will work
independently. First, you will calculate
your monthly costs. Then, you will price
your product. Next, you will try to pro-
ject how you would do in the first month
of business. At the end of the simulation,

all the partnerships will compare results. '

Preparing the Simulation

Step 1: Form groups of four to six people.
Each group will be a separate business
partnership.

Step 2: Choose a name for your company.

Conducting the Simulation

Step 1: Now, get started with your business
plan! You and your partners already have
$3,000 in start-up capital. Before you spend
any of it, you need to figure out what your
expenses will be. On a piece of paper, make
a monthly expenses chart like the one on
the next page. As you figure out each
monthly expense, record it on the chart.

Business Loan Should you work within
your $3,000 budget, or should you borrow
money? You have learned that the best
small-business loan that you qualify for
charges an interest rate of 10% and
requires monthly payments over 5 years:

$5,000 loan: $106 per month

$10,000 loan: $212 per month

Vendor License Your community requires
you to get a vendor license. This will cost
you $60 per year.

A Careful planning will improve your
Pl of

's

Banking Costs You need a business check-
ing account. This will cost $12 per month.

Business Space The monthly rental costs
for the vendor's cart depend on size and
location:
Cart in well-traveled, central location:
$2,000 per month
Cart in low-traffic area: $600 per month

Advertising Should you advertise? If you
think you'll get enough “walk-in" traffic in the
mall, you may not need to. Or, you may want
to be more aggressive and use advertising to
bring people directly to you:
Medium-sized ad in the major city
newspaper: $400 per week
Small ad in neighborhood newspaper:
$40 per week

Labor Should you and your partners work
the cart, or should you hire a salesperson?
Your vendor's cart will need to be staffed




from 9:30 a.m. to 9:30 p.m. If you hire a salesperson, you
will need to pay wages plus another 25 percent for
benefits and taxes. Use the following formula:

Number of hours per month x hourly wage x 1.25 =
total monthly labor cost

Step 2: Now you need to make decisions about your
inventory. How many caps will you order from the
manufacturer? Refer to the catalog page at right to
determine which kind you'll order. Make an order/pric-
ing form like the one on this page, and record the
quantities and costs of the caps you want to buy.

Step 3: Next, you need to set a price for your caps.
Keep in mind what the caps cost you and what you
think people will pay for them. Add the prices to the
order/pricing form and calculate your profit per cap.

Step 4: Finally, you need to determine how many caps
you need to sell in order to make a profit after having
paid your monthly expenses. Assume, for the moment,
that you sell equal numbers of each cap. How many
caps do you need to sell each month to break even?

Monthly EXpenses.
for Cap Business

Monthly Expense
Expense

Banking Costs

How many do you need to sell to make a profit large
enough to pay salaries to you and your partners?

Step 5: Present your business plan to the rest of your
class.

Good Quality! Cotton caps with plastic snap tabs
Colors: khaki, green, blue, charcoal, red

Item Number Quantity Price per cap

Style 101 100 $2.53

Silk Screened 500 $2.37
1,000 $2.09

Style 102 100 $5.20

Embroidered 500 $4.82
1,000 $4.60

Best Quality! Cotton twill caps with adjustable
leather strap and brass buckle
Colors: black, white, navy blue, pine green

Item Number Quantity Price per cap
Style 202 100 $6.05
Embroidered 500 $5.60
1,000 $5.40
Simulation Analysis

After all the partnerships in your class have
presented their business plans, answer the
following questions.

1. Which business plan was the most cautious?
Which group took the most chances?

2. Where do you get the greatest savings for
additional quantities—the least-expensive or
most-expensive caps?

3. Suppose that you began the first month with
equal numbers of silk-screened and embroi-
dered caps. At the end of the month, you sold
out of caps with silk-screened designs but had
20 embroidered caps left. What would this tell
you about your market?

4. Formulating Questions \What other informa-
tion would you need if you were actually going

to set up a small business?
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W hy do some people earn a
lot of money while others
work hard and earn little? With a
little information, and a lictle
theory, you can begin answering
this and other puzzling questions.
In the process, you will learn how
the government measures the
unemployment rate, how
workers’ wages are determined,
and how labor unions influence
workers’ earnings, job security,
and benefits in today’s economy.

Economics Journal

Interview a parent, grandparent, or
other older adult, and ask that person
to describe his or her first job. Ask
about hours, pay, working conditions,
and co-workers. Take detailed notes
of the responses to your questions.

.
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4I'IIS|:I||J|JI com W o ¢
For: Current Data

Visit: PHSchool.com o —
Web Code: mng-3091
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Objectives

After studying this section you will be able to:

1. Describe how trends in the labor force are
tracked.

2. Analyze past and present occupational
trends.

3. Summarize how the U.S. labor force is
changing.

4. ldentify and explain trends in the wages
and benefits paid to U.S. workers.

Labor Market Trends

Section Focus Key Terms

The Bureau of Labor Statistics labor force

(BLS) tracks trends in the labor learning effect

market. These trends include screening effect

the movement toward a service contingent employment

economy, the hiring of more
college graduates, women, and
temporary employees, an
overall decline in real wages,
and rising costs for employee
benefits.

hat are the hottest jobs for the new

millennium? If you guessed compurter-
related occupations, you are right. The
number of computer engineers and
computer support specialists is expected to
nearly double berween 2000 and 2010
despite an economic slowdown. (See
“Fastest-Growing Occupations” in the
Economic Atlas and Databank on page 537
for more information on the ten fastest-
growing occupations.)

The labor force is transforming before
our eyes. Soaring growth in compurer-
related jobs is just one of the ways in which
the job market is changing.

Tracking the Labor Force

How do we know the direction of changes
in the job market? Fach month, the Bureau
of Labor Statistics (BLS) of the United
States Department of Labor surveys house-
holds to assemble information on the labor
force. Economists define the labor force as
all nonmilitary people who are employed
or unemployed.

Employment

Fconomists consider people to be employed
if they are 16 years or older and meet at
least one of the following requirements:

labor force alf
nonmilitary people who
are employed or
unemployed

¢ they worked at least one hour for pay
within the past week;

¢ they worked 15 or more hours without
pay in a family business, such as a farm;

¢ they held jobs but did not work due to
illnesses, vacations, labor disputes, or
bad weather.

Unemployment
People who do not meet these criteria are
counted as unemployed if they are either
temporarily without work or are not
working but have looked for jobs within
the last 4 weeks. So to be counted as
unemployed, a person either must have
work lined up for the future, or must be
actively searching for a new job.
The labor force is made up of
people with jobs and those
who are looking for jobs or
are waiting to report to
work. Some examples of
people outside the
labor force are full-
time students, parents
who stay at home to

V¥ The labor force
includes many small
business owners.

raise  children, and
retirees. These people are
not considered unem-

ployed, and thus are not
counted in employment statistics.

n
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FAST FACT

Technological innovations have
resulted in new ways to compile and
understand economic information.
For example, working on the 1880
Census, Herman Hollerith was
dismayed by the slowness of the
pracess. So Hollerith designed a
mechanical tabulator using punched
cards to record information. This
developed into a system of
punchcard devices with a variety of
applications. His Tabulating Machine
Co. later became part of International
Business Machines (IBM).

“Discouraged  workers,”
people who once sought
work but have given up
looking for a job, are not
counted in employment
statistics either.
The Bureau of Labor
Statistics

The Bureau of Labor Statistics
(BLS) provides answers to
two important economic
questions: How many people
are in the labor force? How
many are employed and
unemployed at any given

time? You can find BLS data in the Census
Bureau’s Statistical Abstract of the United
States, available in print or on the Internet.

The BLS provides information about
historical trends. For example, the
percentage of the U.S. population in the
labor force has increased from 59.2 percent
in 1950 to 66.6 percent in 2003, In June
2003, the national unemployment rate of
6.4 percent was higher than average by

SUILDIN o

This flowchart shows how the Bureau of Labor Statistics

defines who is in the U.S. labor force and who in the labor
force is employed and unemployed.

<]
CONCEY "
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Economic Systems How does being unemployed differ
from not being part of the labor force?

recent standards. The number of employed
civilians in the U.S. in 2003 was about
137,738,000.

The BLS also reports the unemployment
rate each month. Economists studying the
health of the macroeconomy monitor these
monthly unemployment figures, which
indicate the health of the labor market.

Occupational Trends

Shifts in the job market reflect major shifts
in what our economy produces. To under-
stand these changes, let’s look at them in a
historical context.

A Changing Economy

At its founding, the United States was a
nation of farmers. Most people had few job
opportunities beyond the corn, wheart,
cotton, and tobacco fields. In the 1800s in
the North, however, this agricultural tradi-
tion gradually yielded to the Industrial
Revolution. The coming of the machine age
energized the economy and created new
jobs in textile mills, shoe factories, and
other new manufacturing enterprises.

By the early decades of the 1900s, heavy
manufacturing had become the power-
house of the U.S. economy. New corporate
empires were born, employing thousands
of workers: John D. Rockefeller’s Standard
Oil in 1863; Andrew Carnegie’s steelworks
in the 1870s; Henry Ford’s automobile
company in 1903.

The mid-twentieth-century boom in elec-
tronics—led by radio and television—
produced a new surge of factory jobs.
Employment growth centered in the
Northeast and Midwest, in companies such
as General Electric, Westinghouse, Carrier,
and Goodyear.

In the 1970s, the revolution in personal
computers opened another new horizon for
employment. As computer use continues to
rise, computer-related occupations are
booming. Many of the new jobs involve the
storage, use, and transfer of information.
In this “Information Age,” even some
traditional jobs, from trucking to farming



to car sales, now require some computer
skills. By the late 1900s, over half of
American workers reported some use of
computers on the job.

Fewer Goods, More Services

The increase in information management
jobs is part of an overall shift in the United
States from a manufacturing economy to a
service economy. QOur production of
services is increasing faster than our
production of goods. Jobs in the service
sector include financial services (banking,
insurance, investment), online services
(Web design, online advertising), health
care, and desktop publishing.

Effects of International Competition

As service jobs increase, the United States is
losing manufacturing jobs. Many workers
have been laid off due to plant closings or
moves, too little work, or the elimination of
their positions.

In the past, limits on the mobility of
capital and labor meant that most goods
sold in the United States were made by
American workers in American factories.
Today, capital and labor are highly mobile.
Investment in capital and labor—if not
individual workers—crosses international
borders easily. American firms can build
factories and hire workers in countries
where costs are lower. American stores can
buy a wide range of goods made in foreign
countries to sell in the United States.

As less-skilled manufacruring jobs move
overseas, there is less and less demand for
the services of unskilled American workers.
These employees may receive lower pay or
may lose their jobs entirely. This decrease in
demand for less-skilled workers pushes these
workers to go back to school or to enter job-
training programs to gain new skills.

Notice that these shifts in demand for
workers are another example of supply
and demand in operation. Demand for
skilled labor is rising, so wages for skilled
workers go up, and the supply of skilled
workers increases to meet the demand.
Meanwhile, as demand for low-skilled

Figure 9.2 Changes in Employment,

by Industry
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oU\LDIN . This chart shows the shift from a
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economy to a service economy in
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the U.S. economy during the period
shown.

labor drops off, there is a surplus of less-
skilled workers who find that they must
become more skilled in order to compete
in the job market.

The Changing Labor Force

In the 1950s, a typical American worker
was a white man who had graduated from
high school and had found a secure 40-
hour-a-week job where he would hope to
stay until retiring at age 65. Not anymore.
Today, someone entering the work force
can expect to have four or five different
jobs during his or her working life and
retire at around age 62, or even earlier. The
face of the U.S. labor force has changed.

College Graduates

To get jobs, people must have human
capital—the education, training, and expe-
rience that make them useful in the work-
place. More and more, a high-school
diploma alone won’t prepare a person for
financial success. Getting a good education,
however, is costly. It requires money, time,
and effort. (See “Paying for Education™ in

Chapter 9 m Section 1
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learning effect the
theory that education
increases productivity
and results in higher
wages

screening effect the
theory that the
completion of college
indicates to employers
that a job applicant is
intelligent and hard-
warking

Figure 9.3 Education and Income, 2003

the Personal Finance Handbook on page
516.) Relatively few people become highly
educared; thus, there is a smaller supply of
such workers. Higher earnings compensate
these workers for their high training costs.
The theory that education increases
productivity and results in higher wages is
called the learning effect. The statistics in
Figure 9.3 support this theory. They show
that college-educated workers typically
earn more than high-school dropouts.
People with professional degrees, such as
doctors and lawyers, tend to earn more
than people with bachelor’s degrees.
Another theory about the relationship of
education to wages is called the screening
effect. This theory suggests that the
completion of college indicates to

employers that a job applicant is intelligent
and hard-working. The skills and determi-
nation necessary to complete college may
also be useful qualities for employees.
According to the screening theory, a college
degree does not increase productivity, but

simply identifies people who may be good
employees because of their innate skills.

Women at Work

The changing face of the labor force can be
seen right at your local bank. A few
decades ago, men greeted customers at the
tellers’ windows and served as loan
officers. Today, most bank tellers and many
loan officers are women.

Figure 9.4 shows that in 1960, almost 38
percent of women belonged to the labor
force. By 2000, that rate had jumped to
over 60 percent.

The increase may be due to several
factors. One is that women were encour-
aged to get a higher education and add to
their human capital. By increasing their
human capiral, they increased their produc-
tivity and thus increased their earnings. In
addition, as more and more jobs become
available in the service sector of the
economy, fewer jobs call for physical
strength. Instead, jobs require brainpower

PHEchool.com
Web Code: mng-3092
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‘\HLN#Q As you make your career plans, one factor to consider is the statistic shown here:
- Education has a big effect on earnings.
) Incentives (a) As aman moves up one educational level at a time, when is he likely to see
— __, the greatest potential increase in earnings? (b) When is a woman likely to see the greatest
CoNe potential increase in earnings? (c) What can you conclude about the opportunity costs for
men and women of moving up to that higher-paying level?
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and personal skills, placing men and
women on equal footing.

The presence of women in the labor
market is expected to continue rising. The
BLS projects that the rate of participation
of women in the labor force will inch even
higher, to more than 61 percent by 2006.

Temporary Workers

In another important trend both in the
United States and abroad, more and more
businesses are replacing permanent, full-
time workers with part-time and tempo-
rary workers. Some temporary workers
come from “temp” agencies. Others are
hired directly by firms as contract workers,
people hired for a specified time period or
to complete a certain task. These tempo-
rary and part-time jobs are known as
contingent employment.

Contingent employment is becoming
more common even in  white-collar,
professional occupations that have tradi-
tionally offered some of the most secure
jobs in the economy. For example, some
software engineers and attorneys are now
hired as contract workers, paid a certain
amount of money to complete a certain
project, and then released. Such highly
skilled workers, when hired directly by
employers, are well paid. Some earn as
much as permanent workers. On the other
hand, workers who get their jobs through
temp agencies tend to earn less compared
to both permanent employees and directly
hired temporary workers.

Why are some companies relying more
on temporary employees? Several reasons
have been suggested.

1. Flexible work arrangements allow a firm
to easily adjust its work force to
changing demands for its output. During
off-peak seasons or times of reduced
demand for their products, companies
can easily lay off temporary workers or
reduce workers” hours instead of keeping
idle employees on the payroll. When
business picks up, companies can rehire
whatever workers they need.

2. Discharging temporary workers is much

Figure 9.4 Women in the U.S.

Labor Force, 1960-2010
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@UlL0ln,  Participation by women in the
labor force has climbed steadily
in recent decades.
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easier than discharging regular, perma-
nent employees, since temporary
workers do not receive severance pay
(money that companies give to
employees who are laid off), and tempo-
rary workers have fewer legal rights in
the workplace.

3. Temporary workers in many industries
are paid less and given fewer benefits (if
any) than their permanent, full-time
counterparts. This advantage has
become more important as the cost of
medical insurance has

contingent employment
a temporary or
part-time job

risen.
4. Some workers actually

THE WALL STREET JOURNAL.
QL CL.)SSRO00M EDITION R

prefer  these  flexible
arrangements to  tradi-
tional, permanent jobs;
thus, the market reflects
their preferences.

In the News Read more about the
changing labar force in “Temps Can
Become Permanent Workers,” an
article in The Wall Street Joumnal
Classroom Edition.

Some people enter and exit the
labor force regularly, or prefer
the freedom to move from one
job to another. However, BLS
studies show that a majority
of temporary workers would
prefer permanent jobs.

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events
Visit: PHSchool.com @
Web Code: mnc-2051
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A Employers may
offer a wide range
of benefits,
including medical
insurance, life
insurance, and
retirement savings
plans.

Trends in Wages
and Benefits

Labor economists study
not only who is in and out
of the work force, but how
they are doing in terms of

carnings and benefits.
Today, the picture is
mixed.

Earnings Up for Some,
Down for Others
While American workers
are well paid compared to
their counterparts in some
other countries, the trend
over the last 20 years has
been rtoward slightly
carnings. The
Bureau of Labor Statistics
reports that average weekly earnings in the
United States increased from $275 in 1980
to $278 in 2003, as measured in inflation-
adjusted dollars, or $523 in current dollars.
The slightly higher average earnings
don’t tell the whole story, however. In the
past, most employees were paid in wages.
Today, added benetfits such as health insur-
ance, retirement funds, employee stock
options, and year-end bonuses mean that

lower

average weekly earnings are much higher
than BLS statistics suggest. Many
employees today also enjoy the intangible
benefits of telecommunicating from their
homes and “flex-time,” or flexible working
hours. Overall, the earnings of college
graduates actually increased, while the
carnings of workers without college
degrees decreased.

Why have average wages not increased
more in the last couple of decades? One
reason, as you have read, is that greater
competition from foreign companies has
decreased the demand for low-skilled
workers. For example, the last 30 years
have brought foreign competition in such
industries as steel, textiles, and auto
production. Deregulation of many
domestic industries, such as trucking, air
travel, and rtelecommunications, may
have forced firms to cut employees’ wages
as competition has intensified.

Cost of Benefits

For many workers, benefits such as
pensions and health msurance are a signifi-
cant share of total compensation. This
share rose fairly steadily during the 1900s
and early 2000s. Benefits now make up
about 28 percent of total compensation in
the United States economy today. This adds

I'vE DECLDED 10
USE HUMOR IN THE
WORKPLACE .

EASES TENSION

TRIMMED.

T ———y

EXPERTS 5AT HUMOR

WHICH I3 TMPORTANT
IN TIMES WHEN THE
WORKFORCE 15 BEING

KNOCK-IKNOCK

NOT You
ANYMORE.

A The downsizing trend in the 1990s and 2000s was caused in part by employers

wanting to hire temporary workers instead of permanent full-time employees.
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up to a large cost for employers—especially
since benefits are becoming more expensive.

Company payments into the Social
Security system may also be regarded as
benefits, since they will be used to pay
benefits to retired and disabled workers.
Most  employees know that Social
Security taxes are deducted from their
paychecks each month, but may not
realize that their employers are also
paying a matching amount. Thus,
workers and employers share this cost. In
addition, Social Security tax rates have
risen substantially since the program was

Key Terms and Main Ideas

i#f = | For: Self-quiz with vocabulary practice

. What groups of people does the government consider to
be (a) in the labor force; (b) employed; (¢) unemployed?
. What were the major steps in the United States’ progres-

created during the 1930s, causing further
increases in employers’ benefits costs.

Employers are finding that these rising
benefits costs increase the cost of doing
business and thus cut into their profits. The
use of contingent employment is one way
some firms are cutting their benefits
expenses. Other responses include moving
production facilities overseas, where wages
are lower and benefits often are nonexistent.

If benefits costs continue to rise, compa-
nies will be pressured to respond even
further. These responses are likely to be
unpopular with workers.

Progress Monitoring Online

Web Code: mna-3095

6. Decision Making You are the manager of a medium-
sized publishing company with 90 permanent employees,
all of whom receive competitive wages, health insur-
ance, and retirement benefits. The health insurance
provider announces a 20 percent increase. Describe at

sion from an agricultural economy to a service economy? least two possible ways you could respond. [N |
3. How does the screening effect differ from the learning

effect? | HINT i

Applying Economic Concepts

(Go@nline

4. Critical Thinking Are you part of the labor force? If so, For: C. £ Activi
would the government consider you employed Tﬁe ol Liltent tvants Activity
HINT

past week, or unemployed? If not, explain why.
5. Problem Solving Would you hire permanent workers or

Visit: PHSchool.com
Web Code: mnd-3091

contingent workers if you owned (a} a pool and garden
shop in Minnesota; (b) an architectural firm (c) a laun-
dromat (d) a tax preparation service? Explain your

reasoning.
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Skills for

LIFE

Analyzing Statistics

tatistics provide us with useful information about economic and histori-

cal trends. The patterns suggested by statistics, however, must be
carefully analyzed, and sources of statistics must he carefully evaluated for
reliability. Statistics also need to be verified by other forms of evidence.

During a recent economic boom, unemployment rates dropped as mil-
lions of Americans found jobs. Follow the steps below to read and inter-

pret the statistical data found in the table.

1. Determine the source of the statistics
and decide whether the source is
reliable. (a) What is the source of the
statistics below? (b) In your opinion,
is the source reliable?

2. Study the statistics to determine what
information they provide. Read the
row and column titles carefully, and
answer the following questions.

{a) What do the data describe?
(b) What groups of people are
described by the dara?

3. Analyze the data to determine social
trends or patterns. You may be able to
use statistical data to draw conclu-
sions about trends or patterns.
Answer the following questions:

(a) How did the unemployment rate
for all workers change between 2000
and 20057 (b) Was the change even

Unemployment Rates for U.S. Workers

across all groups in the work force?
(¢) Which group suffered from the
highest unemployment in 20057

{d) Why do you think this group had
the most difficulty finding work?

(e} Women who maintain families
have a higher rate of unemployment
than married women who live with
their husbands. Why might this be?
(Note: Remember that the unemploy-
ment rate only includes people look-
ing for work, not all Americans.)

Additional Practice

Use the Internet to find the most
recent government statistics on
unemployment, and compare them
to the data shown here. What
changes do you find? What do
these changes indicate about the
economy?

Spring 2000
All workers | 40%
Men, age 20 and up | 3.3%
Woman, age 20 and up | 3.6%
Both sexes, 16 to 19 years | 12.8%
Married women, spouse present 2.7%
Woman who maintain families | 6.2%

Source: Bureau of Labor Statistics

Spring 2005

5.2%
4.4%
4.6%
17.7%
3.3%
1.7%



Labor and Wages

Section Focus

Objectives

After studying this section you will be able to:

1. Analyze the relationship between supply
and demand in the labor market.

2. Understand the connection between
wages and skill levels.

3. Explain how laws against wage
discrimination affect wage levels.

derived demand
productivity
equilibrium wage
unskilled labor
semi-skilled labor
skilled labor
professional labor

In a competitive labor market, laws of
supply and demand are the main
factors responsible for determining
wages. Wages are also affected by
skill levels and legislation prohibiting
wage discrimination. Other factors,
such as minimum wage laws,

workplace safety laws, and labor glass ceiling
4. Describe other factors affecting wages, unions also affect wages. labor union
such as minimum wage and workplace featherbedding

safety laws.

f you are considering what career to

pursue, you've probably thought about
how much money you can earn in various
professions. Most surgeons, for example,
earn a lot of money. Social workers gener-
ally do not. Why? What determines the size
of our paychecks?

It’s a matter of supply and demand. Like
eggs or airplanes or pet iguanas, labor is a
commodity that is bought and sold. Wages
are high in professions where supply is low
and demand is high. Doctors, for example,
are in relatively short supply but in high
demand. Relatively large numbers of
people become social workers compared
to the number of social work jobs avail-
able. Hardly anyone needs a widget maker,
so widget makers earn very little if
anything at all. Thus workers’ earnings—
the price of labor—depend on conditions
in the labor market.

Supply and Demand for Labor

Employment or unemployment in a labor
market depends on how closely the
demand for workers—the number of avail-
able jobs—meets the supply of workers
seeking jobs. Let’s examine how supply and
demand operate in labor markets.

Labor Demand

The demand for labor comes from private
firms and government agencies that hire
workers to produce goods and services. In
most labor markets dozens, or sometimes
hundreds, of firms compete with one
another to hire workers.

Demand for labor is a derived demand
because it is derived, or set, by the demand
for what a worker produces. For example,
the demand for cooks in a market depends
on the demand for restaurant meals.

In a competitive labor marker, workers
are usually paid according to the value of
what they produce. For example, competi-
tion among restaurants results in a wage
for cooks that reflects the cook’s produc-
tivity. Productivity is the value of output,
which in this example is the cost of a meal.
Suppose that most of the restaurants in your
city pay $12 an hour for cooks

derived demand
demand that is
determined by demand
for anather good or
service

productivity value of
output

who generate $20 an hour in

revenue for the restaurants. The

possibility of profit will attract
other restaurant entrepre-
neurs. Competition will push
up the wage for cooks to
nearly $20. As a result, cooks
will be paid close to the value
of their productivity. The flow-

FAST FACT |

The top three employers in the United
States are Wal-Mart, General Motars,
and McDonald's, respectively. Wal-
Mart employs about four times as
many workers (1.2 million) as General
Mators (324,000), its closest
competitor in the labor market.
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Figure 9.6 Effects of Competition

e

o ¥

Cooks are paid less than their
praductivity (the value of output),

A new restaurant opens in town, offering
higher wages for cooks.

Other restaurants raise wages for cooks to
compete for scarce labor.

Caoks are paid closer to their productivity
(the value of output).

equilibrium wage the
wage rate that
produces neither an
excess supply of
warkers nor an excess
demand for workers in
the labor market

This flowchart shows how competition causes workers
to be paid a wage close to their productivity.

Markets and Prices Explain how the outcome of this
scenario affects (a) the cooks, (b} the restaurants.

chart in Figure 9.6 (above) shows the ripple
effect that occurs when the new restaurant
hires cooks at a higher wage.

Now look at the demand curve for
labor, shown in the right-hand graph of
Figure 9.7 on page 221. Notice thart it is
negatively sloped, reflecting the law of
demand. The higher the price of labor, the
smaller the quantity of labor demanded by
firms and government.

Labor Supply

The supply of labor comes from people
who provide labor in exchange for wages.
As the left-hand graph in Figure 9.7 shows,
the supply curve is positively sloped,
reflecting the law of supply. In other words,
the higher the wage, the larger the quantity
of labor supplied.

220 Lahor and Wages

This is sensible because the higher the
wage for a job, the greater the number of
people attracted to the job. A higher wage
for cooks encourages people who would
choose other occupations to acquire the
training—that is, the human capital—
required to become a cook. For example, if
the wage for chefs were high enough, some
servers and other staff would be willing to
invest the time and money required to
complete cooking school.

Equilibrium Wage

We know that at the market equilibrium,
the quantity of a good supplied will equal
the quantity demanded. Because the equi-
librium price makes the gquantity that
suppliers want to sell equal to the quantity
that demanders want to buy, there is no
tendency for the price or quantity to
change. Economic factors—the supply of
labor and the demand for it—combine to
determine an equilibrium price. These
factors may be different in different parts
of the country, or at different times.

The equilibrium wage is the wage rate
that produces neither an excess supply of
workers nor an excess demand for workers
in the labor market. On a graph, the equi-
librium wage is shown by the intersection
of the supply and demand curves. (See
Figure 9.8.) At equilibrium, there is no
pressure to raise or lower the price.

How do these theories affect how much
you should expect to earn working in a pet
store or a grocery store next summer? It
depends on the supply and demand condi-
tions in your area. If your local pet stores
and grocery stores won’t hire many addi-
tional workers during the summer and a lot
of teenagers will be looking for work, the
wage will be relatively low. On the other
hand, if stores want to hire a lot of
teenagers and not many teens want to
work, the wage will be higher.

Wages and Skill Levels

Why do lawyers earn more money than
carpenters, and carpenters more than
cashiers? Wages vary according to workers’



Figure 9.7 Labor Supply and Demand
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skill levels and education, as well as
according to supply and demand. Jobs are
often categorized into four skill levels:

The graph on the right shows how the guantity of labor demanded varies depending on
the price of labor. The graph on the left shows how the labor supply varies depending
on the wage rate. Supply and Demand {a) According to the demand curve, if each
cook works a 40-hour week, how many cooks will be hired at $12 an hour and at $20
an hour? (b) Why is the supply curve positively sloped?

actors, professional athletes, and

computer programmers.

We can graph the difference in pay scales

25

Unskilled labor requires no specialized
skills, education, or training. Workers in
these jobs usually earn an hourly wage.
They include dishwashers, messengers,
janitors, and many factory and farm
workers.

skills and education. Professionals are
usually white-collar workers who
receive a salary. Professionals include
managers, teachers, bankers, doctors,

for workers with various skills. The left-
hand graph in Figure 9.9 shows the labor

Figure 9.8 Equilibrium Wage

f %
“roncet

. Semi-skilled labor requires minimal 20
specialized skills and education, such as Demand
operation of certain types of equipment. 16 CLEY
Semi-skilled workers usually earn an
hourly wage. They include lifeguards, SR~~~ ~—— -~~~ ‘Equilibriym
word processors, short-order cooks, and £ N Eq'ﬂ;%"ie“m :
some construction workers. £ 8 .
. Skilled labor requires specialized abilities E :
and training to do tasks such as oper- 4 — :
ating complicated equipment. Skilled Supply I
workers need little supervision, yet 0 cuwle | ; |
usually earn an hourly wage rather than 0 80 160 240 320 400
a salary. They include auto mechanics, Worker-hours per week
bank tellers, plumbers, firefighters,
chefs, and carpenters. )
. Professional Il;hor demands advanced SRllR,: Tl Uraph thows s o it

which the quantity demanded
equals the quantity supplied.
Supply and Demand Explain
why a stable wage means
stable restaurant prices.

Chapter 9 m Section 2

unskilled labor labor
that requires no
specialized skills,
education, or training

semi-skilled labor
labor that requires
minimal specialized
skills and education

skilled labor [abor that
requires specialized
skills and training

professional labor
labor that requires
advanced skills and
education

2



Figure 9.9 Comparison: Wages for Doctors, Construction Workers H
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Anyone who pays doctors’ bills already knows what the graph on the left shows:

Wages for doctors are high. By comparison, construction workers’ wages are lower,
as shown in the graph on the right. Supply and Demand Give reasons to explain why
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market for medical doctors. Note that the
supply of doctors is relatively low and the
demand is relatively high. This produces a
high equilibrium wage.

By comparison, the right-hand graph in
Figure 9.9 shows that the supply of
construction workers is high relative to the
demand for them. Hence, the equilibrium
wage for construction workers is lower
than that for doctors,

Doctors and other highly educated
workers, as well as those with much
training and experience, enjoy demand for
their services that is high relative to the
supply, leading to higher earnings. The
demand for workers with less education

and training tends to be

THE WALL STREET JOURNAL.
B . ssroov EDiTioN R

lower relative to the supply,
so their earnings are lower.

In the News Read more about labor and

Another  reason  that
earnings vary is differences in

wages in “Worse for the Wear,™ an
article in The Wall Street Journal
Classroom Edition.

Go @nline

The Wall Street Journal

Classroom Edition

For: Current Events
Visit: PHSchool.com
Web Code: mnc-3092
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working conditions. Many
factors affect the number of
workers who are willing to
do a certain job: the level of
danger, the physical or
emotional stress involved,
the location, and weather
conditions in the area.

studies  have
shown that jobs with high

Economic

the supply of doctors is low and the supply of construction workers is high.

accident and fatality rates pay relatively high
wages. Workers who do dangerous jobs
require compensation for the risks they take.
Thus, there is a higher equilibrium wage rate
for dangerous jobs, as shown in Figure 9.10.

Wage Discrimination

By seeing labor as something that is
bought and sold, we have seen that wages
for a particular job should end up at the
equilibrium price of labor for that job,
depending on the supply and demand for
workers in that field. In some situations,
however, national or state legislators have
decided that there are policy reasons for
interfering with the “invisible hand” that
sets the wage level. One example is legisla-
tion prohibiting wage discrimination.
Wage discrimination occurs when
people with the same job, same skills and
education, same job performance, and
same seniority receive unequal pay. Some
companies, for example, have paid lower
wages to women and minority employees.
Some employers defended wage discrim-
ination against women by claiming that
men needed the money to support families,
while women were simply working to earn
some extra cash. Job discrimination was
also based on the assumption that women



would leave their jobs at some point to
have children. Discrimination against
African Americans and other minority
workers reflected racial and ethnic preju-
dice in society.

Laws Against Wage Discrimination

In the 1960s, the United States Congress
passed several anti-discrimination laws that
prevent companies from paying lower wages
to some employees based on factors like
gender or race that are not related to skill or
productivity. The Equal Pay Act of 1963
required that male and female employees in
the same workplace performing the same
job receive the same pay. Title VII of the
Civil Rights Act of 1964 prohibited job
discrimination on the basis of race, sex,
color, religion, or nationality. (Religious
institutions and small businesses are exempt
from the law.) The Civil Rights Act also
created the Equal Employment Opportunity
Commission (EEOC) to enforce the law’s
provisions. The EEOC handles complaints
of job discrimination. If necessary, it takes
companies to court to force them to comply
with the law.

Pay Levels for Women

Despite these protections, the earnings
gap that many people see between the
wages of men and women is only gradu-

ally being closed. Historically, this gap
has been the result of social conditions for
women.

1. “Women’s work.” Women have histori-
cally been denied entrance to certain
high-paying occupations, such as
doctors, lawyers, and corporate
managers. Instead, they have been
encouraged to pursue careers in lower-
paying fields such as teaching, nursing,
and clerical work. With so many women
seeking work in these occupations, the
labor supply has been generally high. A
large supply of labor tends to produce a
relatively low equilibrium wage.

2. Human capital. Overall, women have
had less education, training, and experi-
ence in certain occupations than men.
This lack of human capital makes
women'’s labor, in economic terms, less
productive. As a result, fewer women
are eligible for the higher-paying, tradi-
tionally male-dominated jobs in fields
such as engineering,.

3. Women's career paths. Even today, some
employers assume that female employees
are not interested in career advance-
ment. This perception can be a road-
block for women in the workplace. The
difficulty many women face in trying to
balance child rearing and a career adds
to this perception.

Figure 9.10 Comparison: Wages for High-Risk, Low-Risk Johs

Warkers in high-risk jobs

Waorkers in equivalent low-risk jobs

These graphs show how wages compare for similar jobs with different degrees of risk.
Supply and Demand Write one sentence that compares the demand curves on the
two graphs and one sentence that compares the two supply curves.
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glass ceiling an
unofficial, invisible
barrier that prevents
women and minorities
from advancing in
businesses dominated
by white men

Despite much progress made
toward eliminating wage
discrimination, significant wage
differences exist between men and
women and among workers of
various ethnic groups. Markets
and Prices According to the
graph, which group has the lowest
earnings?

Hispanic women

African American
women

White women
Hispanic men

African American

White men

Figure 9.11 Median Income for, Full-time Workers,

by Gender and Ethnicity, 2003

$23,062

Source: U.S. Census Bureau

Much progress has been made in creating
job opportunities for women. Yet some
qualified women still find that they cannot
advance beyond a certain level in the
companies they work for. In some compa-
nies, men dominate the high managerial
positions, and women find it difficult to
receive top-level promotions. This unoffi-
cial, invisible barrier that sometimes
prevents some women and minorities from
advancing to the top ranks of business is
called a glass ceiling.

Pay Levels for Minorities

Minorities tend to earn lower pay than
whites do. Income differences between
minority workers and white workers are
caused partly by productivity differences.
On average, whites historically have had
access to more education and work experi-
ence, giving them more human capital and
hence higher wages. In part, non-discrimi-
nation laws are designed to help minority
workers get more access to job opportuni-
ties where they can improve their skills and
build their experience. The goal is that over
tme these workers will be able to compete
equally in the labor market and contribute
more to the productive capacity of America.

Other Factors Affecting Wages

In addition to laws forbidding discrimina-
tion, several other factors can affect wages.
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These include minimum wage laws, work-
place safety laws, employer decisions, and
labor unions.

Minimum Wage Laws

In 1938, Congress passed the Fair Labor
Standards Act. This law created a minimum
wage—the lowest amount employers could
lawfully pay for most types of work—and
required employers to pay overtime for
work beyond 40 hours a week. Many states
also have their own minimum wage laws.
Because of these laws, employers may be
forced to pay more than the equilibrium
wage for unskilled labor.

Supporters of the minimum wage argue
that it helps the poorest American workers
earn enough to support themselves.
Opponents point out that artificially
increasing the price of labor will cause a
decrease in quantity demanded. In other
words, individual employees will earn more,
but companies will hire fewer of them. (See
pages 238-239 for more information on the
debate over the minimum wage.)

Safety Laws

We have seen that there is a higher equilib-
rium wage rate for dangerous jobs. Laws
requiring certain minimum levels of work-
place safety may also have an effect on
wages. If a law or policy increases safety at
work, it may also decrease wages because
workers are willing to work for lower



wages when jobs are safer. It thus would
lower the employer’s costs. Of course, the
employer will usually have to spend money
to comply with safety regulations, which
may more than offset the employer’s
savings from any wage reduction.

Employers Respond to Wage Levels
Employers may also take actions to try to
affect wage levels. For example, a company
might try to cut labor costs by substituting
machines for people. In other words,
employers can replace human capital with
physical capital.

Take furniture, for example. In countries
where labor is relatively cheap, furniture
may be hand-made by workers. In the
United States, where labor is relatively
expensive, manufacturers have substituted
sophisticated machinery for more expen-
sive human labor. Other examples of
substituting physical for human capital
include automated teller machines (ATMs)
and mechanized assembly lines (such as in
automobile manufacturing plants). These
technological advances have greatly
reduced the number of employees that
banks and manufacturing companies hire.

Even if firms cannot use technology to
replace labor, they may be able to reduce
their labor costs in other ways. Companies
may build production plants in other parts
of the world where labor is more plentiful,
and therefore cheaper. Check the labels on
your jeans and shirts to see where they
come from!

Similarly, employees who are unhappy
with their wages have several choices. In a
competitive labor market, they might get
higher-paying jobs elsewhere. Other people
may change careers entirely, either by
choice or out of necessity. Although labor
unions are becoming less of a force in the
American economy, workers might decide
to join a union and press for higher pay.

Unions

An organization of workers that tries to
improve working conditions, wages, and
benefits for its members is called a labor
union. Although labor unions today have

fewer members than in the past, they are
another force that may affect the level of
wages for certain jobs. One of the key goals
of unions is to get wage increases for their
members. As you will see in Section 3,
unions allow workers to negotiate wage
levels as a group rather than having to deal
individually with employers.

Nationally, union members do tend to
earn higher wages than nonunion workers
in similar jobs. In 2003, the average weekly
union wage was $792, compared with
$600 a week for nonunion wage earners.

Some evidence suggests that unions
depress the wages of nonunion workers.
Consider this reasoning:

1. Unions press employers to raise their
members” wages.

2. When wages go up, the quantity of labor

demanded goes down. Thus, the

number of union jobs decreases.

As union jobs are cut, more workers are

forced to seek nonunion jobs.

4. An increase in the supply of available
nonunion workers causes the wage rate
for nonunion jobs to fall.

b

In addition, some unions have engaged in
featherbedding, negotiating labor contracts
that keep unnecessary workers on the
company payroll. A notable example of
featherbedding occurred in the railroad
industry.

In the early days of railroads, a
“cabooseman” had to ride at the back of
the train to operate a rear brake that
stopped the train. Yet even after design

labor union an
organization of workers
that tries to improve
working conditions,
wages, and benefits far
its members

featherbedding the
practice of negotiating
labor contracts that
keep unnecessary
workers on a
company’s payroll

"‘ Global Connections

Wages Worldwide An average production worker in the United
States makes $31,300 a year, according to the U.S. Census Bureau. If you
were a worker in a country other than the United States, what would you
earn? An average production worker in Germany makes the equivalent of
$35,863 a year, while the average warker in Hungary makes $9,916 a year.
Wages in Western Europe range from $40,985 in Belgium to $28,198 in
France. A worker in Japan makes $27,664, in Turkey $15,825, and in
Mexico, just $8,662. These figures are adjusted according to the relative

purchasing power in the various countries.
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A In 2003, union workers earned higher wages than nonunion workers.

changes allowed the engineer at the front of
the train to operate rear brakes, unions
managed to keep caboosemen on the
payroll, receiving full wages and benefits
for doing nothing,.

Unions have been criticized not only for
featherbedding, but also because the

above-market union wages they negotiate
can curtail capital formation. In addition,
higher prices for union-made goods can cut
sales and consumer purchasing power. The
next section will trace the history of unions
in the United States and further describe
their advantages and disadvantages.
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the reasons for the difference in wages in terms of
supply and demand. Are there any additional factors that
could also help explain the difference?

6. Using the Databank Turn to the chart of “Fastest-
Growing Occupations” on page 537. (a) What types of
jobs are being created at the fastest pace? (b) Are the
fastest-growing occupations in traditionally unionized
industries?

Key Terms and Main Ideas
1. How do the of supply and demand affect the labor
market?

2. What generally happens to the equilibrium wage when
{a) demand for workers is low and supply is high; (b)
demand for workers is high and supply is low?

3. How does skilled labor differ from professional labor?
Give an example of each.

4. How do minimum wage and safety laws affect wages? @
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Applying Economic Concepts
5. Critical Thinking Choose two occupations, one that
pays high wages and one that pays low wages. Explain
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Karl Marx (sis-1ss)

Marx the Revolutionary
Karl Marx studied philosophy in his native
Germany and earned a doctorate at the age
of 23. However, because his radical
writings criticized the government, he could
find no work as a teacher and was soon
forced to flee to Paris. There, in 1848, he
and Friedrich Engels published the
pamphlet for which Marx is best known:
the Communist Manifesto.

In the Communist Manifesto, Marx
argued that history is a struggle between
the owners of capital, or “capitalists,” and
the workers, or “proletariat.” He believed
that as wealth became concentrated in the
hands of the capitalists, the proletariat
would become more and more dissatisfied.
The result, he predicted, would be
revolution and a classless society.

Marx returned to Germany after the
publication of his pamphlet, but was soon
expelled. In 1849, he settled permanently
in London.

Das Kapital

Although Marx is known more for his
social and political theories than for his
economic ideas, much of his work

While Adam Smith described the ovderliness and benefits of a free
market economy, Karl Marx focused on its disorders. Marx looked at
the factories and slums of nineteenth-century Europe and created a
controversial new way to look at economics. Marx’s radical ideas

. eventually led to his exile from his homeland and the eruption of
' violent revolutions in Russia and China.

Economist

concerned economics. In 1867, Marx
completed the first volume of Das Kapital,
a three-volume study of the economics of
capitalism. Drawing heavily on the writings
of Adam Smith and David Ricardo, Marx
explored the relationship between labor,
profit, and the distribution of wealth. By
the time the final volume appeared in 1894,
Das Kapital had established Marx as one of
the most prominent economists of the
nineteenth century.

The Theory of Surplus Value

In Das Kapital, Marx claimed that human
labor is the source of all added value. Marx
used the textile industry as an example, The
capitalist buys cotton thread and pays
workers in his factory to weave it into
fabric. The capitalist then sells the fabric for
more than the combined value of the thread
and the workers’ wages. The workers’
labor has therefore added value to the
capitalist’s goods. However, the capitalist
does not return this “surplus value™ to the
workers, but keeps it as profit, thereby
“exploiting” the workers. This conclusion
was the basis for Marx’s radical social and
political views.

CHECK FOR UNDERSTANDING

1. Source Reading Explain the fol-
lowing passage from Das Kapitalin
your own words: “Capital buys the
labour power and pays the wages for
it. By means of his wark the labourer
creates new value which does not

belong to him, but to the capitalist.”

2. Critical Thinking  If, as Marx advo-
cated, "surplus value” were returned
to the workers, how might this retard
econamic growth and development?

3. Problem Solving Research “profit
sharing” and explain how you think
Marx would have viewed this method
of compensation.




Organized Labor

Objectives
After studying this section you will be able to:

1. Describe why historically some American
workers have joined labor unions.

2. Trace the history of the labor movement in
the United States.

3. Analyze reasons for the decline of the labor

movement.

Section Focus

declined since then.

4. Explain how labor and management

negotiate contracts.

Historically, American workers have
tried to gain some control over their
working conditions by joining
together in labor unions. Labor unions
rose to great power and economic
influence in the mid-1900s, but have

Key Terms

strike

right-to-work law
blue-collar worker
white-collar worker
collective bargaining
mediation

arhitration

V¥ In 1998, United
Auto Workers in
Flint, Michigan, went
on strike against
General Motors to
force the company to
address “unresolved
health and safety,
subcontracting and
production standards
issues.”

T()day we think of Labor Day as the
traditional end of the summer, a time
for picnicking and perhaps shopping for
school supplies. You might not know that
the holiday has its roots in 1882, when
labor leader Peter J. McGuire suggested a
day celebrating the American worker. On
September 5, 1882, some 10,000 workers
took to the streets of New York City in a
parade sponsored by a labor group called
the Knights of Labor. The Knights later
proposed making the first Monday in
September a Labor Day holiday. The idea
caught on quickly. In 1894, Congress made
Labor Day a federal holiday.

Labor and Labor Unions

As you read in Section 2, wages are deter-
mined by the forces of supply and demand.

Competition among firms keeps a worker’s
wages close to his or her level of produc-
tivity. In general, workers who command
the highest wages are workers with special-
ized skills and who are in short supply—
brain surgeons, for example.

What if, however, an individual
employee feels that he or she is being paid
too little, working too many hours, or
working under unsafe conditions? One
option is for the worker to quit his or her
current job and find an employer who
offers better wages and working condi-
tions. Many economists, in fact, argue that
it is a competitive labor market that helps
prevent low pay and dangerous working
conditions because workers will leave such
firms to work elsewhere.

Historically, American workers have
also tried to gain some control over their
working conditions by joining together to
bring their concerns to the attention of
company management. Today, only about
one out of seven workers in the United
States belongs to a labor union. However,
this number does not accurately reflect the
strong influence that unions have had on
the nation’s economy in the past. In order
to understand the role of labor unions
today, we will look at how labor unions
rose to power in the United States.



The Labor Movement

The union movement took shape over the
course of more than a century. It faced many
obstacles along the way, including violence
and legal opposition from companies.
Figure 9.12 highlights some of the major
events in the history of organized labor.

Workers in the 1800s
Labor unions arose largely in response to
changes brought by the Industrial

Revolution in the early and mid-1800s.
Manufacturing brought a new type of
occupation to America: the tactory job.

By today’s standards, it was not an
enviable job. In garment factories, iron
plants, and gunpowder mills, laborers
worked 12 to 16-hour days, 7 days a
week, for meager wages. The long
workday was not new to those who had
worked on farms, but the working condi-
tions were. Men, women, and children as
young as age 5 operated clattering
machines so dangerous that many people
lost their sight, their hearing, even fingers
and limbs. Injured workers often lost
their jobs.

Today, many firms emphasize that one
of their major goals is to attract, hire, and
retain the most highly skilled workers.
This means treating workers well. In
1855, however, a factory boss bluntly
summarized his attitude toward workers:

I regard people just as I regard my
machinery. So long as they can do my work
forwhat I choose to pay them, I keep them,
getting out of them all I can.”

—Manager of a textile mill in Fall River,
Massachusetts, 1855

Unions Take Hold

As early as the 1790s, whispers of worker
discontent grew into organized protests.
Skilled workers such as shoemakers and
carpenters began to form unions in order to
protect their interests. The tool of unions
was the strike, an organized work stoppage
intended to force an employer to address
union demands. Inidally, the courts

regarded unions as illegal. Employers
simply fired and replaced workers who
caused trouble by trying to organize.

The man who truly started the United
States labor movement was Samuel
Gompers. The young cigarmaker in New
York City rose within union ranks,
focusing on three workplace reforms:
higher wages, shorter hours, and safer
work environments. In 1886, he founded
the American Federation of Labor (AFL).

Figure 9.12 Key Events inthe ULS.

Labor Movement
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Event

1869 | Knights of Labor founded

1886 = 11 dead, 50injured in Haymarket Riot, fueling
anti-union sentiment

1886 Samuel Gompers founds the American
Federation of Labor [AFL}

1894 | Strike by Pullman railroad workers halted
by courts

1300 International Ladies’ Garment Workers
Union (ILGWU) founded

1910 | Strike by ILGWU wins pay gains, shorter
waorkdays

191 Fire in the Triangle Shirtwaist Company
factory in New York kills 146, spurring action
on workplace safety

1913 Hundreds of strikes sweep the nation,
raising fears of revolution

Year

1919 John L. Lewis becomes president of United
Mine Warkers by leading a successful strike

1932 | Norris-La Guardia Act outlaws “yellow-dog”
contracts, gives other protection to unions

1935 | Wagner Act gives workers right to organize
1938  AFLsplinter group becomes the

independent Congress of Industrial
Organizations (CI0), headed by John L. Lewis

1938 | Fair Labor Standards Act creates minimum
wage, bans child labor, requires overtime pay

1940s bership peaks at 35 p

1947 Taft-Hartley Act allows states to pass
right-to-work laws

1955  AFL and CIO merge to create AFL-CI0

1960s | Government employees begin to organize

1962 | Cesar Chavez begins organizing the first
farmworkers’ union, which eventually
establishes the first labor agreement with
growers

Rise in anti-union measures by employers

Increase in public-sectar unions; decling in
overall union membership

Unian

1970s
2000s

Chapter 9 m Section 3

strike an organized
work stoppage
intended to force an
employer to address
union demands

The American labor
movement had its
roots in the 1800s,
when the rise of
factories led to
difficult and
dangerous working
conditions. Economic
Institutions
Describe the
relationship shown
here between labor
laws and union
membership in the
1900s.
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Usited Mine Workers of Aneric

A At left, this poster of the United Mine Workers union, founded in 1890, celebrates its efforts to
secure fair pay, safe working conditions, and other benefits for mine workers. The photograph at right
shows the aftermath of the Triangle Shirtwaist Factory fire of 1911 in which 146 workers died. The
tragedy brought national attention to the issues of workplace safety and workers’ rights.

230 Lahor

Employer Resistance

Attempts to unionize brought swift responses
from employers. Viewing strikers as threats
to free enterprise and social order, companies
identified and fired union organizers. They
forced workers to sign so-called yellow-dog
contracts, agreements in which workers
promised not to join a union. (Yellow was
slang for “coward.”) Companies also used
court orders called injunctions to order
striking employees back o work. Some
companies hired their own private militias to
harass union organizers.

Congressional Protections

As the nation struggled through the effects of
the Great Depression in the 1930s, Congress
took up the labor cause, passing a number of
pro-union measures. The expansion of
workers’ rights in the 1930s contributed o a
new rise in union strength. Membership
peaked in the 1940s at about 35 percent of
the nation’s non-farm work force.

Unions became a dominant force in
many industries. They controlled the day-
to-day operations of businesses from
shipyards to garbage collection to steel
production. Unions amassed billions of
dollars in union dues to cover the costs of
union activities including organizing,
making political donations, and providing
aid to striking workers.

Decline of the Labor
Movement

As they grew, some unions began to abuse
their new power. Some sought to preserve
outdated and inefficient production
methods in order to protect jobs and
benefits. As you read in Section 2, some-
times unions even negotiated to preserve
job positions that were really unneces-
sary—called “featherbedding”—in order
to keep more union members employed.



As a result, companies that badly needed
to improve efficiency to stay competitive
found that unions could be an obstacle.

The reputation of unions suffered further
because of their links to organized crime.
Corrupt crime bosses gained a foothold in
many local unions and used union funds to
finance illegal operations. In time, corrup-
tion reached the very top of major unions,
including the Teamsters, the nation’s
largest union by 1940.

“Right to Work” Laws
In an effort to curb union power, Congress
passed the Taft-Hartley Act in 1947, This
act allowed states to pass right-to-work
laws, measures that ban mandatory union
membership. Today, most right-to-work
states are in the South, which has a lower
level of unionism than other regions.
Right-to-work laws may be one of
several reasons for a decline in union

membership in recent decades. By 2002,
union membership had dropped to just
13.2 percent of the labor force.

Today, unionism in the United States is
far more limited than in many other coun-
tries. For example, organized labor does
not have its own political party, such as
Great Britain’s Labour Party, which holds
top positions in government.

Loss of Traditional Strongholds

One theory for the decline of unions
suggests that structural changes in the U.S.
economy have reduced union membership.
The charts in Figure 9.13 illustrate these
influential economic trends. For example:

1. Unions have traditionally been strongest
in the manufacturing sector. This sector
has a high proportion of blue-collar
workers, those who work in industrial
jobs, often in manufacturing, and who

A In loud, dirty factories, young children were once forced to work long
hours in hazardous conditions. The boys in this photo of a Georgia cotton
mill, taken between 1908 and 1912, were so small they had to climb onto

the machinery. Pressure from unions helped win passage of the 1938 Fair
Labor Standards Act, which made most forms of child labor illegal.

Chapter 9 m Section 3

right-to-work law 7
measure that bans
mandatary unian
membership

blue-collar worker
someone who works in
an industrial job, often
in manufacturing, and
who receives wages
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Figure 9.13 U.S. Economic Changes That Have Affected Unions
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These charts show changes in industry and in the labor force that have lessened

the strength of unions. Incentives ldentify the change indicated in each chart and
explain how it affected union membership.

&
“ CONCEY

white-collar worker
someone in a
professional or clerical
job whao usually earns a
salary
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receive wages. Blue-collar manufac-
turing jobs have been declining, as
shown in Chart A in Figure 9.13,
causing union jobs to disappear.

Unions are weakest in white-collar
professions. A white-collar worker is
someone in a professional or clerical job
who usually earns a salary. White-collar
employment—traditionally nonunion—
is on the rise partly because of jobs in
high technology companies.

. Certain manufacturing industries, such

as automobiles, steel, and textiles, have
traditionally employed large numbers of
union workers. (See Chart B in Figure

9.13.) These industries have been hurt
by foreign competition in recent years.
As a result, many industries have laid
off union workers. Some have shifted
operations to countries where labor is
cheaper.

The rising proportion of women in the
labor force (see Chart C in Figure 9.13)
has affected union membership, since
women are less likely to join unions.
Fewer women work in blue-collar,
unionized industries than in white-
collar jobs.

Seeking to reduce their production costs,
some industries have relocated from the



Northeast and Midwest to the South,
which has historically been less friendly
to unions. (See Chart D in Figure 9.13.)
In fact, some firms may have moved two
the South in part because of the
decreased union activity there.

Another theory for union decline is that
other organizations now provide many of
the services that had been won in the past
through union activity. Thus, the need for
unions has decreased. For example, the
government has passed laws setting work-
place safety standards and a shorter
workweek. It provides unemployment
insurance and Social Security. More corpo-
rations now offer benefits such as medical
insurance and pension plans.

While overall union membership is on
the decline, public sector unionization has
increased, due to new laws and changing
attitudes in the 1960s and 1970s. Thus,
over the last few decades, growth of
unions among governmental employees
has partially made up for losses in the
private sector.

Labor and Management

A union gains the right to represent
workers at a company when a majority of
workers in a particular work unit vote to
accept the union. After that, the company
is required by law to bargain with the
union in good faith to negotiate an employ-
ment contract.

Collective Bargaining

Picture a room, a table, and, on each side, a
team of lawyers and trained negotiators
determined to get what they want—or at
least part of it. This is cellective bargaining,
the process in which union and company
representatives meet periodically to nego-
tiate a new labor contract.

Union contracts generally last two to five
years and can cover hundreds of issues. The
resulting contract spells our each side’s
rights and responsibilities for the length of
the agreement.

Figure 9.14 Union Membership) 1930_!ii 4
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Generally the union comes to the
bargaining table with certain goals that set
the agenda for collective bargaining talks.
Let’s examine those goals.

e Wages and Benefits. The union negoti-
ates on behalf of all members for wage
rates, overtime rates, planned raises, and
benefits. In seeking higher wages, the
union is aware that if wages go too high,
the company may lay off workers to
reduce costs.

Working Conditions. Safety, comfort,

worker responsibilities, and many other

workplace issues are negotiated and
written into the final contract.

e Job Security. One of the union’s primary
goals is to secure its members’ jobs, so
the contract spells out the conditions
under which a worker may be fired.

If a union member is discharged for
reasons that the union believes to be in
violation of the contract, the union might
file a grievance, or formal complaint. The
union contract specifies how grievances
will be handled. The procedure usually
involves hearings by a committee of union
and company representatives.

Chapter 9 m Section 3

| | | |
1980 1980 2000 2010

Union membership reached its peak in the 1940s.

nion membership today?

collective bargaining
the process in which
union and company
representatives meet to
negotiate a new labor
contract
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mediation a settlement
technigue in which a
neutral mediator meets
with each side to try to
find a solution that both
sides will accept

arbitration a seftlement
technigue in which a
third party reviews the
case and imposes a
decision that is legally
binding for both sides

Key Terms and Main Ideas
1. What are some of the key goals of labor unions? | HINT |

Strikes and Settlements

When a contract is abourt to expire, or
when the union is negotiating its first agree-
ment with a company, the negotiators can
wind up in tough late-night bargaining
sessions. Most of the time, the parties
manage to reach an agreement. But when a
deadlock oceurs, tensions escalate.

The union may ask its members to vote
on whether to strike. A strike is the union’s
ultimate weapon. A strike, particularly a
lengthy one, can cripple a company. Some
firms can continue to function by using
managers to perform key tasks, or by
hiring nonunion “strikebreakers.” If a
company can withstand a strike, it is in a
good bargaining position. Most firms,
however, cannot produce goods and
services without their union workers.

A long strike can also be devastating to
workers, since they do not get paid while
they are not working. Many unions
provide some financial aid to their
members during lengthy strikes, but the
payments are generally much smaller than
what the members would have earned
while working.

To avoid the economic losses of a strike
both to workers and management, a third
party is sometimes called in to settle a
dispute. The two sides might agree to
mediation, a settlement technique in which
a neutral mediator meets with each side to
try to find a solution that both sides will
accept. A mediator often can help each side
understand the other’s concerns, leading to
an agreement. However, the decision
reached by the mediator is nonbinding—
that is, neither side is required to accept it.
If mediation fails, the talks may go into
arbitration, a settlement technique in which
a neutral third party reviews the case and
imposes a decision that is legally binding
for both sides.

The collective bargaining process usually
goes smoothly, with few strikes. It may
seem as though workers strike frequently
since strikes are often front-page news
when they do occur.

In 2004, there were 17 major strikes,
involving about 171,000 workers. Keep in
mind that this number involved only a
small fraction of the nation’s work force,
however.
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foreign companies. American unions have fiercely
opposed the cuts in American jobs, saying companies

)
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2. How are strikes damaging to workers and companies?

3. Whatis a right-to-work Inw?

4. How do mediation and arbitration differ? | HINT i

5. How do blue-collar workers and white-collar workers
differ in the types of work they perform? Give examples
of each. [ INT

Applying Economic Concepts

6. Critical Thinking Create a time line in which you trace
the history of labor unions in the United States from the
1800s to the present. | HINT

1. Decision Making |n recent years, some manufacturing
firms have moved their factories to countries where
nonunion labor is cheap. The companies say they need
to make such moves to reduce costs and compete with

Organized Labor

must care for their workers. Which side would you
support if you were (a) a U.S. worker; (b} a consumer;
{¢) an investor in the company? Explain your reasoning
for each response.

. Critical Thinking Turn to the graph on page 233 showing

Union Membership, 1930-2004. Give reasons to explain
the rise and fall of union membership shown on the
graph.
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Standard of Living

The Paterson Silk Strike of 1913

n the early years of the twentieth century, the city of Paterson, New Jersey,
was a major industrial center best known for the production of silk cloth.
Thousands of people worked in the Paterson silk mills, many of them recent

immigrants from countries such as Italy, Germany, and Poland.

Innovation The workers in the silk mills had a variety of different tasks with differ-
ent machines. Much of this was work that in the past had been done by hand.
However, increasing technological progress made it possible for the mills to pro-
duce more cloth with fewer workers. In 1912, the mill owners began using a new
loom that needed less attention from operators. They required each loom operator
to run four looms instead of two. The workers recognized that this innovation
would lead to lower wages and fewer jobs.

Organized Labor In response, 800 employees at the Doherty Silk Mill went on
strike in January of 1913. The workers at the other silk mills in Paterson joined
them. By the end of the week, over 25,000 employees from 300 different factories
were on strike.

A labor strike depends on union solidarity from all workers. A strike succeeds
as a negotiating tool when it forces the company to stop producing altogether. o
Guided by a union representative, the Paterson union leaders held mass rallies
daily and provided social and financial support to the strikers and their families in
order to keep everyone involved in the strike.

The End of the Strike While the strike effectively shut down silk production in

Paterson for several months, workers failed to get mill owners to listen to their
demands. The Paterson police were more aggressive about arresting protesters

than police in other cities had been, so labor unions spent more than ¥ Pageant poster
they had expected on bail and legal costs. Some union representatives
staged a massive fundraiser in June at Madison Square Garden in
New York City. More than 1,000 striking workers participated in a
dramatic re-enactment of key events in the strike. The Paterson Strike
Pageant, as the fundraiser was called, drew a lot of attention but did
not raise the money the unions needed.

In July, just as the unions were running out of money, mill owners
broke the strike by offering settlements to workers at some of the plants.
Their tactic turned the striking workers against each other ar a difficult
time. The strike officially ended in late July, and the workers all returned
to the silk mills without having received any of their demands.

Applying Economic ldeas

1. Why was it so difficult for the mill owners to reach an agreement PATERSDN STM

with the mill workers? I’Eﬁfﬂﬂﬂﬂl BY THE STRIKERS TI'[HS[

2. Did the union leaders make any mistakes that caused their strike
to be less successful than other strikes?




Chapter @ Assessment

Chapter Summary

summary of major ideas in Chapter 9 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 9.

Section 1 Labor Market Trends (pp. 211-217)

The labor force is all nonmilitary people who are
employed or unemployed. As America becomes
more of a service economy, employers are hiring
more college graduates and women. Contingent
employment is on the rise. The learning effect and the
screening effect help to raise wages for college grad-
uates. Other labor trends include decreasing wages
in some jobs and rising costs of employee benefits.

Section 2 Labor and Wages (pp. 219-226)

In a competitive labor markert, laws of supply and
demand determine wages based on how much a
worker produces. At equilibrium wage there is neither
an excess demand for labor nor an excess supply of
labor. Historically, wage rates have been affected by
workplace conditions, discrimination, and union
featherbedding.

Section 3 Organized Labor (pp. 228-234)

Labor unions began in the mid-1800s. Using strikes to
gain better wages and working conditions, unions
made great gains in the mid-1900s. Right-to-work
laws and other anti-union measures have curbed
union influence. Unions and management engage in
collective bargaining. Some disputes are resolved
through mediation or arhitration.

236

Key Terms

Complete each sentence by choosing the cor-
rect answer from the list of terms below. You
will not use all of the terms.

HINT | strike collective | HINT
HINT | arbitration bargaining

HINT | equilibrium wage screening effect| HINT
‘HINT | labor union glass ceiling | HINT |

| HINT Ieontingem
employment

1. In the process, a third party reviews a
case and renders a legally binding decision.

2. The is the theory that the completion
of college tells employers that a job applicant
is reasonably intelligent and hard-working.

3. An organized work stoppage intended to
force an employer to address union
demands is called a(n)

4. The consists of all nonmilitary people
that are employed or unemployed.

5. The is an unofficial, invisible barrier
that prevents some women and minorities
from advancing to top-level corporate posi-
tions in businesses dominated by white men.

6. The wage rate that produces neither a sur-
plus nor a shortage of workers in the labor
market is called the ____

1. The use of temporary and/or part-time
workers instead of permanent, full-time
employees is known as

Using Graphic Organizers

8. On a separate sheet of paper, copy the web
map below. Then fill in the ovals with
examples of factors that affect wage rates.

Factors
affecting wages

S/xll)pply and

emand

HINT | labor force learning effect |IH|‘NT'1



Reviewing Main ldeas

9. Who does the government include in its definition
of the labor force?| HINT
What is a labor union?| HINT
Describe how collective bargaining works.| HINT ]
Why is the equilibrium wage high for some
workers and low for ()thcrs?[f""'l'
Why is the United States producing fewer goods
and more services? | HINT b
How do wage increases affect the demand for
and supply of labor? | HINT |

How does discrimination affect wages?| HINT
How does education affect wages? [ HINT |
Critical Thinking

17. Predicting Consequences How might technologi-
cal changes affect labor demand in the future?
Give specific examples.

Drawing Conclusions Reread the Fast Fact on
page 212 describing how the invention of a
punch card tabulator sped up data analysis after
the 1880 Census. (a) Whar types of information
related to labor might the new tabulator have
helped to analyze? (b) Give other examples of
types of economic information available as a
result of technological innovations.

Analyzing Information Describe the reasons why
companies are turning to contingent labor. How
might this trend affect the work force in the
future?

10.
1.
12.

13.

14,

15.
16.

18.

19.

Problem-Solving Activity

20. Suppose you are a business owner competing for
employees in a tight labor market. How might
you attract employees without raising wages?

Economics Journal

Essay Writing Review your interview of an older
adult. Interview a young adult about his or her
job, or compare your own job experience to that
of your interview subject. Write an essay describ-
ing your impressions of how the workplace has
changed over the years.

Skills for Life

Analyzing Statistics Review the steps shown on
page 218; then answer the following questions using
the statistics in the table below,

21. What is the source of these statistics?

22. What is being shown by these data?

23. According to the table, who has the lower earn-
ings, a man without a college education or a woman
without a college education?

24. Which category of worker shown has the lowest
percentage of low-wage employment?

25. Which category of worker shown has the highest
percentage of low-wage employment?

Education and Employment

Adult men, ages 25 - 54

No low-wage Low-wage"

employment employment
College or 50.6% 9.4%
mare ’ '
High school 70% 0%
or less

Adult women, ages 25— 54

No low-wage Low-wage*

employment employment
College or 83.1% 16.9%
more
High school 57.9% 2.1%
or less

*average hourly earnings below 55,70
Source: U.S. Census Bureau

Progress Monitoring Online
For: Chapter 9 Self-Test  Visit: PHSchool.com

Web Code: mna-2091
As a final review, take the Economics Chapter 9 Self-Test
and receive immediate feedback on your answers. The

test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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WALL STREET JOURNAL

DEBATING CURRENT ISSUES: Minimum Wage

In the U8, the federal minimum wage is $5.15 an hour. In this debate from The Wall Street
Journal Classroom Edition, Kevin A. Hassett, director of economic policy studies at the
American Enterprise Institute for Public Policy Research, and Jeff Chapman, a policy ana-
lyst with the Economic Policy Institute, argue whether the minimum wage should be

raised—or abolished.

Should the Minimum

YES Wage Be Raised?

By Jurr CHAPMAN
The minimum wage is a simple, fair policy with

broad public support that protects workers from

exploitation and increases the ability of working
families to make ends meet. Despite the effectiveness
of the minimum wage, the federal government has
failed to raise the minimum wage regularly to account
for the rising cost of living.

A strong minimum wage provides income to families
who need it the most. More than one-third of families
with workers who would benefit from an increase in
the minimum wage rely solely on the earnings of those
workers. The result of the declining value of the mini-
mum wage has been stagnating or even falling wages.

A class in beginning economics teaches that market
forces set wages and prices very efficiently. But low-
wage workers don't have the option of not working if
employers aren't willing to pay enough to match the
market equilibrium. They have to work to survive,
while employers have considerable leeway in setting
wages, especially for low-wage workers. Thus, without
a high enough minimum, employvers will often set
wages below the actual value of the work and in vio-
lation of hasic fairness,

Some have claimed that the minimum wage is
unfair because it prevents some willing laborers from
working for less than the minimum wage. In fact, the
minimum wage only prevents low-wage employers
from exploiting the fact that many workers do not have

the market power required to negotiate a fair wage.

Another frequent claim by opponents of the mini-
mum wage is that it will cause workers to lose their
jobs, because it increases the emplover’s costs. But since
employers are often paying a wage that is less than the
labor is worth to them, the minimum wage does not
cause employers to lay off workers. For instance, if an
hour’s labor is worth $8 to the employer, but he can get
a worker to work for $3, that worker will still be
employed if the minimum wage was set at $6.

Years of research has shown that the minimum
wage does exactly what it is intended to do. It corrects
an imbalance of power and raises the living standards
of working families.

inimum wage hike,
& i\ benofit most from

ing to proponents of
::::::t?m fzw job skills woul

an increase.




Should the Minimum
Wage Be Raised?

By Kevin A, HasseTT
The minimum wage is a terrible and counterpro-

ductive policy. While it may appear that the
minimum wage helps the poor, it does not.

The case against the minimum wage is based on
simple economics and mounds of scientific evidence.
Suppose that you run a small factory that makes
hammers. You employ a large number of minimum-
wage workers, and sell your product around the
world. If the minimum wage is increased, then your
costs increase. In response to this increase, you will
have to raise the price that you charge for your prod-
uct. Since your price for hammers is now higher, other
manufacturers in states or countries that have not
raised their minimum wages find that their hammers
are suddenly cheaper than yours. Their sales go up,
and yours go down. With sales down, you are forced to
lay off workers.

This scenario describes the cycle that has been
observed by economists who study minimum wages.
While some minimum-wage workers receive higher
pay, others lose their jobs entirely, and the number of
people living in poverty likely increases.

The minimum wage denies individuals opportuni-
ties they may desire. Think of it this way: If you asked
your parents to allow you to take a summer job and
they replied that you could, but only if you found a job
that paid you at least $15 an hour, you might think
that their requirement is unfair. They are not allow-
ing you to decide to work for someone unless you find

an employer willing to pay you a salary that they
think is fair. Shouldn’t you get to make up your own
mind about that? The same is true when the govern-
ment sets high minimum wages. By doing so, govern-
ment takes away opportunity, especially for disabled
individuals and first-time workers.

Some people have expressed concern that employers
may set wages unfairly low. But in a competitive mar-
ketplace, employers must compete to attract workers.
Those who pay wages that are too low will lose work-
ers and business to employers that pay wages based on
the productivity of the individuals they hire.

Value of the Minimum Wage, 1980-2004 -

Year Nominal Dollars* 1996 Dollars**
1980 2.10 5.90
1982 3.35 5.45
1984 335 5.06
1986 3.35 480
1988 335 4.44
1990 3.80 4.56
1992 4.25 4.75
1994 4.25 4.50
1996 4.75 475
1998 5.15 4.96
2000 5.15 469
2002 8.15 1
2004 5.15 4.28

* Face-value dollars ** Dallars adjusted for inflation G line
PEchoal.con

‘Source: Bureau of Labor Statistics
Web Code: mng-3093

Even though the minimum wage has
risen, its value has not increased
because of inflation.

DEBATING THE ISSUE

1. Why does Jeff Chapman think market forces
alone can't set the price for labor effectively?

2. What evidence does Kevin Hassett offer to
prove that minimum wage increases affect
unemployment? Would you agree that the mini-
mum wage denies workers the opportunity to
earn a living?

3. Critical Thinking Based on this debate, what role
do you think government should have in ensur-
ing that workers earn a “living wage™?

sessssssssssssssstnsasnastnannsannnn

4. Drawing Conclusions Explain why you agree or
disagree with Hassett: “While it may appear that
the minimum wage helps the poor, it does not.”

5. Reading Graphs Between 1980 and 2004, how
much has the minimum wage increased in nom-
inal dollars? What is the percentage increase
between 1980 and 2004 in nominal dollars?

Go Online
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Chapters in This Unit
10. Money and Banking

11. Financial Markets

hile most people work to earn wages,

you've just been handed a check for a
million dollars. Now it’s time to go to the
bank and collect your winnings.

B Where does the bank get the money to
cash your check?

B Should you be investing your money in
s or bonds instead of keeping it in a
savings account?

B What happens
deposited in your savings account? Is it
safe?

Money plays a central role not just in
economic theory, but also in our i
economists, '™ has a special meaning,
though. In this unit you’ I] read about how
economists define , as well as how
help channel

Create a flowchart showing some of the
possible paths that a one-dollar bill might
take over the course of two days. Include
different paths showing how the money may
be spent or saved.




P icture shopping at an Egyptian market and paying
with a packet of salt, or walking into the bank
with paper money and walking out with a pouch of
gold. Seem unlikely? Actually, these scenarios might
well have happened at various times in the past. They
illustrate how much money and banking have changed
over the centuries to meet society’s changing needs.

Economics Journal

Record each time you use cash,

checks, credit cards, and ATM cards

during an average week. Include any
| trips you make to a bank or ATM.

' PHSchool.com
For: Current Data

Visit: PHSchool.com @
Web Code: mng-4101
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Objectives

Section Focus Key Terms
After studying this section you will be ableto:  Money serves as a medium of money currency
1. Describe the three uses of money. exchange, a unit of account, medium of commodity
2. Explain the six characteristics of money. andsa Sm_re of value: Althougly exchange MRy ..
. many objects have served as barter representative
3. Understand the sources of money's value. money in the past, the coins iinitaf money
and bills we use today meet account fiat money
the needs of modern society. store of
value
s uppose you have just arrived at your  through barter, or the direct exchange of | money anything that
neighborhood store after playing one set of goods or services for another. | $¢V6$354 ey
exchange, a unit of

basketball on a hot day. You grab a soda
and fish around in your jeans pockets for
some money. You find a pen, keys, and a
chewing gum wrapper, but, unfortunately,
no money. Then you reach into your jacket
pocket. Finally!—a crumpled dollar bill.
You hand the money to the clerk and take a
long, cold drink.

Money is a part of our daily lives.
Without it, we can’t get the things we need
and want. That’s not the whole story of
money, however. In fact, money has func-
tions and characteristics that you might
never have thought about.

The Three Uses of Money

If you were asked to define money, you
would probably think of the coins and bills
in your wallet or the paychecks you receive
for your part-time job. Economists define
money in terms of its three uses. For an
economist, money is anything that serves as
a medium of exchange, a unit of account,
and a store of value.

Money as a Medium of Exchange

A medium of exchange is anything that is
used to determine value during the
exchange of goods and services. Without
money, people acquire goods and services

Barter is still used in many parts of the
world, especially in traditional economies
in Asia, Africa, and Latin America. It is
also sometimes used informally in the
United States. For example, a person might
agree to help paint a neighbor’s house in
exchange for vegetables from the neigh-
bor’s garden. In general, however, as an
economy becomes more specialized,
bartering becomes too difficult and time-
consuming to be practical.

To appreciate how much easier money
makes exchanges, suppose that money did
not exist, and that you wanted to trade
your video cassette recorder (VCR) for an
audio CD player. You probably would have
a great deal of trouble making the
exchange. First, you would need to find
someone who wanted to both sell the
model of CD player you want and buy
your particular VCR. Second, this person
would need to agree that your VCR is
worth the same as his or her CD player. As
you might guess, people in barter
economies spend a great deal of time and
effort exchanging the goods they have for
the goods they need and want. That's why
barter generally works well only in small,
traditional economies,

Now consider how much easier your
transaction would be if you used money as

Chapter 10 m Section 1

account, and a store of
value

medium of exchange
anything that is used to
determine value during
the exchange of goods
and services

harter the direct
axchange of one set of
goods or services for
another

243



unit of account 2
means for comparing
the values of goods and
services

store of value
something that keeps
its value if it is stored
rather than used

Figure 10.1 The Three Functions of Money

Medium of Exchange

SULLDIN o

Unit of Account

Store of Value

Money serves as a medium of exchange, a unit of account, and a store of value.

Money How does each illustration represent a characteristic of money?

K cnuct""h

a medium of exchange. All you would have
to do is find someone who is willing to pay
you $100 for your VCR. Then you could
use that money to buy a CD player from
someone else. The person selling you the
CD player can use the $100 however he or
she wishes. By the same token, the person
who buys your VCR can raise that money
however he or she wishes. Because money
makes exchanges so much easier, people
have been using it for thousands of years.

Money as a Unit of Account

In addition to serving as a medium of
exchange, money serves as a unit of
account. In other words, money provides a
means for comparing the values of goods
and services. For example, suppose you
see a jacket on sale for $30. You know this
is a good price because you have checked
the price of the same or similar jackets in
other stores. You can compare the cost of
the jacket in this store with the cost in
other stores because the price is expressed
in the same way in every store in the
United States—in terms of dollars and
cents. Similarly, you would expect a movie
in the theater to cost about $7.00, a video
rental about $3.50, and so forth.
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Other countries have their own forms of
money that serve as units of account. The
Japanese quote prices in terms of yen, the
Russians in terms of rubles, Mexicans in
terms of nuevo pesos, and so forth.

Money as a Store of Value

Money also serves as a store of value. This
means that money keeps its value if you
decide to hold on to—or store—it instead
of spending it. For example, when you sell
your VCR to purchase a CD player, you
might not have a chance to purchase a CD
player right away. In the meantime, you
can keep the money in your wallet or in a
bank. The money will still be valuable and
will be recognized as a medium of ex-
change weeks or months from now when
you go to buy the CD player.

Money serves as a good store of value
with one important exception. Sometimes
economies experience a period of rapid
inflation, or a general increase in prices.
For example, suppose the United States
experiences 10 percent inflation during a
particular year. If you sold your VCR at
the beginning of that year for $100, the
money you received would have 10
percent less value, or buying power, at the



end of the year. This is because the price
of the CD player would have increased by
10 percent during the year, to $110. The
$100 you received at the beginning of the
year would no longer be enough to buy the
CD player.

In short, when an economy experiences
inflation, money does not function as well
as a store of value. You will read more
about the causes and effects of inflation in
Chapter 13.

The Six Characteristics
of Money

The coins and paper bills used as money
are called currency. In the past, societies
have also used an astoundingly wide range
of other objects as currency. Cattle, salt,
dried fish, furs, precious stones, gold, and
silver have all served as currency at
various times in various places. So have
porpoise teeth, rice, wheat, shells, tulip
bulbs, and olive oil. These items all
worked well in the societies in which they
were used. None of them, however, would
function very well in our economy today.
Each lacks at least one of the six charac-
teristics that economists use to judge how
well an item serves as currency. These six
characteristics are durability, portability,
divisibility, uniformity, limited supply, and
acceptability.

Durability
Objects used as money must withstand the
physical wear and tear that comes with
being used over and over again. If money
wears out or is easily destroyed, it cannot
be trusted to serve as a store of value,
Unlike wheat or olive oil, coins last for
many years. In fact, some collectors have
ancient Roman coins that are more than
2,000 years old. While our paper money
may not seem very durable, its rag (cloth)
content helps §1 bills typically last at least
a year in circulation. When paper bills wear
out, the United States government can
casily replace them.

Portability currency coins and
People need to be able to take money with ::tf;;yb’ﬁs used as

them as they go abour their daily business.
They also must be able to easily transfer
money from one person to another when
they use money for purchases. Paper money
and coins are very portable, or easily
carried, because they are small and light.

Divisibility
To be useful, money must be easily divided
into smaller denominations, or units of
value. When money is divisible, people
only have to use as much of it as neces-

sary for any exchange. In the 16th
and 17th centuries, people actually

used pieces of coins to pay exact

amounts for their purchases.
Spanish coins called doubloons
had lines scored or etched on

¥ Roman coins

by 73 ¢J '.
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Coins used throughout the Roman Empire provide a good
example of the six characteristics of money. They were
durable, portable, divisible into denominations, uniform, in
limited supply, and accepted throughout the Empire.
Money What does the fact that Roman coins have been
found in places as far from Rome as Britain and Egypt
suggest about how well the coins served as currency?
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commaodity money
objects that have value
in themselves and that
are also used as money

them so that they could be easily divided
into eight parts. Spanish coins, in fact,
came to be called “pieces of eight.”

Today, of course, if you use a $20 bill to
pay for a $5 lunch, the cashier will not rip
your bill into four pieces in order to make
change. That's because American currency,
like currencies around the world, consists
of various denominations—$5 bills, $10
bills, and so on.

Uniformity
Any two units of money must be
uniform—that is, the same—in terms of
what they will buy. In other words, people
must be able to count and measure money
accurately.

Suppose everything were priced in terms
of dried fish. One small dried fish might
buy an apple. One large dried fish might
buy a sandwich. This method of pricing is
not a very accurate way of establishing the
standard value of products because the size
of a dried fish can vary. Picture the argu-
ments people would have when trying to
agree whether a fish was small or large. A
dollar bill, however, always buys $1 worth
of goods.

Limited Supply

Suppose a society uses certain pebbles as
money. These pebbles have only been
found on one beach. One day, however,
someone finds an enormous supply of
similar pebbles on a different beach. Now
anyone can scoop up these pebbles by the
handful. Since these pebbles are no longer

";“;'\ Global Connections

The Ruble Russia's currency is facing trouble as a store of value. In
1998, it was devalued by the official Russian state bank from 6.3 rubles to the
dollar to 9.5 rubles to the dollar. This slippage hurt average Russians, as their
savings were now worth only two thirds of their previous value. Many
Russians turned to buying American dollars with the rubles they had left,
fearing another devaluation and having more faith in the stability of the dollar.
By 2003, the ruble was valued at 31 to the dollar, or about 3.2 cents.
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in limited supply, they are no longer useful
as currency.

In the United States, the Federal Reserve
System controls the supply of money in
circulation. By its actions, the Federal
Reserve is able to keep just the right
amount of money available. You’ll read
more about how the Federal Reserve
monitors and adjusts the money supply in
Chapter 16.

Acceptability
Finally, everyone in an economy must be
able to exchange the objects that serve as
money for goods and services. When you
go to the store, why does the person behind
the counter accept your money in exchange
for a carton of milk or a box of pencils?
After all, money is just pieces of metal or
paper. Your money is accepted because the
owner of the store can spend it elsewhere to
buy something he or she needs or wants.
In the United States, we expect that other
people in the country will continue to
accept paper money and coins in exchange
for our purchases. If people suddenly lost
confidence in our currency’s value, they
would no longer be willing to sell goods
and services in return for dollars. (See
Global Connections below to learn more
about what happens when people lose
confidence in their country’s currency.)

Sources of Money's Value

Think about the bills and coins in your
pocket. They are durable and portable.
They are also easily divisible, uniform, in
limited supply, and accepted throughout
the country. As convenient and practical as
they may be, however, bills and coins have
very little value in and of themselves. What,
then, makes money valuable? The answer
is that there are actually several possible
sources of money’s value, depending on
whether the money is commodity, represen-
tative, or fiat money.

Commodity Money
A commodity is an object. Commodity money
consists of objects that have value in and of




Figure 10.3 Sources of Money's Value :” Illliﬂ

Commodity money

Representative money

Objects like this shock of wheat once
served as commaodity money.

silver.
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Representative money like this silver
certificate could be exchanged for
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Fiat money
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Today, Federal Reserve nates are fiat
maoney, decreed by the federal govern-

ment to be an acceptable way to pay

debts.

Americans used both commodity and representative money during the colonial period.

Representative money was used until 1913, when the first Federal Reserve notes were
issued. Money What are the advantages of fiat money over commodity and

&y ca“"‘\"' representative money?

themselves and that are also used as money.
For example, salt, cartle, and precious
stones have been used in various societies
as commodity money. These objects have
other uses as well. If not used as money,
salt can preserve food and make it tastier.
Cattle can be slaughtered for their meat,
and gems can be made into jewelry.
Tobacco, corn, and cotton all served as
commodity money in the American
colonies.

As you can guess, commodity money
tends to lack several of the characteristics
that make objects good sources of money.
For example, it is often not portable,
durable, or divisible. That’s why
commodity money only works in simple
economies. As the American colonies dev-
eloped more complex economic systems,
tobacco and other objects were no longer
universally accepted as money. The colonies
needed a more convenient payment system.
They turned to representative money to
meet their needs.

Representative Money

Representative money makes use of objects
that have value because the holder can
exchange them for something else of value.

For example, if your brother gives you an
10U, the piece of paper itself is worth
nothing. The promise that he will do all of
your chores for a month may be worth
quite a lot, however. The piece of paper
simply represents his promise to you.

Early representative money took the
form of paper receipts for gold and silver.
Gold or silver money was heavy and thus
inconvenient for customers and merchants
to carry around. Fach time someone made
a transaction, the coins would have to be
weighed and tested for purity. People there-
fore started to leave their gold in gold-
smiths’ safes. Customers would carry
paper ownership receipts from the gold-
smith to show how much gold they owned.
After a while merchants began to accept
goldsmiths’ receipts instead of the gold
itself. In this way, the paper receipts
became an early form of paper money.

Colonists in the Massachusetts Bay
Colony first used representative money in
the late 1600s when the Colony’s treasurer
issued bills of credit to lenders to help
finance King William’s War. The bills of
credit showed the exact amount that
colonists had loaned to the Massachusetts
government. Billholders could redeem the
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representative money
objects that have value
because the holder can
exchange them for
something else of value
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FAST FACT

Some government agencies estimate

that only about one third of all existing
pennies are in circulation. The rest sit
in jars, fountains, desk drawers, and

paper for specie, that is, gold
and silver coins.
Representative money was
not without its problems.
During the American Rev-

olution, the Second Con-
tinental Congress issued
representative money called
Continentals to finance the
war against England. Unfor-
tunately, few people were

pockets. Many merchants would
prefer to do away with pennies
altogether and round up prices to the
nearest nickel. While pennies seem
insignificant, however, rounding up to
the nearest nickel could cost
American consumers approximately

8600 million per year able to redeem these early
paper currencies for specie
because the federal govern-

fiat money money that ment had no power to collect taxes. Unil
gzi::j;i:f:::se 9 the Constitution replaced the Articles of

Confederation in 1789, the federal govern-
ment depended on the states’ voluntary
contributions to fill the treasury. As a
result, the federal treasury held very little
gold or silver. Continentals became worth-
less because people came to believe that
they would not be able to redeem their
hills for gold and silver coins. People even
began to use the phrase “not worth a
Continental” to refer to something useless.

Later, the United States government
issued representative money in the form of
silver and gold certificates. These certificates

ordered that it is an
acceptable means to
pay debts

were “backed” by gold or silver. In other
words, holders of such certificates could
redeem them for gold or silver at a local
bank. The United States government thus
had to keep vast supplies of gold and silver
on hand to be able to convert all paper
dollars to gold if the demand arose. Some
silver certificates circulated untdl 1971, but
for the most part, the government stopped
converting paper money into silver or gold
in the 1930s.

Fiat Money
If you examine a dollar bill, you will see
George Washingron’s picture on one side,
and on the other side the words, “This note
is legal tender for all debts, public and
private.” In essence, these words mean that
our money is valuable because our govern-
ment says it is.

United States money today is fiat money.
A fat is an order or decree. Fiat money, also
called “legal tender,” has value because the
government has decreed that it is an accept-
able means to pay debts. It remains in
limited supply, and therefore valuable,
because the Federal Reserve controls its
supply. This control of the money supply is
essential for a fiat system to work.

Progress Monitoring Online
For: Self-quiz with vacabulary practice
Web Code: mna-4105

8. Decision Making Suppose you need a graphing
calculator. Should you plan to trade your hockey stick
for one or should you try to sell your hockey stick and
use the money to buy one from a classmate? Explain
your reasoning.

9. Problem Solving What material(s) would you use if you
were creating a new United States coin? Why?

10. Critical Thinking Suppose you live in a society that has
a barter economy. What difficulties might you
encounter in paying for such services as medical care
and education?

Key Terms and Main Ideas
1. How does money serve as a store of value? | HINT i

2. Give examples of (a) commodity money, (b) representa-
tive money, and (c) fiat money.  HINT

3. Why does United States currency have value? HINT i
4. What are the disadvantages of commodity money?| jyNT |
5. Why did Continentals become wurthless?@

Applying Economic Concepts
6. Critical Thinking Suppose you are shopping for a new
backpack and want to get the best value for your money.
Explain how the fact that money functions as a unit of o -
account helps you to make your choice. | HINT l GO - nhne
- _— HSchool.com
1. Try This Would movie tickets or popcorn make good .
money? Describe how well these items meet each of For: Internet Activity
Visit: PHSchool.com

the six characteristics of an ideal currency. @
Web Code: mnd-4101
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Skills for

Understanding Public Opinion Polls
P ublic opinion polls measure what people think about a particular

subject. Although pollsters take several steps to ensure that their results
mirror the population as a whole, there are many pitfalls. For example, the
same question phrased in different ways can result in widely different
answers, even if all the questions are essentially the same. Because a poll
can only measure a small sample of the population, pollsters include a statis-
tical margin of error that indicates the degree to which the poll is accurate for

the entire population. Public opinion polls should be read critically to under-
stand exactly what they say. Use the following steps to analyze the hypotheti-

cal poll below.

1. Establish the purpose of the poll. Read
the statements in the poll. (a) What is
the subject of the poll. (b) What,
specifically, were people asked?

Analyze the response. Look at the
change in the rate of people who
agreed with the statements as the
statements changed. A politician
reading only the responses to the first
question might assume that the
American people would support an
expensive system of free clinics.

“The government today does not spend enough to provide all
Americans, including the 40 million Americans without health
insurance, with good health care. Keeping this in mind, do you
agree or disagree with the following i

| Agree |l Disagree
- A. "Every American should have
access to good health care.” 64% 36%
. "The government should
guarantee that every American 539, a47%
has good health care.”
. "The government should spend
mare to guarantee that every
American has good health care.” s oA

Note:; Random sample of 1,400 people surveyed by phone; margin of error * 4 percent

{a) Which details seemed to provoke a
negative reaction? (b) Can we say that
a majority of Americans would agree
with statement B? Why or why not?

Expand upon the original question. The
lessons learned from one poll can help
make the next poll more accurate. If
you were a politician trying to obtain
accurate and precise information
about the public’s opinions on health
care, how might you rephrase the
questions in the poll?

Additional Practice

Use the Internet to find the results
of a recent poll. Look at the ques-
tion or questions asked. How does
the pollster try to keep the question
as neutral as possible?
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Objectives

After studying this section you will be able to:
1. Describe the shifts between centralized
and decentralized banking before the Civil

War.

2. Explain how the banking system was
stabilized in the later 1800s.

3. Describe developments in banking during

Section Focus

confidence today.

the twentieth century.

The history of banking in the United
States is the story of shifts between
a centralized, national banking
system and independent state and
local banks. Out of these shifts has
developed the stable banking
system in which we place our

The History of
American Banking

Key Terms

bank

national bank

hank run

greenback

gold standard

Federal Reserve System
central bank

member bank

Federal Reserve note
Great Depression
Federal Deposit Insurance

Corporation (FDIC)
bank an institution for hances are there is at least one bank—  Two Views of Banking
receiving, keeping, and an institution for receiving, keeping,  After the American Revolution, the leaders
lending money

A What were the
views of Alexander
Hamilton {top) and
Thomas Jefferson
(bottom) on the
creation of a national
bank?

and lending money—near your home.
That’s because banks have become a fact of
everyday life in the United States. This was
not always the case, however. American
banking as we know it today has developed
over the course of the nation’s history to
meet the needs of a growing and changing
population.

American Banking
Before the Civil War

During the first part of our nation’s
history, banks were very informal busi-
nesses that merchants managed in
addition to their regular trade. For
example, a merchant who sold cloth,
grain, or other goods might allow cus-
tomers to deposit money. He would then
charge a small fee to keep the money safe.
He would also charge a fee if a customer
wanted to take out a loan. These informal
banks were not completely safe, however.
If a merchant went out of business or was
untrustworthy, customers could lose all of
their savings.

250 Money and Banking

of the new nation agreed that one of their
main goals must be to establish a safe,
stable banking system. Such a system was
important for increasing trade with other
countries and ensuring the economic
growth of the new United States. The
nation’s leaders did not, however, agree on
how that goal should be accomplished.
Their debate on banking during the 1780s
and 1790s was part of a larger political
debate about the role of government in the
young country.

As you may remember from your study
of American history, the Federalists
believed that the country needed a strong
central government to establish economic
and social order. The Antifederalists
favored leaving most powers in the hands
of the states. These two groups viewed the
country’s banking needs quite differently.

The Federalists, led by Alexander
Hamilton, believed that a centralized
banking system was necessary for the
United States to develop healthy industries
and trade. When President Washington
appointed Hamilton as Secretary of the
Treasury in 1789, Hamilton proposed a



national bank (a bank chartered, or licensed,
by the national government) that could
issue a single currency for the entire nation,
manage the federal government’s funds,
and monitor other banks throughout the
country.

The Antifederalists, however, led by
Thomas Jefferson, supported a decentral-
ized banking system. In this system, the
states would establish and regulate all
banks within their borders.

The First Bank of the United States

At first, the Federalists were successful in
creating a strong central bank. In 1791,
Congress set up the Bank of the United
States, granting it a twenty-year charter, or
license to operate. The United States
Treasury used the Bank for the following
purposes:

¢ o hold the money that the government
collected in taxes

to help the government carry out its
powers to tax, borrow money in the
public interest, and regulate interstate
and foreign commerce

to issue representative money in the form
of bank notes, which were backed by
gold and silver

to ensure that state-chartered banks held
sufficient gold and silver to exchange for
bank notes should the demand arise

The Bank succeeded in bringing order
and stability to American banking. Many
people worried, however, that the Bank
would lend only to wealthy people and
large businesses. They feared that ordinary
people who needed to borrow money to
maintain or expand their farms and small
businesses would be refused loans. In
addition, Jefferson and other Antifederalists
pointed out that the Constitution does not
explicitly give Congress the power to create
a national bank. Therefore, they argued, the
creation of a national bank was unconstitu-
tional. When Alexander Hamilton died in a
famous duel with Vice President Aaron
Burr in 1804, the Bank lost its main backer.
The Bank functioned only until 1811,
when its charter ran out.

Chaos in American Banking
Once the Bank’s charter expired, state
banks (banks chartered by state govern-
ments) began issuing bank notes that they
could not back with specie, or gold and
silver coins. The states also chartered many
banks without considering whether these
banks would be stable and creditworthy.
Without any kind of supervision or regu-
lation, financial confusion resulted. Prices
rose rapidly. Neither merchants nor
customers had confidence in the value of
the paper money in circulation. Different
banks issued different currencies, and
bankers always faced the temptation to
print more money than they had gold and
silver to back. Merchants had to keep lists
ot which notes were redeemable by gold
and silver and which were not.

The Second Bank of the United States
To eliminate this financial chaos, Congress
chartered the Second Bank of the United
States in 1816. Like the first Bank, the
Second Bank was limited to a twenty-year
charter. The Second Bank slowly managed
to rebuild the public’s confidence in a
national banking system, although many
people, including President Andrew
Jackson, continued to oppose the idea.

national bank a bank
chartered, or licensed,
by the national
govemnment

A In this cartoon, Andrew Jackson drags bank supporter Henry Clay
behind him as he attacks the monster national bank. How does the artist
suggest that the danger is not real?

Chapter 10 m Section 2
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A During the Free
Banking Era
(1837-1863), state-
chartered banks and
even individual
companies issued
their own currency.
What were some of
the difficulties that
arose from this
practice?

bank run widespread
panic in which great
numbers of people try
to redeem their paper
maney

Nicholas Biddle, the Second Bank’s pres-
ident starting in 1823, was responsible for
restoring stability. If Biddle thought that a
particular state bank was issuing bank
notes without enough reserves (that is,
gold and silver to back them), he would
surprise the bank with a great number of
its notes all at once, asking for gold or
silver in return. Some state banks, caught
without the necessary reserves, went out of
business. Others quickly learned to limit
how many notes they issued.

Despite the difficulties arising from
decentralized banking, many people
continued to distrust the federal govern-
ment’'s banking power. In addition,
although the Supreme Court had ruled a

national bank constitutional

THE WALL STREET JOURNAL
BRI CL\SSROOM EDITION B

in 1819, the same groups
who had opposed the first

Greenback,” an article in The Wall
Street Journal Classroom Edition.

Bank also opposed the
In the News Read more about U.S. Second  Bank.  Finally,
currency in “New Colors For the President Jackson’s extreme

distrust of the Second Bank
led him to veto the renewal

of the Bank in 1832.

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events

Visit: PHSchool.com
Web Code: mnc-4102
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The Free Banking Era

The fall of the Second Bank
once again triggered a period
dominated by state-chartered
banks. For this reason, the
period between 1837 and

1863 is known as the Free Banking, or
“Wildcat,” Era. Berween 1830 and 1837
alone, the number of state-chartered banks
nearly tripled. As you might expect, the
sheer number of banks and currencies gave
rise to a variety of problems.

1. Bank runs and panics State-chartered
banks often did not keep enough gold
and silver to back the paper money that
they issued. Customers found it increas-
ingly difficult to exchange their paper
money for gold and silver, setting off
bank runs. These were widespread panics
in which great numbers of people tried
to redeem their paper money at once.
Many banks failed as a result, and public
confidence plummeted. An especially
severe panic occurred in 1837,

2. Wildcat banks Some banks were located
on the edges of settled areas. They were
called “wildcat banks” because people
joked that only wildcats lived in such
remote areas. Wildcat banks had a high
rate of failure.

3. Fraud A few banks engaged in out-and-
out fraud, or cheating. They issued bank
notes, collected gold and silver money
from customers who bought the notes,
and then disappeared. Anyone who had
bought the notes lost their money.

4. Many different currencies State-chartered
banks—as well as cities, private banks,
railroads, stores, churches, and individ-
uals—were allowed to issue currency.
Notes of the same denominations often
had different values, so that a dollar
issued by the “City of Atlanta™ was not
necessarily worth the same as a dollar
issued by the “City of New York.” Many
notes were counterfeits, or worthless
imitations of real notes.

The Later 1800s

By 1860, an estimated 8,000 different
banks were circulating currency. To add to
the confusion, the federal government
played no role in providing paper currency
or regulating reserves of gold or silver. The



Civil War, which erupted in 1861, made
existing problems worse.

Currency in the North and South

During the Civil War, both the Union and
Confederacy needed to raise money to
finance their military efforts. In 1861, the
United States Treasury issued its first paper
currency since the Continental. The official
name of the currency was “demand notes,”
but they were called “greenbacks” because
they were printed with green ink.

In the South, the Confederacy issued
currency backed by cotton, hoping that a
Confederate victory would ensure the
currency’s value. As the Confederate
economy suffered under the strain of the
war, however, Confederate notes became
worthless.

Unifying American Banks

With war raging, the federal government
enacted reforms aimed at restoring confi-
dence in paper currency. These reforms
resulted in the National Banking Acts of
1863 and 1864. Together, these Acts gave
the federal government three important
powers:

1. the power to charter banks

2.the power to require banks to hold
adequate gold and silver reserves to
cover their bank notes

3.the power to issue a single national
currency

The new national currency led to the elimi-
nation of the many different state curren-
cies in use and helped stabilize the
country’s money supply.

The Gold Standard

Despite the reforms made during the Civil
War, the country was still plagued by
money and banking problems. In the
1870s, the nation adopted a gold standard—
a monetary system in which paper money
and coins are equal to the value of a certain
amount of gold. The gold standard had
two advantages:

1.1t set a definite value for the dollar, so

that one ounce of gold equaled about
$20. Since the value was set, people
knew that they could redeem the value
of their paper money at any time.
Confident in that knowledge, people felt
comfortable carrying around the lighter
and more convenient paper money.

2. The government could issue currency
only if it had gold in the treasury to
back the notes. Because of the limited
supply of gold, the government was
prevented from printing an unlimited
number of notes.

The gold standard thus fulfilled an essential

requirement of a banking system: a stable

currency that inspires the confidence of
the public.

Banking in the Early
Twentieth Century

Reforms such as the creation of a single
national currency and the gold standard
helped stabilize American banking. They
did not, however, provide for a central
decision-making authority. Such an

authority could help banks provide funds

A The National Banking
Acts of 1863 and 1864
required banks to hold
enough gold and silver reserves
to cover their bank notes.

Chapter 10 m Section 2

greenback paper
currency issved during
the Civil War

gold standard a
manetary system in
which paper money
and coins are equal to
the value of a certain
amount of gold
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Figure 10.4 Devel

Date
1780s
1791
1811-1816
1816
1830s-1860s
18611863
1863-1864
1907
1913
1929
1933

1940s-1960s
Late 1960s-1970s

1980s
2000

QULLDIN,

Federal Reserve
System the nation’s
central banking system

central bank bank that
can lend to other banks
in times of need

member bank bank that
belongs to the Federal
Reserve System

opments in American Banking

Development
The nation has no reliabl dium of exch Federalists
and Antifederalists disagree about a banking system.
First Bank of the United States is established.

Period of instability follows expiration of First
Bank’s charter.

Second Bank of the United States reestablishes stability,
President Jackson vetoes recharter of Second Bank

in 1832, giving rise to Free Banking Era.

Civil War makes clear the need for a better monetary
and banking system.

National Banking Acts of 1863 and 1864 establish
national banking system and uniform national currency.

Panic of 1907 leads to creation of the Federal
Reserve System.

President Wilson signs the Federal Reserve Act.

The Great Depression hegins.

President Roosevelt helps restore confidence in the
nation’s banks by establishing the FDIC.

Period of government regulation and long-term stability

New laws make clear the rights and responsibilities of
banks and consumers.

Period of deregulation; S&Ls face bankruptcies

After two decades of mergers, the banking system emerges
stable and healthy.

he twentieth century?

for growth and manage the money supply
based on what the economy needed.

Continuing problems in the nation’s
banking system resulted in the Panic of
1907. Because they lacked adequarte
reserves, many banks had to stop
exchanging gold for paper money. Several
long-standing New York banks failed, and
many people lost their jobs because busi-
nesses did not have access to money for
investing in furure projects. Clearly, the
economy needed a central banking system
so that the country could avoid such panics
in the furure. As a result of the 1907 crisis,
the government made plans to reinstate a
central bank.

The Federal Reserve System

Passed in late 1913, the Federal Reserve
Act established the Federal Reserve System.
The Federal Reserve System, or Fed, served
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b 1780s
Continental

p————

NOTICE TO

The history of American banking shows a series of shifts between stability and instability.
Government What does the chart suggest about the role of government in banking during

as the nation’s frst true central bank, or
bank that can lend to other banks in time
of need. Tt reorganized the federal banking
system as follows:

o Member banks The system created up
to twelve regional Federal Reserve Banks
throughout the country. All banks char-
tered by the national government were
required to become members of the Fed.
The Federal Reserve Banks were the
central banks for their districts. Member
banks—Dbanks that belong to the Fed—
stored some of their cash reserves at the
Federal Reserve Bank in their district,
Federal Reserve Board All of the
Federal Reserve Banks were supervised
by a Federal Reserve Board appointed by
the President of the United States.
o Short-term loans Fach of the regional
Federal Reserve Banks allowed member



banks to borrow money to meet short-
term demands. This helped to prevent
bank failures that occurred when large
numbers of depositors withdrew funds
during a panic.

Federal Reserve notes The system also
created the national currency we use
today in the United States—Federal
Reserve notes. This allowed the Federal
Reserve to increase and decrease the
amount of money in circulation
according to business needs.

You will read more about the role of the
Federal Reserve and how the system works
today in Chapter 16.

Banking and the Great Depression

The Fed helped to restore confidence in the
nation’s banking system. It was unable,
however, to prevent the terrifying Great
Depression—the severe economic decline
that began in 1929 and lasted more than a
decade.

During the 1920s, banks loaned large
sums of money to many high-risk busi-
nesses. Many of these businesses proved
unable to pay back their loans. Farmers
were also unable to pay back loans due to
crop failures and hard times on the
nation’s farms. In addition, the 1929 stock
market crash resulted in widespread bank
runs as nervous depositors rushed to
withdraw their money. The combination
of unpaid loans and bank runs resulted in
the failure of thousands of banks across
the country.

Banking Reforms
After becoming President in 1933, Franklin
D. Roosevelt acted to restore public confi-
dence in the nation’s banking system. On
March 35, 1933, Roosevelt declared a
national “bank holiday” and closed the
nation’s banks. Within a matter of days,
sound banks began to reopen. The “bank
holiday” was not a time of festivities, as the
name implies, but a desperate last resort to
restore trust in the nation’s financial system.
Later in 1933, Congress passed the act
that established the Federal Deposit Insurance

Corporation (FDIC). The FDIC insures
customer deposits if a bank fails. At first,
FDIC insurance covered losses up to
$2,500. Today the amount insured has
risen to $100,000 per account.

In addition, federal legislation passed
during the Great Depression severely
restricted individuals’ ability to redeem
dollars for gold. Eventually, currency
became fiat money backed only by the
government’s decree that establishes its
value. In this way, the Federal Reserve
could maintain a money supply at adequate
levels to support a growing economy.

Banking in the Later
Twentieth Century

As a result of the many bank failures of the
Great Depression, banks were closely regu-
lated from 1933 through the 1960s.
Restrictions included the interest rates
banks could pay depositors and the rates
that banks could charge consumers for
loans. Banks could also lend money only to
customers who had a history of paying
back loans on time.

By the 1970s, banks were eager for relief
from federal regulation. In the late 1970s
and 1980s, Congress passed laws to
deregulate several industries. Deregulation

=
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Federal Reserve note
the national currency
we use today in the
United States

Great Depression
the severe economic
decline that began in
1929 and lasted for
maore than a decade

Federal Deposit
Insurance Corporation
(FDIC) the government
agency that insures
customer deposits if a
bank fails

¥ Widespread bank
runs at the start of
the Great Depression
led to the failure of
thousands of banks
nationwide.
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A What does the
cartoonist suggest
about the large
number of recent
bank mergers?

';:| is the removal, or
:_'__“3_- N relaxation, of govern-
T li' ment restrictions on
’_E_—_ ol business.  Unfortun-

||| ately, this deregulation
contributed to a crisis
in a class of banks
known as Savings and
Loans (S&Ls).

The Savings and Loan
Crisis

Deregulation was one
cause of the S&L crisis. High interest rates,
inadequate capirtal, and fraud were others.

1. Deregulation S&Ls had previously
been protected by government regula-
tion. S&Ls were unprepared for compe-
tition after deregulation.

2. High interest rates During the 1970s,
S&Ls had made long-term loans at low
rates. By the 1980s, interest rates had
skyrocketed. This meant that S&Ls had
to pay out high interest rates to their
depositors. At the same time, however,
they were receiving low rates on the
money they had loaned out in the 1970s.

3. Bad loans Risky loans made in the early
1980s hit the S&L industry especially

hard, forcing many out of business, as the
graph on page 176 of Chapter 7 shows.

4. Fraud A few financially important
institutions fraudulently made large
loans to businesses that had little chance
of succeeding. When these businesses
failed, a tremendous drain was put on the
reserves of the FSLIC, the federal agency
that insured S&Ls.

In 1989, Congress passed the Financial
Institutions Reform, Recovery, and
Enforcement Act (FIRREA). This Act
essentially abolished the independence
of the savings and loan industry and
transferred insurance responsibilities to
the FDIC.

Recent Trends

In 1999, in some of the most sweeping
legislation since the Great Depression,
Congress repealed the 1933 Glass-
Steagall Act. This action paved the way
for banks to sell financial assets such as
stocks and bonds while establishing new
privacy rules for customer data. In
addition, the 1990s and 2000s saw a
growing trend toward bank mergers. You
can read more about these mergers in the
Case Study on page 265.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-4106

6. Try This Suppose you are a Federalist or Antifederalist.
Write notes for one side of a debate on the creation of a
national bank. Then organize a classroom debate.

1. Critical Thinking Suppose you were living during the
Great Depression. How might the events of that era have
affected your future banking decisions?

Key Terms and Main Ideas

1. What was the purpose of the first Bank of the United
States?

2. What were three results of the National Banking Acts of
1863 and 18647 HINTI

3. Explain the purpose of the Federal Deposit Insurance
Corporation (FDIC). HINT

Applymg Economic Concepts

4, Critical Thinking Use evidence from your reading to
explain how the role of financial institutions has
changed over time.

5. Decision Making Picture yourself living in the period
following the Civil War. Would you support a central
banking system? Why or why not?

(Go Online
—FPHSchool.com
For: Research Activity

Visit: PHSchool.com
Wehb Code: mnd-4102
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ECONOMIC

Amadeo P. Giannini

—_—
Entrepreneur

(1870-1949)

When other banks refused to make loans to working-class people, this
son of immigrants established one that would. On the strength of bis
low-income customer base, Amadeo Peter Giannini built the largest
commercial bank in the world and contributed to the United States’

economic development.

From Dockworker to Banker
Giannini was born in San Jose, California,
to [talian immigrant parents. After his
father died, his mother remarried, and the
family moved to San Francisco. At age 12,
Giannini went to work on the docks,
loading and unloading fruits and vegetables
for his stepfather’s produce market. Asa
young man, he traveled throughout the
state, signing farmers to contracts to supply
him with produce. Over time, Giannini
gained a repuration as a shrewd but honest
businessman. He also developed a respect
for people who worked with their hands.

In 1902, Giannini’s business success led
him to be invited to join the board of
directors of a local bank. As a director he
learned that the bank would loan only to
wealthy San Franciscans. When the other
bank directors refused to make loans to
low-income workers, he quit the board to
start his own bank.

Founding a Community Bank

In 1904, Giannini opened the Bank of [taly
in San Francisco’s heavily Iralian North
Beach section. He went door-to-door in the
neighborhood, explaining to immigrant
workers what the bank could do for them if
they were to become customers.

About 18 months later, a devastating
carthquake destroyed much of the city,
including Giannini’s bank. While other
banks stayed closed, Giannini put a plank
across two barrels in front of his ruined
bank and made loans from this “desk.” As
a result, working-class North Beach was
the first section of the city to be rebuilt.

The Bank of America

The earthquake bolstered Giannini’s belief
that banks should serve the public at large,
and he decided to offer his banking services
in other communities. In 1909, he opened
his first branch in nearby San Jose. By
1918, the Bank of Italy had expanded
across California, becoming the first bank
in America with a statewide system of
branches. In the 1920s, Giannini started a
new bank network, which he named the
Bank of America. In 1930, he merged the
Bank of Iraly into this new bank.

Giannini had retired in 1930, but his
successor’s conservative policies soon
brought him out of retirement to retake
control. In the 1930s, he made the Bank of
America the world’s largest commercial
bank. At the time of Giannini’s death, the
Bank of America had roughly 500 branches
and $6 billion in deposits.

CHECK FOR UNDERSTANDING

1. Source Reading  In your own
words, summarize Amadeo Giannini's
ideas about a banl's function and role
in society.

3. Learn More Use the Internet and
other sources to learn about the
Community Reinvestment Act. Write a
brief repart on what it requires banks
to do.

2. Critical Thinking How does the
establishment of new branches benefit
both a bank and the public?




Objectives
After studying this section you will be able to:

1. Explain how the money supply in the
United States is measured.

2. Explain the functions of financial institutions.

3. ldentify different types of financial
institutions.

4, Understand the changes brought about by
electronic banking.

Section Focus

Banking has changed greatly
in recent decades. Today,
many people are likely to use
credit or debit cards instead of
cash or checks. Banks provide
alarge array of services,
electronic banking is revo-
lutionizing the way people
conduct banking transactions.

Banking Today

Key Terms
money supply default
liguidity mortgage
demand credit card
deposit interest
money market  principal
and mutual fund debit card
fractional creditor
reserve
banking

money supply all the

maney available in the D
United States economy
liquidity the ability to
be used as, or directly
converted ta, cash

demand deposit the

maoney in checking
accounts

M1

A Assets that
have liquidity
include currency,
funds in checking
accounts, and
traveler's checks.

into, cash.
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o you have a checking account, credit
card, or ATM card? If you don’t, you
most likely will in the near future. As this
question suggests, people in the United
States today use more than just paper
currency and coins to pay for purchases.

Measuring the Money Supply

You are familiar with paying for the items
you need with currency—the bills and
coins in your pocker. Money consists of
currency. It also consists of traveler’s
checks, checking account deposits, and a
variety of other components. All of these
components make up the United States
money supply—all the money available in
the United States economy. To more easily
keep track of these different kinds of
money, economists divide the money
supply into several categories. The main
categories are called M1 and M2.

M1 represents money that people can gain
access to easily and immediately to pay for
goods and services. In other words, M1
consists of assets that have liquidity, or the
ability to be used as, or directly converted

As you can see from Figure 10.5, about
48 percent of M1 is made up of currency

held by the public, that is, all currency held
outside of bank vaults. Another large part
of M1 is deposits in checking accounts.
Funds in checking accounts are also called
demand deposits because checks can be
paid “on demand,” that is, at any time.
Until the 1980s, checking accounts did not
pay interest, and a new category, called
other checkable deposits, was introduced
to describe checking accounts that did pay
interest. Today this distinction is not as
meaningful as it once was since many
checking accounts pay interest if your
balance is sufficiently high.

Traveler’s checks make up a very small
component of M1. Unlike personal checks,
traveler’s checks can be easily turned into
cash.

M2

M2 consists of all the assers in M1 plus
several additional assets. These additional
M2 funds cannot be used as cash directly,
but can be converted to cash fairly easily.
M2 assets are also called near money.

For example, deposits in savings
accounts are included in M2, They are not
included in M1 because they cannot be
used directly in financial exchanges. You
cannot hand a sales clerk your savings
account passhook to pay for a new
backpack. You can, however, withdraw



PiBchool.com
Web Code: mng-4102

Figure 105 Major Components of the Money Supply

M1 Components Billions

Currency $704.1 Savings deposits $3,550.0
Demand deposits $331.7 Retail money market funds | $701.8
Other checkable deposits $3226 Small denomination time deposits $851.1
Traveler's checks $15 Total M1 $1.371.9
Total M1 §1,31.9 Total M2 $6,474.9

B Savings deposits 55%

B Retail money
market funds 11%

B Currency 51%
B Demand deposits 25%

~ Other checkable
deposits 24%

Traveler's checks 1%

I Small denomination
time deposits 13%

M1 21%

-

Individual categories may be affected by rounding.
Source: Federal Reserve Board Statistical Release H.§, April 28, 2005

‘\Hwh\fe The components of M1 can be used as cash or can be easily converted into cash. M2

¥ eonce

money from your savings account and then
use that money to buy a backpack.

Deposits in money market mutual funds are
also included as part of M2. These are
funds that pool money from small savers
to purchase short-term government and
corporate securities. They earn interest and
can be used to cover checks written over a
certain minimum amount, such as $250.
You will read more about money market
mutual funds in Chapter 11.

Functions of Financial
Institutions

Banks and other financial institutions are
essential to managing the money supply.
They also perform many functions and
offer a wide range of services to consumers.

Storing Money

Banks provide a safe, convenient place for
people to store money. Banks keep cash in
fireproof vaults and are insured against the
loss of money in the event of a robbery. As
you read in Section 2, FDIC insurance
protects people from losing their money if
the bank is unable to repay funds.

consists of the assets in M1 plus assets that can be converted to cash fairly easily.
Money What is the largest component of M1? Of M2?

Saving Money

Banks offer a variety of ways for people to
save money. Four of the most common
ways are the following:

® Savings accounts

o Checking accounts

s Money market accounts

s Certificates of deposit (CDs)

Savings accounts and checking accounts
are the most common types of bank
accounts. They are especially useful for
people who need to make frequent with-
drawals. Savings accounts and most
checking accounts pay a small amount of
interest at an annual rate.

Money market accounts and certificates
of deposits (CDs) are special kinds of
savings accounts that pay a higher rate of
interest than do savings and checking
accounts. Money market accounts allow
you to save and to write a limited number
of checks. Interest rates are not fixed, but
can move up or down. CDs, on the other
hand, offer a guaranteed rate of interest
over a certain period of time. Funds placed
in a CD, however, cannot be removed until
the end of a certain time period, such as one
or two years. Customers who remove their

Chapter 10 m Section 3

money market mutual
fund a fund that pools
maney from small
savers to purchase
short-term government
and corporate
securifies
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money before that time pay a
penalty for early withdrawal.

Edition.

In the News Read more about loans in
“The Lowdown on Loans,” an article in
The Wall Street Journal Classroom

Loans

Banks also perform the
important service of pro-
viding loans. As you have

Go @nline
The Wall Street Journal
Classroom Edition

For: Current Events

Visit: PHSchoal.com @

Web Code: mnc-4103

read, the first banks started
doing business when gold-
smiths issued paper receipts.
These receipts represented
gold coins that the goldsmith
held in safe storage for his
customers. He would charge

a small fee for this service.

fractional reserve
banking a banking
system that keeps only
a fraction of funds on
hand and lends out the
remainder

In early banks, those

receipts were fully backed by

gold—every customer who held a receipt
could be sure that the goldsmith kept the
equivalent amount of gold in his safe.
Gradually, however, goldsmiths realized
that their customers seldom, if ever, asked
for all of their gold on one day. Goldsmiths
could thus lend out half or even three

quarters of their gold at any one time and
still have enough gold to handle customer
demand.

Why did goldsmiths want to lend gold?
The answer is that they charged interest on
their loans. By keeping just enough gold
reserves to cover demand, goldsmiths could
run a profitable business lending deposits
to borrowers and earning interest. The first
banks were based on this practice.

A banking system that keeps only a
fraction of funds on hand and lends out
the remainder is called fractional reserve
banking. Like the early banks, today’s banks
also operate on this principle. They lend
money to homeowners for home improve-
ments, to families to pay for college tuition,
and to businesses. The more money a bank
lends out, and the higher the interest rate it
charges borrowers, the more profit a bank
is able to make.

By making loans, banks help new busi-
nesses get started, and they help established
businesses grow. When a business gets a

: RIATH i
Figure 10.6 The Fractional Reserve System - II"

Deposit of $10,000
A customer deposits
$10,000 into his or
her account

Retain $2,000
The bank holds
20% of the deposit
to cover demand
for withdrawals

Loan of $8,000
The bank lends $8,000
to a customer who uses

it to buy a car

SULLDIN .

Loan of $6,400
The bank lends $6,400

to a customer who uses

it to buy furniture

Retain $1,600
The bank retains
20% of the deposit

Deposit of $8,000
The seller of the car
s deposits the $8,000

Deposit of $6,400
-!ll‘ The seller of the furniture
deposits the $6,400
in a bank

Retain $1,280
The bank retains
20% of the deposit

Loan of $5,120

The bank lends $5,120
to a customer who uses
it for college tuition

In a fractional reserve system, banks keep only a fraction of funds on hand and lend

out the rest. The funds lent out fuel the economy and ensure continued growth.
Money Why does the bank retain a percentage of the money it receives from

15 Con ct"" depositors?

260 Money and Banking



loan, that business can create new jobs by
hiring new workers or investing in physical
capital in order to increase production.

A business that gets a loan may also help
other businesses grow. For example,
suppose you and a friend want to start a
window-washing business. Your business
will need supplies like window cleaner and
ladders, so the companies that make your
supplies will also benefit. They may even
hire workers to expand their businesses.

Bankers must, however, consider the
security of the loans they make. Suppose
borrowers default, or fail to pay back their
loans? Then the bank loses money. Bankers
therefore always face a trade-off between
profits and safety. If they make too many
bad loans—loans that are not repaid—they
may go out of business altogether. (See
pages 510-511 of the Personal Finance
Handbook to learn more about banks and
the services they offer.)

Mortgages

A mortgage is a specific type of loan that is
used to buy real estate. Suppose the Lee
family wants to buy a house for $200,000.
They are unlikely to have the cash on
hand to be able to pay for the house. Like
almost all home-buyers, they will need to
take out a mortgage.

The Lees can afford to make a down
payment of 20 percent of the price of the
house, or $40,000. After investigating the
Lees’s creditworthiness, their bank agrees
to lend them the remaining $160,000 so
that they can purchase their new house.
Mortgages usually last for 15, 25, or 30
years. According to the terms of their
loan, the Lees are responsible for paying
back the loan plus whatever interest the
bank charges over a period of 25 years.

Credit Cards

If you look at a credit card, somewhere
you will see the name of a bank printed on
it. Another service that banks provide is
issuing credit cards—cards entitling their
holders to buy goods and services based
on the cardholder’s promise to pay for
these goods and services.

Figure 10.7 Compound Interest

Startof | Principal Interest Principal at

year amount | eamed at5% | end of year
3 $100.00 $5.00 $105.00
1 $105.00 $5.25 £110.25
4 $110.25 $5.51 £115.76
3 £115.76 $5.79 $£121.55
4 $121.55 $6.08 $127.63
5 $127.63 $6.38 $134.01
] $134.01 $6.70 $140.71
7 $140.71 $7.04 £147.75
8 $147.75 $7.39 $155.14
9 £155.14 $7.76 $162.90
10 $162.90 $8.14 $171.04
1 £171.04 $8.55 $179.59
12 $179.59 $8.98 $188.57
13 £188.57 $9.43 £198.00
14 £198.00 $9.90 £207.90
15 $207.90 $10.39 $218.29

How do credit cards work? Suppose you
buy a sleeping bag and tent for $100 on
May 3. You do not actually pay for the
gear until you receive your credit-card bill
and pay it in June. In the meantime,
however, the credit-card issuer (the bank)
will have paid the sporting goods store.
Your payment repays the bank for the
“loan” of $100.

Simple and Compound Interest
As you have read, interest is the price paid
for the use of borrowed money. The
amount borrowed is called the principal.
Simple interest is interest paid only on
principal. For example, if you deposit
$100 in a savings account at 5 percent
simple interest, you will make $5 in a year
(assuming that interest is paid annually).
Suppose that you leave the $5 in interest
in the bank, so that at the end of the year
you have $105 in your account—$§100 in
principal and $5 in interest. Compound
interest is interest paid on both principal
and accumulated interest. That means that
in the second year, as long as you leave
both the principal and the interest in your
account, interest will be paid on $105.
Figure 10.7 shows how an account paying
compound interest grows over time.

Chapter 10 m Section 3

This chart shows the
money earned on a
$100 deposit when
interestis com-
pounded yearly at

5 percent.

Income How many
years does it take for
the original deposit
to double?

default failure to pay
back a loan

mortgage a specific
type of loan that is used
to buy real estate

credit card a card
antitling its holder to
buy goods and services
based on the holder’s
promise ta pay for
these goods and
services

interest the price paid
for the use of borrowed
maney

principal the amount of
maoney borrowed
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After customers
deposit money, a
bank lends it to
businesses and other
borrowers and
collects interest. The
bank uses this
income from interest
to cover its costs and
make a profit.
Income What are
the sources of a
bank's income?

Figure 10.8 How Banks Make a Profit

Money enters bank Money leaves bank
Interest and
E 4 withdrawals to
Deposits from - : customers
customers
Loans to
Interest from borrowers:
borrowers = business loans
* home
mortgages
Fees for = personal loans
services
Bank's costs of
doing business:
= salaries
Bank retains *taxes
required reserves = other costs
Banks and Profit deposits, and make loans. Some commer-

The largest source of income for banks is
the interest they receive from customers
who have taken loans. Banks, of course,
also pay out interest on customers’ savings
and most checking accounts. The amount
of interest they pay out, however, is less
than the amount of interest they charge on
loans. The difference in the amounts is how
banks cover their costs and make a profit.

Types of Financial
Institutions

Several kinds of financial institutions
operate in the United States. These include
commercial banks, savings and loan asso-
ciations, mutual savings banks, and credit
unions. During the 1990s, these financial
institutions became more similar than dis-
similar, although differences still remain.

Commercial Banks

Commercial banks, which traditionally
provided services to businesses, offer a
wide range of services today. Commercial
banks offer checking services, accept
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cial banks are chartered by states and are
regulated by state authorities and by the
Federal Deposit Insurance Corporation
{FDIC). About one third of all commercial
banks are national banks and are part of
the Federal Reserve System. Commercial
banks provide the most services and play
the largest role in the economy of any type

of bank.

Savings and Loan Associations

Savings and Loan Associations (S&Ls),
which you read about in Section 2, were
originally chartered to lend money for
building homes during the mid-1800s.
Members of Savings and Loan Assoc-
iations deposited funds into a large
general fund and then borrowed enough
money to buy their own houses. Savings
and Loans are also called thrifts because
they originally enabled “thrifty” working-
class people—thar is, people who were
caretul with their money—to save up and
borrow enough to buy their own homes.
Over time, Savings and Loan Associations
have taken on many of the same functions
as commercial banks,



Savings Banks
Mutual savings banks (MSBs) originated
in the early 1800s to serve people who
made smaller deposits and transactions
than commercial banks wished to handle.
Mutual savings banks were owned by the
depositors themselves, who shared in any
profits. Later, many MSBs began to sell
stock to raise additional capital. These
institutions became simply savings banks
because depositors no longer owned them.
Although savings banks were tradition-
ally concentrated in the Northeast, they
had an important influence on the national
economy. In 1972, the Consumer’s Savings
Bank of Worcester, Massachusetts, intro-
duced a Negotiable Order of Withdrawal
(NOW) account, a type of checking
account that pays interest. NOW accounts
became available nationwide in 1980.

Credit Unions

Credit unions are cooperative lending
associations for particular groups, usually
employees of a specific firm or government
agency. Credit unions are commonly fairly
small and specialize in home mortgages
and car loans, usually at interest rates
favorable to members. Some credit unions
also provide checking account services.

Finance Companies

Finance companies make installment loans
to consumers. These loans spread the cost
of major purchases like computers, cars,
refrigerators, and recreational vehicles
over a number of months. Because people
who borrow from finance companies more
trequently fail to repay the loans, finance
companies generally charge higher interest
rates than banks do.

Electronic Banking

Banks began to use computers in the early
1970s to keep track of transactions. As
computers have become more common in
the United States, their role in banking has
also increased dramatically. In fact,
computerized banking may revolutionize

banking in much the same way that paper
currency changed banking long ago.

Automated Teller Machines
If you use an Automated Teller Machine
{ATM), you are already familiar with one
of the most common types of electronic
banking. ATMs are computers that
customers can use to deposit money,
withdraw cash, and obtain account infor-
mation at their convenience. Instead of
having to go to the bank during the bank’s
hours of operation to conduct banking
business face—to—face with a teller, you can
take care of your finances at an ATM.
ATMs are convenient for both banks and
for customers, since they are available 24
hours a day and reduce banks’ labor costs.
The overwhelming popularity of ATMs
suggests that they are likely to be a perma-
nent feature of modern banking.

Debit Cards
Debit cards are used to withdraw money.
You may use a debit card to withdraw

[—

Chapter 10 m Section 3

dehit card a card used
to withdraw money

< Electronic
banking has greatly
changed the way

customers interact
with their banks.
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FAST FACT

Electronic banking has clear
economic benefits. While the cost of
processing a paper check is 35 cents,
the cost of processing an electronic

money at an ATM. You may
also use a debit card in stores
equipped  with  special
machines. When you “swipe”
your card through one of
these machines, your debit

paymentis only 7 cents. The
percentage of transactions com-
pleted slectronically is growing
dramatically. Electronic payments
account for about 90 percent of the
total dollar value of all transactions.

card sends a message to your
bank to transfer money from
your checking  account
directly into the store’s bank

creditor person or
institution to whom
maney is owed

account. For security, debit
cards require customers to
use personal identification
numbers, or PINs, to authorize financial
transactions.

Home Banking

More and more people are using the
Internet to conduct their financial
business. Many banks, credit unions, and
other financial institutions allow people to
check account balances, transfer money to
different accounts, pay their bills, and
automatically deposit their paychecks via
computer.

Automatic Clearing Houses
Automatic Clearing Houses (ACHs),
located at Federal Reserve Banks and their

branches, allow customers to pay bills
without writing checks. An ACH transfers
funds automarically from customers’
accounts to creditors’ accounts. (A creditor
is a person or institution to whom money
is owed.) People usually use ACHs to pay
regular monthly bills like mortgage
payments, rent, utility bills, and insurance
premiums. They save time, postage costs,
and any worries about forgetting to make
a payment.

Stored Value Cards

Stored value cards, or smart cards, are
similar to debit cards. These cards are
embedded with either magnetic strips or
computer chips with account balance
information. Smart cards include cards
issued to college students living in dormi-
tories to pay for cafeteria food, compurer
time, or photocopying. Phone cards, with
which customers prepay for a specified
amount of long-distance calling, are also
smart cards.

Will stored value smart cards someday
replace cash altogether? No one can know
for sure, but private companies and public
facilities have continued to explore new
uses for smart card technology.

_| Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-4107

1. Using the Databank Turn to the graph entitled “Personal
Savings as a Percentage of Disposable Income” on page
540. (a) Describe the pattern of personal savings shown
on the graph. (b) What factors could have caused the
steady drop in savings since the 1970s?

8. Critical Thinking Write a paragraph in which you
analyze how financial institutions affect households and
businesses.

Key Terms and Main Ideas

1. What is the difference between M1 and M2? Give an
example of each.| HINT i

2. How does a dehit card differ from a credit card? HINT i
3. Describe three services that banks provide. HINT

4, Explain why banks must balance profit and security

when making loans. | HINT [

Applying Economic Concepts

5. Try This Suppose you are setting up a classroom bank.
What incentives will you offer so your classmates will
use your bank? How will your bank make a profit?

6. You Decide Suppose thatyou are planning to open a
checking account so you can deposit checks from your
summer job. How will you decide on a bank?

(Go Go @nline
HSchool.com

For: Writing Activity

Visit: PHSchool.com @

Weh Code: mnd-4103

264 Money and Banking



=7 -z ;r
AT ST -
¥ A7 A T
Iy g

[ F & A
"’"'
FE S dN
ress §
"’ |
iy &
ey rFy
Yy
oo x
I'II ¢

0’.:’«‘:'

'l'l
say
V"'

LAY
&7

A

fl"

s-

‘Lc ase StudY

Big Banks and

S ince the 1980s, bank mergers have been taking place at a rapid rate. By 2001,
than half as many banks in existence as there had been 20

vears earlier. Larger banks mean larger profits, as banks acquire more customers

through each successive merger. This certainly benefits the banks’ shareholders,

there were fewer

but what about consumers?

Large Banks These giant banks offer many bene-
fits to their customers, such as compurterized
banking, conveniently located branch banks, and
far-reaching ATM networks. Although there are
fewer banks than in 1980, there are now more
bank branches. However, after mergers, many
banks have increased fees for services or tight-
ened credit restrictions. Many customers are
unhappy about the impersonal nature of some
larger banks.

Small-Bank Networks A positive outcome of the
merger mania has been growth among small

banks. The federal government has forced many
large banks to divest some of their branch banks

in order to avoid having a monopoly in any given location. In some areas, banking
companies have formed small regional networks by buying some of these banks,

Community Banks In the 1990s, an average of 200 charters were issued every year

to new community banks. Small banks
have capitalized on their small size,
emphasizing personalized service and
their ties to the local community.

The merger mania has made some
people fear the end of competition in the
banking industry. But as large banks grow
ever larger, new community banks have
stepped in to ensure that many people
still have a choice of where to bank.

Applying Economic ldeas

1. What are the benefits and drawbacks
of using one of the big banks?

2. The chart shows some of the major
banking mergers since 1990. What
do you think are the advantages and
disadvantages to a bank entering into
a major merger?

Robertson Stephens — Sk Amencn\
Bank of

Manufacturers Hanover——

Small

A Some small depositors like the
personalized service of a small bank.

Major Bank Mergers Since 1990

Citicorp—___ Citigfoup

Travelers
L—_‘-_____._--——‘"“ Travelers—

Salomon Bros.
Bank of America —___

NationsBank—_ / America
Barnett Bank ——— NationsBank

Chase Manham\____k‘ e
Chemical Bank——____ Chemical Bank/ Manhattan

Banc One s S
First Commerce —— Banc 0“9\
Bank One

First Chicago
NBD __— First Chicago NeD—




Chapter ssessment

Chapter Summary Key Terms
summary of major ideas in Chapter 10 appears Choose the italicized term in parentheses that
below. See also the Guide to the Essentials best completes each sentence.
of Economics, which provides additional review and . i i .
1. Using corn, cattle, or cotton as a medium of

test practice of key concepts in Chapter 10.

Section 1 Money (pp. 243-248)

Money has three main functions in our economy. It
serves as a medium of exchange, a unit of account, and a
store of value. Economists use six characteristics to
judge how well an item serves as currency: durabili-
ty, portability, divisibility, uniformity, limited supply,
and acceptability. U.S. currency has value because
the United States government has given it value by
fiat, or decree.

Section 2 The History of American Banking (pp. 250-256)
American banking has gone through several shifts
between centralized and decentralized systems
throughout our nation’s history. Before the Civil
War, banking was largely fragmented. A more sta-
ble, centralized system emerged after the conflict.
The twentieth century has seen American banking
become more stable, with the development of the
Federal Reserve System in 1913 and the Federal Deposit
Insurance Corporation (FDIC) in 1933.

Section 3 Banking Today (pp. 258-264)

Many different components are considered when
calculating the country’s money supply. M1 consists
of currency, deposits in checking accounts, and trav-
eler’s checks. M2 consists of all the components of
M1 plus additional assets. Banks vary in function,
although the various banks and financial institutions
have become increasingly similar in the services they
provide. These services include storing money safely
and providing loans. Technological advances are
furthering a shift toward electronic banking.
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exchange is an example of (representative
moneylcommodity money).

2. (Currency/Greenback) is a term that refers

to bills and coins.

3. A (debit card/credit card) allows you to

withdraw money directly from your check-
ing account.

4. When buying a house, you obtain a (unit of

account/mortgage) to help pay for it

5. The (Federal Reserve System/FDIC) guaran-

tees a bank deposit up to $100,000.

6. The money held in a checking account can

be referred to as a (demand deposit/gold
standard).

1. (Barter/Fiat money) holds its value because

a government has deemed it acceptable as a
form of payment.

8. (Liquidity/Money supply) refers to how

casily assets can be converted into cash.

Using Graphic Organizers

9. On a separate sheet of paper, copy the web

map below to summarize the services that
banks provide. Complete the web map by
writing an example of a banking service
and a brief description of it in each oval.
You may add more ovals as necessary.

Loans

Help businesses
grow

Banking
Services



Reviewing Main ldeas

10. In your own words, describe the three functions
of money. | HINT b
11. Explain how a $1 bill has all six characteristics
of money. | HINT
HINT | 12. Name two measures that have been taken to stabi-
' lize American banking since the Great Depression.
13. What is fractional reserve banking? | HINTi
14. What is electronic banking? | HINT '

Critical Thinking

15. Predicting Consequences What would happen if
the dollar lost its store of value? Whart could you
substitute as a medium of exchange?

16. Recognizing Cause and Effect What were the
effects of the following events on the history of
banking? (a) expiration of the charter of the
Second Bank of the United States (b) Panic of
1907 (¢) Great Depression

17. Drawing Conclusions Some economists have pre-
dicted a “cashless society” in which all banking
will be done electronically. Do you think this will
be true of the United States economy? Support
your conclusion with specific examples.

18. Synthesizing Information List three of your per-
sonal financial goals (for example, paying for
education beyond high school). What role might
banks have in helping you achieve those goals?

Problem-Solving Activity

19. Make a list of the problems associated with debit
cards, such as forgotten PINs, lost cards, and so
forth. What steps could be taken to eliminate
some of these problems?

Economics Journal

Writing Essays Review your list of the times
that you used money and its substitutes during an
average week. Then write an essay describing how
your week would have been different if you had
bartered for your purchases instead of using
money.

Skills for Life

Understanding Public Opinion Polls Review the
steps shown on page 249; then answer the following
questions using the hypothetical opinion poll results
below.
20. What is probably the purpose of this public
opinion poll? For whom might the results of this
public opinion poll be useful?
21. Do the questions asked provide a valid indicator
of overall public opinion? Why or why not?
22. Describe the public’s general feelings about ATM
user fees charged by banks based on the results
of this poll.
23. Think of two more questions that this poll could
ask to make it more useful in evaluating public
opinion toward ATM user fees.

ATM User Fees Poll

“Many banks charge fees of $1.00 or more for ATM use.
Keeping this in mind, do you agree or disagree with the
following statements?”

| Agree | Disagree
n.fmks;:v; :: right to charge 48% 52%
e | o | o
e |

Mate: Random sample of 2,000 people surveyed by phone; margin of error is + 5%.

Progress Monitoring Online

For: Chapter 10 Self-Test  Visit: PHSchool.com
Web Code: mna-4101

As a final review, take the Economics Chapter 10 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice guestions designed to
test your understanding of the chapter content.
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DEBATING CURRENT ISSUES: Regulating Financial

Markets

In the early 2000s, investor confidence in the stock market was shaken by a series of scandals. To restore
the faith of investors, Congress passed legislation to regulate corporate accounting.

In this debate from The Wall Street Journal Classroom Edition, Randall Dodd, director of the
Financial Policy Forum, and U.S. Congressman Jeff Flake, an Arizona Republican, argue whether the
market would function better with more regulation—or less.

Should the government
YES increase its regulation of
financial markets?

By RanparL Dobn

Financial markets work best when investors are

fully informed and the markets are free of fraud
and manipulation,

In an unregulated market, investors will not have
enough information to guide their investments, which
should not be based on rumor. Companies have incen-
tives not to share information, such as bad news about
themselves or information about others that is not
commonly known. That's why regulators require com-
panies to fully disclose information. That way, the
entire market is better informed. This results in a
greater willingness of firms or individuals to invest.

US. financial markets did not become world-class
until after regulations made them honest and more
stable, Today they are suffering from a lack of trust.

Fraud and the manipulation of market prices rob
investors of a fair return on their money and this dis-
courages investment and harms the entire economy.
But possible gains from cheating apparently have
become more of an incentive to many than the loss of a
good reputation, so the destructive activities continue.

Another reason regulations are important is
because risks taken by one financial firm can harm
not only that firm but other companies as well. When

a business fails it harms not only its employees,
clients, vendors, and creditors but also the firms that
lend money to the creditors, clients, and vendors. Yet
this potential loss to others does not restrain firms
from taking greater risks.

In order to limit harm to others, better regulations
are needed. We need new investment rules for the
managers of pension funds and insurance companies.
The government must regulate financial markets to
protect investors, corporations, and the financial sys-
tem as a whole,
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Should the government
increase its regulation of
financial markets?

By Rep. JerF FLAKE
It did not take long after the wave of corporate

wraongdoing for the populist calls for more govern-
ment regulation of our financial markets to start.

Some argue that a lack of regulation allowed
unscrupulous companies fo deceive investors. An
unregulated market exists only in theory, but in such
an environment, companies could keep important
information to themselves and away from investors.
Investment has to begin at some point, however, and
the first potential investors—if they have any degree of
concern for their investment—would only agree to take
ownership in the company in exchange for influence
over management.

If the initial and subsequent investors do not
receive acceptable returns, they will demand more
information from the company, a change in manage-
ment, or they may withdraw their investments. This
is the incentive for companies fo provide accurate and
complete disclosure.

Regulators say that we need to protect investors and
the broader marketplace from debacles like the Enron
mess. But the economic system that allows for possible
risks like Enron has also allowed for the solid lasting
profitability and success of thousands of other compa-
nies. Restraining the system with more regulation
may catch some failures, but it will also hold back
many success stories,

Finally, many make the case for more government
regulation by arguing that government needs to do
more to prevent fraud and manipulation. However, as
soon as new regulations are in place, new loopholes will
inevitably be created. Frauds and manipulators, who
have shown little regard for existing regulations, would
not likely respect new regulations.

The long-term impact of increasingly strict rules and
regulations can be just as damaging as the fraud and
manipulation that occurs in an open system—probably
more 0. The increase of rules and regulation adds costs
and administrative effort. In effect, companies face dis-
incentives to engage in fair and honest exchange. Thus,
overregulation is also a destructive activity.

SEC Enforcement Actions, 1998-2002

1998 1999 2000 2001
Fiscal Year

2002

-8 J6ies and Exch r

The Securities and Exchange Commission (SEC) begins
an “enforcement action” if a public company is believed
to have broken SEC rules.

DEBATING THE ISSUE

1. According to Randall Dodd, how do fraud and

manipulation of market prices hurt the economy?

2. Why does Rep. Flake believe that a new set of
financial regulations prohibiting corporate :

abuses won't solve current problems?

3. Testing Conclusions What evidence is there to sup-
port Rep. Flake’s belief that new regulations will

have unintended consequences?

: 4. Reading Graphs In which year between 1998 and

2002 did the SEC launch the most enforcement
actions against companies?
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Economics Jnurnal

=
Look through the financial pages of a

major newspaper for stock and bond =

reports. Jot down the kinds of infor-
mation you find. Then make a list of

questions about the information that
you don‘t understand.




Objectives

Adter studying this section you will be able to:

1. Understand how investing contributes to
the free enterprise system.

2. Explain how the financial system brings
together savers and borrowers.

3. Describe how financial intermediaries link
savers and borrowers.

4, ldentify the trade-offs among risk, liquidity,
and return.

Section Focus

Investment promotes economic
growth and contributes to a nation’s
wealth. The financial system includes
savers and borrowers, as well as the

Saving and Investing

Key Terms

investment

financial system
financial asset
financial intermediary

institutions that transfer savers’ mutual fund

dollars to borrowers. When diversification

borrowers invest these funds, they portfolio

fuel economic growth. prospectus
return

f you go to school today, you give up

your time now so that you will be
prepared for a career in the future. If a firm
builds a new plant, it spends money today
for the sake of earning more money in the
future. A government may spend money
today to build a dam to ensure that people
will have a source of hydroelectric power in
the future. All of these actions represent
investments.

In its most general sense, investment is the
act of redirecting resources from being
consumed today so that they may create
benefits in the future. In more narrow,
economic terms, investment is the use of
assets to earn income or profit.

Investing and Free Enterprise

As you have read, one of the chief advan-
tages of the free enterprise system is that
it allows people to make a profit. This
profit motive leads individuals and busi-
nesses to make investments. Investing, in
fact, is an essential part of the free enter-
prise system.

Investment promotes economic growth
and contributes to a nation’s wealth. When
people deposit money in a savings account
in a bank, for example, the bank may then
lend the funds to businesses. The busi-

nesses, in turn, may invest that money in
new plants and equipment to increase their
production. As these businesses use their
investments to expand and grow, they
create new and better products and provide
new jobs.

Chapter 11 m Section 1

investment the act of
redirecting resources
from being consumed
today so that they may
create benefits in the
future; the use of assets
to earn income or profit

< How does this
illustration suggest
that investment
promotes economic
growth?

an



P Documents such
as (from left to right)
a stock certificate, a
savings passhook,
and savings bonds
are financial assets.

financial system the
system that allows the
transfer of money
between savers and
borrowers

financial asset claim on
the property or income
of a borrower

financial intermediary
institution that helps
channel funds from
savers to borrowers

mutual fund fund that
pools the savings of
many individuals and
invests this money in a
variety of stocks,
bonds, and other
financial assets
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The Financial System

In order for investment to take place, an
economy must have a financial system. A

financial system includes savers and
borrowers and allows the transfer of money
between them to take place.

Financial Assets

When people save, they are, in essence,
lending funds to others. As you read in
Chapter 10, people can save money in a
variety of ways. They may put money in a
savings account, purchase a certificate of
deposit, or buy a government or corporate
bond. In each case, savers obtain a
document that confirms their purchase or
deposit. These documents may be pass-
books, computer printouts, bond certifi-
cates, or other records.

Such documents represent claims on the
property or income of the borrower. These
claims are called financial assets, or securi-
ties. If the borrower fails to pay back the
loan, these documents can serve as proof in
court that money was borrowed and that
repayment is expected.

For example, suppose you have $100 in
a savings account at your local bank. Your
passbook (or computer printout) is proof
of the money in vour account.

The Flow of Savings and Investments

Figure 11.1 shows how the financial system
brings together savers and borrowers,
fueling investment and economic growth.
On one side are savers—households, indi-
viduals, and businesses that lend out their
savings in return for financial assets. On the

Financial Markets

other side are borrowers—governments
and businesses—who invest the money
they borrow to build roads, factories, and
homes. Borrowers may also use these funds
to develop new products, create new
markets, or provide new services.

Financial Intermediaries

Savers and borrowers may be linked
directly. As you examine Figure 11.1, you
will notice that borrowers and savers may
also be linked through a variety of institu-
tions pictured as “in between” the two.
These financial intermediaries are institu-
tions that help channel funds from savers
to borrowers. They include the following:

® Banks, Savings and Loan Associations,
and Credit Unions As you read in
Chapter 10, banks, S&Ls, and credit
unions take in deposits from savers, then
lend out some of these funds to busi-
nesses and individuals.

o Finance companies Finance companies
make loans to consumers and small
businesses. Because finance companies
sometimes lend money to people who do
not repay their loans, they take on a
high degree of risk. Finance companies,
therefore, charge borrowers higher fees
and interest rates to cover their losses
from the loans that are not repaid.

® Mutual funds Mutual funds pool the
savings of many individuals and invest
this money in a variety of stocks, bonds,
and other financial assets. Mutual funds
allow people to invest in a broad range of
companies in the stock market. This way,



investors do not risk their savings by
purchasing the stock of only one or two
companies that might do poorly.

Life insurance companies The main
function of life insurance is to provide
financial protection for the family or
other beneficiaries of the insured.
Working members of a family, for
example, may buy life insurance policies
so that if they die, money will be paid to
survivors to make up for lost income.
Insurance companies collect payments
called premiums from the people who
buy insurance. They lend out part of the
premiums they collect to investors.
Pension funds A pension is income that
a retiree receives after working a certain
number of years or reaching a certain
age. In some cases, injuries may qualify
a working person for pension benefits.
Employers may contribute to the pension
fund on behalf of their employees, they
may withhold a percentage of workers’
salaries to deposit in a pension fund, or
they may do both. Employers set up
pension funds to collect deposits and
distribute payments. Pension fund
managers invest these deposits in stocks,
bonds, and other financial assets.

Figure 11.1 Financial Intermediaries

Savers make depositsto ...
-

Now that you know something about
the types of financial intermediaries, you
may wonder why savers don’t deal directly
with investors. The answer is that, in
general, dealing with financial intermedi-
aries offers three advantages. Intermediaries
share risks, provide information, and
provide liquidity to investors.

Sharing Risk

As a saver, you may not want to invest
your entire life savings in a single company
or enterprise. For example, if you had
$500 to invest and your neighbor was
opening a new restaurant, would you give
her the entire $500? Since it is estimated
that more than half of all new businesses
fail, you probably would not want to risk
all of your money. Instead, you would
want to spread the money around to
various businesses to reduce the chances of
losing your entire investment.

This strategy of spreading out invest-
ments to reduce risk is called diversification.
If you deposited $500 in the bank or
bought shares of a mutual fund, those insti-
tutions could pool your money with other
people’s savings and put your money to
work by making a variety of investments.

Financial Institutions that make loans to . . .
Commercial banks
Savings & loan associations
Savings banks
Mutual savings banks
Credit unions
Life insurance companies
Mutual funds

Pension funds
Finance companies

Financial intermediaries, including banks and other financial institutions, accept funds
from savers and make loans to investors. Investors include entrepreneurs, businesses,

and other borrowers. Economic Institutions What advantages do financial

intermediaries provide for savers?

diversification
spreading out
investments to
reduce risk

Chapter 11 m Section 1
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Investors must weigh
the risks explained in
this chart against the
potential rate of return
on their investment.
Income What
additional examples
can you think of to
illustrate each of the
types of risk explained
in the chart?

portfolio a collection of
financial assets

prospectus an
investment report to
potential investors

return the money an
investor receives above
and beyond the sum of
maney initially invested
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Figure 11.2 Types of Risk
Name Description
Credit risk Borrowers may not pay back the
money they have borrowed, or they
may be late in making payments.
Liquidity risk You may not be able to convert the

investment back into cash quickly
enough for your needs.

Inflation rate risk  Inflation rates erode the value of your

assets.

Time risk You may have to pass up better

opportunities for investment.

In other words, financial intermediaries
diversity your investments and thus reduce
the risk that you will lose all of your funds if
a single investment fails.

Providing Information

Financial intermediaries are also good
sources of information. Your local bank
collects information about borrowers by
monitoring their income and spending. So
do finance companies when borrowers fill
out credit applications. Mutual fund
managers know how the stocks in their
portfolios, or collections of financial assets,
are performing. As required by law, all
intermediaries provide this information
to potential investors in an investment
report called a prospectus. Financial inter-
mediaries reduce the costs in time and
money that lenders and borrowers would
pay if they had to search out such informa-
tion about investment opportunities on
their own.

Providing Liquidity

Financial intermediaries also provide
investors with liquidity. (Recall that
liquidity is the ease with which people can
convert an asset into cash.) It is intermedi-
aries that provide this liquidity in the finan-
cial system.

Financial Markets

You lend $20 to your cousin, who promises to pay you
back in two weeks. When your cousin fails to pay you
on time, you don't have money for the basketball
tickets you had planned to buy.

Your CD player is worth $100. You need cash to buy
concert tickets, so you decide to sell your CD player.
To convert your CD player into cash on short notice,
you have to discount the price to $75.

Ricardo lends Jeff $1,000 for one year at 10 percent
interest. If the inflation rate is 12 percent, Ricardo
loses money.

Lili invests $100 in May's cleaning business, ta be
repaid at b percent interest one year later. Six months
later, Lili is unable to invest in Sonia’s pet-sitting
business, which pays 10 percent interest, because
she has already invested her savings.

Suppose, for example, that you decide to
invest in a mutual fund. You keep the
investment for two years, but then must
sell it to pay your college tuition. If you
had purchased an investment-quality
painting instead, vou would need to find
another investor who would buy the art
from you. As vou can see, financial inter-
mediaries and the liquidity they provide
are crucial to meeting borrowers’ and
lenders’ needs in our increasingly complex
financial system.

Risk, Liquidity, and Return

As you have read, most decisions involve
trade-offs. For example, the trade-off for
going to a movie may be two additional
hours of sleep. Saving and investing
involves trade-offs as well.

Return and Liquidity

Suppose you save money in a savings
account. Savings accounts are good ways to
save when you need to be able to get to
your cash for immediate use. On the other
hand, savings accounts pay relatively low
interest rates, about 2 to 3 percentage
points below a certificate of deposit (CD).
In other words, savings accounts are liquid,
but they have a low return. Return is the



money an investor receives above and
beyond the sum of money initially invested.

What if, however, you suddenly inherit
$5,0002 You do not need ready access to
those funds, since your part-time job pays
your day-to-day expenses. If you are willing
to give up some degree of ready access to
your money, you can earn higher interest
rates than offered by a savings account. For
example, you can invest your money in a
certificate of deposit that pays 4 percent
interest. You would not be allowed to
withdraw your money for, say, two years
without paying a penalty. Therefore, before
buying the CD, you would want to weigh
the greater return on your investment
against the loss of liquidity.

Return and Risk

Certificates of deposit (up to $100,000) are
considered very safe investments because
they are insured by the federal government.
When you buy a CD, you are giving up
liquidity for a certain period of time, but
you are not risking losing any money. What
if, however, you decided to invest the
money ina new company that your friends
are starting? If the company succeeds, you

could double your invest-
ment. If it fails, however, you
could lose all or part of the
money you invested.

To take another example,
suppose your savings account
is earning 2 percent interest.
Would you be willing to lend
money to your friend Emily
for that same 2 percent
interest rate, knowing that
she rarely pays back loans on
time? Probably not. For you
to lend Emily the money, she
would have to offer you a
higher return than the bank
could offer. This higher return

THE WALL STREET JOURNAL.
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In the News Read more about return
and risk in “How Much Risk Can You
Tolerate,” an article in The Wall
Street Journal Classroom Edition.
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would help offset the greater risk that
Emily will not repay the loan on time.
Likewise, investors and lenders must
consider the degree of risk involved in an
investment and decide what return they
would require to make up for that risk.
The higher the potential return, the
riskier the investment, Whenever individ-
uals evaluate an investment, they must
balance the risks involved with the rewards
they expect to gain from the investment.

Key Terms and Main Ideas

1.
2,

. Describe three roles of financial intermediaries. | HINT
. Explain the following statement in your own words. “The

How does investing promote financial growth? | HINT i

Explain how savers, borrowers, and financial
intermediaries contribute to the financial system. m

higher the potential return on an investment, the higher
the risk.” [ qiNT

Applying Economic Concepts

Critical Thinking Explain why a student with $500 in a
savings account is participating in the American finan-
cial system.

. You Decide Suppose your cousin Bill asks to borrow $50

from you for concert tickets. Bill has offered to pay you
interest on the loan. What factors should you consider
before you decide how much interest to charge?

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-4115

1. Try This What are three questions concerning risk,

return, and liquidity that you would ask a financial
advisor before investing your savings?

. You Decide Explain the potential risks and returns of the

following savings plans and investments. (a) a savings
account (b) a certificate of deposit (¢) your neighbor’s
successful pet care service

Go @nline
L\‘Pnnhuuunm
For: Writing Activity @

Visit: PHSchool.com
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Warren Buffett .10

When Warren Buffett was 5 vears old, be set up a stand to sell lemon-
ade—not in front of bis own bouse, but at a friend’s bouse on another
street, where the traffic was beavier. The son of an Omabha,
Nebraska, stockbroker, Buffett announced while still in grade school
that be intended to be rich before he was 35. Today, Buffett is widely
considered to be a financial genius and is one of the most successful

investors in the world.

The Oracle of Omaha
At age 14, Warren Buffett bought 40 acres
of land and rented it to a farmer. By the age
of 21, Buffett had accumulated nearly
$10,000. Nearly every dollar of the

$20 billion he is worth today can be traced
back to that original bankroll. Because of
this phenomenal success, he is known as
the financial “Oracle of Omaha.”

Investing the Buffett Way
Buffett learned how to invest at Columbia
University, where he earned a master’s
degree in business in 1951. A professor
taught him to pick his investments by doing
his own research. “You’re not right or
wrong because 1,000 people agree with
you or disagree with you,” the professor
told him. “You’'re right because your facts
and reasoning are right.”

Buffett has continued to follow that
advice to this day. He will not invest in a
business he does not understand. For this
reason, he has shied away from high-tech
companies and focuses on communications,
retail, and insurance companies. He
avoided the rise and fall of the dot-coms.

Buffett chooses companies whose stock
is selling for less than it is worth. If such a

CHECK FOR UNDERSTANDING

1. Source Reading  Summarize
Warren Buffett’s approach to investing
by creating a list of his “dos” and
“don'ts” when deciding whether to buy
stock in a company.

this situation?

2. Critical Thinking Why might it be
a plus for a company to have such a
high share price that trading in its
stock is discouraged? What draw-
backs might there be for a company in

Entrepreneur

company is well managed, has few
competitors, and is concentrating on what

it does best, he will buy stock and wait for

It to go up.

For example, many analysts predicted in
1963 that American Express would go out
of business after it suffered a major
financial setback. In Omaha, Buffett saw
that people were still using their American
Express charge cards. Ignoring the experts,
he bought 5 percent of American Express.
Five years later, the stock was worth nearly
six times what he paid for it.

The Berkshire Hathaway Company
Buffett objects to those who label his
Berkshire Hathaway investment company a
mutual fund. Because it owns Dairy Queen,
GEICO Insurance, and Executive Jet
outright—and holds controlling interests in
other corporations—Buffett prefers to think
of it as a holding company.

The cost of Berkshire Hathaway stock,
as much as $75,500 a share in 2003, puts it
beyond the reach of most investors. That’s
fine with Bufferr. Not only does the high
price make Berkshire Hathaway the “Rolls
Royce™ of investing, it also limits trading in
the company’s shares on the stock market.

3. Problem Solving
mutual fund or a holding company?
Use the Internet and other resources
to learn more about Berkshire
Hathaway in order to support your
response.

Is Buffett's firm a

N




Bonds and Other
Financial Assets

Objectives

Section Focus Key Terms
After studying this section you will be able to:  Corporations and coupon rate Securities and
1. Describe the characteristics of bonds as governments borrow money maturity Exchange
financial assets. by selling bonds and other par value Commission
2. Identify different types of bonds. f|nan(:|a|‘assets, s "”el.d '""If el
: i corporation or government savings bond capital market
3. Describe the characteristics of othertypes v the purchaser interest municipal money market
of f'"f_'"c'al a‘“'_se"s‘ o on the bonds and repays the bond primary market
4. Explain four different types of financial principal, or money borrowed, corporate secondary
asset markets. at a specified time. bond market
The Three Components of Bonds coupon rate the

H ow do borrowers raise money for

investment? One of the most important interost rats thata

Bonds have three basic components: ° 2
bond issuer will pay to

ways is by selling bonds. As you read in
Chapter 8, bonds are certificates sold by a
company or government to finance projects
or expansion.

For example, starting in 1942, the United
States Department of Treasury launched
bond drives to encourage Americans to
buy “war bonds”—government savings
bonds that helped finance World War IL
Movie stars and war heroes urged the
public to buy bonds. Even school children
brought their dimes and quarters to school
cach week, buying defense stamps that
would eventually add up to the price of a
war bond.

Bonds as Financial Assets

Bonds are basically loans, or 10Us, that
represent debt that the government or a
corporation must repay to an investor.
Bonds typically pay the investor a fixed
amount of interest at regular intervals for a
fixed amount of time. Bonds are generally
lower-risk investments. As you might
expect from your reading abourt the rela-
tionship between risk and return, the rate
of return on bonds is usually also lower
than for other investments.

e Coupon rate The coupon rate is the
interest rate that the bond issuer will pay
to the bondholder.

* Maturity Maturity is the time at which
payment to the bondholder is due.

Don't Let That Shadow Touch Them

JuyWAR BONDS
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a bondholder

maturity the time at
which payment to a
bondholder is due

<« This poster used
powerful images to
convince people to
buy war bonds
during World War II.

21



par value the amount
that an investor pays to
purchase a bond and
that will be repaid to
the investor at maturity

yield the annual rate of
return on a bond if the
bond were held to
maturity

278

Different bonds have different lengths of
maturity. Bonds typically mature in 10,
20, or 30 years.

Par value A bond’s par value is the
amount that an investor pays to purchase
the bond and that will be repaid to the
investor at maturity. Par value is also
called face value or principal.

Suppose that you buy a $1,000 bond
from the corporation Jeans, Etc. The
investor who buys the bond is called the
“holder.” The seller of a bond is the
“issuer.” You are therefore the holder of
the bond, and Jeans, Etc. is the issuer. The
components of this bond are as follows:

s Coupon rate: 5 percent, paid to the
bondholder annually

* Maturity: 10 years

s Par Value: $1,000

Figure 11.3 |Discounts from Par

1. Sharon buys a bond with a par value of
$1,000 at 5 percent interest.

Bond purchase without
discount from par

2. Interest rates go up to 6 percent.

3. Sharon needs to sell her bond, Nate wants
to buy it, but is unwilling to buy a bond at
5 percent interest when the current rate
is 6 percent.

4. Sharon offers to discount the bond, taking
$40 off the price and selling it for $960.

5. Nate accepts the offer. He now owns a $1,000
bond paying 5 percent interest, which he
purchased at a discount from par.

Bond purchase with
discount from par

Investors can earn money by
buying bonds at a discount,
called a discount from par.
Interest Rates How do interest
rates affect bond prices?

Financial Markets

How much money will you earn from
this bond, and over what period of time?
The coupon rate is 5 percent of $1,000 per
vear. This means that you will receive a
payment of $50 (.05 times $1,000) each
year for ten years, or a total of $500 in
interest. In ten years, the bond will have
reached maturity, and Jeans, Etc. will retire
the debt. This means that the company’s
debt to you will have ended, and that Jeans,
Etc. will pay you the par value of the bond,
or $1,000. Thus, for your $1,000 invest-
ment, you will have received $1,500 over a
period of ten years.

Not all bonds are held to maturity. Over
their lifetime they might be bought or
sold, and their price may change. Because
of these shifts in price, buyers and sellers
are interested in a bond’s yield, or vield to
maturity. Yield is the annual rate of return
on the bond if the bond were held to
maturity (5 percent in the example above
involving Jeans, Etc.).

Buying Bonds at a Discount

Investors earn money from interest on the
bonds they buy. They can also earn money
by buying bonds at a discount, called a
discount from par. In other words, if Nate
were buying a bond with a par value of
£1,000, he may be able to pay only $960
for it. When the bond martures, Nate will
redeem the bond at par, or $1,000. He will
thus have earned $40 on his investment, in
addition to interest payments from the
bond issuer.

Why would someone sell a bond for less
than its par value? The answer lies in the
fact that interest rates are always changing.
For example, suppose that Sharon buys a
$1,000 bond at 5 percent interest, which is
the current market rate. A year later, she
needs to sell the bond to help pay for a new
car. By that time, however, interest rates
have risen to 6 percent. No one will pay
$1,000 for Sharon’s bond at 5 percent
interest when they could go elsewhere and
buy a $1,000 bond at 6 percent interest.
For Sharon to sell her bond at § percent,
she will have to sell it at a discount. (See
Figure 11.3.)



Figure 11.4 Bond Ratings

Standard & Poor's
Highest investment grade | AAA
High grade AA
Upper medium grade | A
Medium grade BBB
Lower medium grade | BB
Speculative B
Vulnerable to default [ice
Subordinated to ather debt rated CCC cc
Subordinated to CC debt Iz
Bond in default D

Moody’s
Best quality Aaa
High quality Aa
Upper medium grade A
Medium grade Baa
Possesses speculative elements. Ba
Generally not desirable B
Poar, possibly in default Caa
Highly speculative, often in default Ca
Income bonds not paying income [
Interest and principal payments in default D

WLV Standard & Poor's and Moody's rate bonds according to their assessments of
the issuer's ability to make interest payments and to repay the principal when

the bond matures.

"ﬂv cuucifé Income What bond rating carries the least risk?

Bond Ratings

How does an investor decide which bonds
to buy? Investors can check bond quality
through two firms that publish bond
ratings. Standard & Poor’s and Moody’s
rate bonds on a number of factors,
including the issuer’s ability to make future
interest payments and to repay the prin-
cipal when the bond martures. These
companies’ rating systems rank bonds
from the highest investment grade (AAA in
the Standard & Poor’s system or Aaa in
the Moody’s rating system) to the lowest
(D in both systems). A bond rating of D
generally means that the bond is in
default—that is, the issuer has not kept up
with interest payments or has defaulted on
paying principal.

The higher the bond rating, the lower the
interest rate the company usually has to
pay to get people to buy its bonds. For
example, a AAA bond may be issued at a
5 percent interest rate. A BBB bond,
however, may be issued at a 7.5 percent
interest rate. The buyer of the AAA bond
trades off a lower interest rate for lower
risk. The buyer of the BBB bond trades
greater risk for a higher interest rate.

Similarly, the higher the bond rating, the
higher the price at which the bond will sell.
For example, a $1,000 bond with an AAA

{or “triple A”) rating may sell at $1,100. A
$1,000 bond with a BBB rating may sell for
only $950 because of the increased risk
that the seller could default.

In essence, holders of bonds with high
ratings who keep their bonds until
maturity face relatively little risk of losing
their investment. Holders of bonds with
lower ratings, however, take on more risk
in return for potentially higher interest
payments.

Advantages and Disadvantages

to the Issuer

From the point of view of the investor,
bonds are good investments because they
are relatively safe. Bonds are desirable
from the issuer’s point of view as well, for
two main reasons:

1. Once the bond is sold, the coupon rate
for that bond will not go up or down.
For example, when Jeans, Etc. sells
bonds, it knows in advance that it will be
making fixed payments for a specific
length of time.

. Unlike stockholders, bondholders do not
own a part of the company. Therefore,
the company does not have to share
profits with its bondholders if the
company does particularly well.

(R
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Corporate bonds
30-year Treasury bond

Percent yield per year
o

2 Municipal bonds

o 1 | | T T T T T T I T 1

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
Year

Source; Statistical Abstract of the United States, 1997 and 2004-2005

oUMLDIV,  From the early 1990s to the start of the 2000s, bond yields
dipped slightly for all three types of bonds shown.
Corporate bonds, however, continued to have the highest
’connt“s yield. Income Which of the three types of bonds would
you expect to carry the least risk? Explain your answer.

savings hond On the other hand, bonds also pose two

low-denomination bond | 5441 disadvantages to the issuer:
issued by the United

States government 1. The company must make fixed interest
payments, even in bad years when it does
not make money. In addition, it cannot
change its interest payments even when
interest rates have gone down.

Figure 11.6 Treasury Bonds, Notes, and Bills

Term long-term intermediate-term short-term
Maturity from 10 to 30 years from 2to 10 years 3,6, or 12 months
Liguidicy and safe safe Tiqui

quid and safe
safety
Minimum
purchase $1,000 $1,000 $1,000
Denomination $1,000 $1,000 $1,000

oUILDIVe  Treasury bonds, notes, and bills represent debt that the
government must repay the investor.
3 4 Government How do these three types of government
b
P ronCe® securities differ?
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.If the firm does not maintain financial
health, its bonds may be downgraded to
a lower bond rating and thus may be
harder to sell unless they are offered at a
discount.

Types of Bonds

Despite these risks to the issuer, when
corporations or governments need to
borrow funds for long periods, they often
issue bonds. There are several different

types of bonds.

Savings Bonds

You may already be familiar with savings
bonds, which are sometimes given to young
people as gifts. Savings bonds are low-
denomination ($50 to $10,000) bonds
issued by the United States government.
The government uses funds from the sale
of savings bonds to help pay for public
works projects like buildings, roads, and
dams. Like other government bonds,
savings bonds have virtually no risk of
default, or failure to repay the loan.

The federal government pays interest
on savings bonds. However, unlike most
other bond issuers, it does not send interest
payments to bondholders on a regular
schedule. Instead, the purchaser buys a
savings bond for less than par value. For
example, vou can purchase a $50 savings
bond for only $25. When the bond
matures, you receive the $25 you paid for
the bond plus $25 in interest.

Treasury Bonds, Bills, and Notes

The United States Treasury Department
issues Treasury bonds, as well as Treasury
bills and notes (T-bills and T-notes). These
investments offer different lengths of
maturity, as shown in Figure 11.6. Backed
by the “full faith and credit™ of the United
States government, these securities are
among the safest investments in terms of
default risk. The federal government
temporarily stopped selling 30-year bonds
in 2001, upsetting many investors who like
safe, long-term investments.



Municipal Bonds
State and local governments and munici-
palities {government units with corporate
status) issue bonds to finance such
improvements as highways, state buildings,
libraries, parks, and schools. These bonds
are called municipal bonds, or “munis.”

Because state and local governments have
the power to tax, investors can assume that
these governments will be able to keep up
with interest payments and repay the prin-
cipal at maturity. Standard & Poor’s and
Moody’s therefore consider most municipal
bonds to be safe investments, depending
upon the financial health of a particular
state or town, In addition, the interest paid
on municipal bonds is not subject to income
taxes at the federal level or in the issuing
state. Because they are relatively safe and
are tax-exempt, “munis” are very attractive
to investors.

Corporate Bonds
As you read in Chapter 8, corporations
issue bonds to help raise money to expand
their businesses. These corporate bonds are
issued in fairly large denominations, such
as $1,000, $5,000, and $10,000. The
interest on corporate bonds is taxed as
ordinary income.

Unlike city and other governments, corpo-
rations have no tax base to help guarantee

A Municipal bonds, or munis, help finance local
projects such as libraries and schools.

their ability to repay their loans, so these
bonds have moderate levels of risk. Investors
in corporate bonds must depend on the
success of the corporation’s sales of goods
and services to generate enough income to
pay interest and principal.

Corporations that issue bonds are
watched closely not only by Standard &
Poor’s and Moody’s, but also by the
Securities and Exchange Commission (SEC).
The SEC is an independent government
agency that regulates financial markets and
investment companies. It enforces laws
prohibiting fraud and other dishonest
investment practices.

Junk Bonds

Junk bonds, or high-yield securities, are
lower-rated, and potentially higher-paying,
bonds. They became especially popular
investments during the 1980s and 1990s,

Chapter 11 m Section 2

municipal bond & band
issued by a state or
local government or
municipality to finance
such improvements as
highways, state
buildings, libraries,
parks, and schools

corporate bond a bond
that a corporation
issues to raise maney
to expand its business

Securities and
Exchange Commission
an independent agency
of the government that
regulates financial
markets and investment
companies

junk bond a lower-

rated, potentially
higher-paying bond
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‘\ Global Connections

International Bonds The United States government isn't the only
government that issues bonds. Many other countries, including Saudi Arabia,
Germany, and Japan, also issue bonds. International bonds are Ity issued
in large denominations, starting at §1 million. In addition, principal and coupon
payments are often made in foreign currencies. The investors, therefore,
cannot know what the value of payments will turn out to be. What are two
drawhacks to buying international bonds?

when large numbers of aggressive investors
made—bur also sometimes lost—large
sums of money buying and selling these
securities.

Junk bonds have been known to pay
over 12 percent interest at a time when
government bonds are yielding only about
§ percent interest. On the other hand, junk
bonds also carry bond ratings of “lower
medium grade” or “speculative” (BB, Ba,
or lower). Investors in junk bonds therefore
face a strong possibility that some of the
issuing firms will default on their debt.

"Gee, fellas = junk bonds.™

A From what you have read, how accurate is the cartoonist's
view of junk bonds?
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Nevertheless, in many cases junk bonds
have enabled companies to undertake activ-
ities that would otherwise have been impos-
sible to complete. (For more information on
how to follow the progress of a stock by
reading stock market reports, see page 284.)

Other Types
of Financial Assets

In addition to bonds, investors may choose
other financial assets. These include certifi-
cates of deposit and money market mutual
funds, as well as stock. You will read more
about stock in Section 3.

Certificates of Deposit

Certificates of deposit (CDs) are one of the
most common forms of investment. As you
read in Chapter 10, CDs are available
through banks, which lend out the funds
deposited in CDs for a fixed amount of
time, such as 6 months or a year.

CDs are attractive to small investors
because they cost as little as $100.
Investors can also choose among many
terms of maturity. This means that if an
investor foresees a future expenditure, such
as college tuition or a major home
improvement, he or she can buy a CD that
matures just before the expenditure is due.

Money Market Mutual Funds

Money market mutual funds are special
types of mutual funds. As you read in
Section 1, businesses collect money from
individual investors and then buy stocks,
bonds, or other financial assets to form a
mutual fund.

In the case of money market mutual
funds, intermediaries buy short-term finan-
cial assets. Investors receive higher interest
on a money market mutual fund than they
would receive from a savings account. On
the other hand, money market mutual
funds are not covered by FDIC insurance.
(As you read in Chapter 10, FDIC insur-
ance protects bank deposits up to $100,000
per account). This makes them slightly
riskier than savings accounts.




Financial Asset Markets

Financial assets, including bonds, certifi-
cates of deposit, and money market mutual
funds, are traded on financial asset markets.

Primary and Secondary Markets

Markets may also be classified according to

The various types of financial asset markets
are classified in different ways.

Capital and Money Markets

One way to classify financial asset markets
is according to the length of time for which
funds are lent. This type of classification
includes capital markets and money
markets.

Capital markets Markets in which
money is lent for periods longer than a
year are called capital markets. Financial
assets that are traded in capital markets
include long-term CDs and corporate
and government bonds that require more
than a year to mature.

Money markets Markets in which
money is lent for periods of less than a
year are called money markets. Financial
assets that are traded in money markets
include short-term CDs, Treasury bills,
and money market mutual funds.

Key Terms and Main Ideas

1. Describe twpwavs in which investors can earn money
from bonds,wI

2. Why are bond ratings useful to investors? | HINT i
3. Describe five different types of bonds.| HINT
4, How do capital markets and money markets d

Applying Economic Concepts

5. Math Practice Suppose that you buy a bond for $100
that pays 4 percent interest per year. How much maoney
will you have earned when the bond reaches maturity in

five years?

6. Decision Making Suppose that you have saved $1,000.
In which of the financial assets described in this section

would you invest? Explain your choice.

® Primary markets

whether assets can be resold to other
buyers. This type of classification includes
primary and secondary markets.

Financial assets that
can be redeemed only by the original
holder are sold on primary markets.
Examples include savings bonds, which
are non-transferable (that is, the original
buyer cannot sell them to another
buyer). Small certificates of deposit are
also in the primary market because
investors would most likely cash them in
carly rather than try to sell them to
someone else.

Secondary markets  Financial assets that
can be resold are sold on secondary
markets. This option for resale provides
liquidity to investors. If there is a strong
secondary market for an asset, the
investor knows that the asset can be
resold fairly quickly without a penalty,
thus providing the investor with ready
cash. The secondary market also makes
possible the lively trade in stock thart is
the subject of the next section.

capital market market
inwhich maney is lent
for periads longer than
ayear

money market market

in which money is lent
for periods of less than
ayear

primary market market
for selling financial
assets that can only be
redeemed by the
ariginal halder

secondary market
market for reselling
financial assets

Web Code: mna-4116

Progress Monitoring Online
For: Self-quiz with vocabulary practice

1. Critical Thinking Which bond would you expect to be

rate of interest.) | HINT

iffor?| HINT
bonds and their characteristics.

more expensive, a bond with a AAA rating or a bond with
a BBB rating? (Assume that both bonds pay the same

8. Try This Assume that you are an investment advisor
with a client who is interested in buying bonds. Create a
fact sheet that shows your client the different types of

For: Math Activity

Visit: PHSchool.com
Web Code: mnd-4112

[Go Online

—FPHSchool.com

@
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Predicting Consequences

Economists, politicians, and entrepreneurs use economic data as a window

into the future. On the basis of past events and the current situation, they

sometimes try to predict how an economy or an individual market will behave.
Thousands of variables and events have an impact on an economy, so predic-
tions will not always come true. However, one can observe broad trends in an
economy and try to imagine what will happen if these trends continue into the
future. Follow the steps below to analyze the table and use the data to make

predictions about the American economy.

4.3%
4.4%
4.3%
4.1%
3.8%
0.3%
24%

1. Ildentify the kinds of information in the

table. The table below lists the rate of
growth of Gross Domestic Product
(GDP) each year from 1996 to 2002.
Also listed is the discount lending rate,
one of the key factors that determines
how expensive it is to borrow money
to start a new business or invest in cap-
ital. The higher the discount rate, the
more expensive it is to borrow money.
A relatively high discount rate can
cause slow GDP growth, while a low
discount rate may encourage economic
growth the following year. Because the
discount rate can change several times
during the year, rates are given for the
end of December. Read the column
headings and introductory notes for the
table. (a) What information does this
table give you for each year?

5% 5% 0%
5% 45% -5%
4.5% 5% +.5%
5% 6% +1%
6% 1.25% -4.75%
1.25% 15% ~5%

Sources: Bureau of Economic Analysis; The Warld Almanac 2003

2. Look for relationships within the data.

Lower interest rates encourage people
to invest in new businesses because the
cost of borrowing money is lower.
Because too much borrowing can lead
to inflation, the Federal Reserve Bank
will raise the discount rate if there is a
lot of new investment in the economy.
(a) In which year did the U.S. economy
grow most quickly?

{b) How did the interest rates in 2001
compare with rates in other years?

(c) What is a possible relationship
between interest rates in 2000 and
economic growth in 20012

Additional Practice

Using the Internet or your local
library, locate recent articles about
the state of the economy and inter-
est rates. What indicators do econ-
omists use to judge the health of the
economy? Based on these indica-
tors, do you think interest rates will
go up, stay the same, or go down in
the near future? Explain.



The Stock Market

Objectives Section Focus Key Terms

After studying this section you will be able to:  Corporations sell stock to share futures
1. Understand the benefits and risks of buying ~ raise money for starting, equities options
stock. running, or expanding their capital gain call option
% Hocerbie hiow stocks are radei. businesses. quesmrs buy capital In.ss put option
: : stocks to profit through stock split bull market
3. Identify how stock performance is reqular payments, called stockbroker bear market
measured. dividends, or by selling the brokerage firm  The Dow
4. Explain the causes and effects of the Great  stock at a price higher than stock S&P500
Crash of 1929. the purchase price. Stocks are exchange Great Crash
traded on secondary markets Nasdag speculation
called stock exchanges. 0TC market
he New York Stock Exchange is a vear (quarterly). The size of the dividend | share portion of stock
tangle of telephones, video monitors, depends on the corporation’s profit. The - .
: P . S equities claims of
computer screens, and frantic activity. The higher the profit, the larger the dividend | ,unershipin a
wrong decision may mean the difference per share of stock. corporation

between gaining or losing thousands of
dollars. This is one of the places where
stock is bought and sold—and fortunes are
made and lost. Just whart is stock, exactly
how is it traded, and when is it a good
investment?

Buying Stock

Besides bonds, corporations can raise funds
by issuing stock, which represents owner-
ship in the corporation. Stock is issued in
portions known as shares. By selling shares
of stock, corporations raise money to start,
run, and expand their businesses. Stocks
are also called equities, or claims of owner-
ship in the corporation.

Benefits of Buying Stock
There are two ways for stockholders to
make a profit:

® Dividends As you read in Chapter 8,

ANy Coipotations pay-ou t part of their A Daytime at the Chicago Board of Trade (top photo) shows the frantic
profits as dividends to their stlockholders. pace of trade. The frenzied pace of a day of trading is perhaps even better
Dividends are usually paid four times a suggested by a view of the Chicago Stock Exchange at night (hottom photo).
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THE WALL STREET JOURNAL.

CLASSROOM EDITION

In the News Read more about stock
trading in “How to Get Started in Online
Trading, " an article in The Wall Street
Journal Classroom Edition.

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events

e Capital gains A second
way an investor can earn a
profit is to sell the stock for
more than he or she paid for
it. The difference between the
higher selling price and the
lower purchase price is called
a capital gain. An investor who
sells a stock at a price lower
than the purchase price,
however, suffers a capital loss.

Types of Stock

Visit: PHSchool.com
Web Code: mnc-4113 @

Stock may be classified in

capital gain the
difference between a
higher selling price and
a lower purchase price,
resulting in a financial
gain for the seller

capital loss the
difference between a
lower selling price and
a higher purchase price
resulting in a financial
loss to the seller

stock split the division
of a single share of
stock into more than
one share

stockbroker a persan

whao links buyers and
sellers of stock
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several ways, such as whether
or not it pays dividends.

s Income stock This stock pays divi-
dends at regular times during the year.

s Growth stock This stock pays few or
no dividends. Instead, the issuing
company reinvests its earnings in its
business. The business (and its stock)
thus increases in value over time.

Stock may also be classified as to whether
stockholders have a vote in company
policy.

s Common stock Investors who buy
common stock are voting owners of the
company. They usually receive one vote
for each share of stock owned. They may
use this vote, for example, to elect the
company’s board of directors. In some
cases, a relatively small group of people
may own enough shares to give them
control over the company.

e Preferred stock Investors who buy
preferred stock are nonvoting owners of
the company. Owners of preferred stock,
however, receive dividends before the
owners of common stock. If the company
goes out of business, preferred stock-
holders get their investments back before
common stockholders.

Stock Splits

Owners of common stock may sometimes
vote on whether to initiate a stock split. A
stock split means that each single share of
stock splits into more than one share. A

Financial Markets

company may seek to split a stock when
the price of stock becomes so high that it
discourages potential investors from
buying it.

For example, suppose you own 200
shares in a sporting goods company called
Ultimate Sports. Each share is worth $100.
After the split, you own two shares of
Ultimate Sports stock for every single share
vou owned, so that you now own 400
shares. Because the price is divided along
with the stock, however, each share is now
worth only $50. Although the split has not
immediately resulted in any financial gain,
shareholders like stock splits because prices
tend to rise afterward.

Risks of Buying Stock
Purchasing stock is risky because the firm
selling the stock may earn lower profits
than expected, or it may lose money. If so,
the dividends will be smaller than expected
or nothing at all, and the market price of
the stock will probably decrease. If the
price of the stock decreases, investors who
choose to sell their stock will get less than
they paid for it, experiencing a capital loss.
How do the risk and rate of return on
stocks compare to the risk and rate of
return on bonds? As you have read,
investors expect higher rates of return
when they take on greater risk. Because of
the laws governing bankruptcy, stocks
are more risky than bonds. When a firm
goes bankrupt, it sells its assets (such as
land and equipment) and then pays its
creditors, including bondholders, first.
Stockholders receive dividends only if
there is money left over after bondholders
are paid. As you might expect, because
stocks are riskier than bonds, the returns
on stocks are generally higher.

How Stocks Are Traded

Suppose you decide that you want to buy
stock. Do you call up the company and
place an order? Probably not, because very
few companies sell stock directly. Instead,
vou would contact a stockbroker, a person
who links buyers and sellers of stock.



Stockbrokers usually work with individual
investors, advising them to buy or sell
particular stocks.

Stockbrokers work for brokerage firms,
or businesses that specialize in trading
stocks. Stockbrokers and brokerage firms
cover their costs and earn a profit by
charging a commission, or fee, on each
stock transaction. Sometimes they also act
as dealers of stock, meaning that they buy
shares at a lower price and sell them to
investors at a slightly higher price, profiting
from the difference, or “spread.”

Stock Exchanges
Stock is bought and sold on steck
exchanges, or markets for buying and
selling stock. These markets act as
secondary markets for stocks and bonds.
Most newspapers publish data on transac-
tions in major stock exchanges. (See Figure
11.7 to learn how to read a newspaper
stock market report.)

Major United States stock exchanges
include the New York Stock Exchange

(NYSE) and Nasdaq. In addition, a large
number of people trade stocks on the
Internet. (See Skills for Life on page 284 to
learn more about reading a stock market
report on the Internet.)

The New York Stock Exchange

The New York Stock Exchange (NYSE) is
the country’s largest and most powerful
exchange. The NYSE began in 1792 as an
informal, outdoor exchange under a now-
famous buttonwood tree in New York’s
financial district. Over time, as the financial
market developed and the demand to buy
and sell financial assets grew, the exchange
moved indoors and became restricted to a
limited number of members, who buy
“seats” allowing them to trade on the
exchange. Today, new technologies make
trading so fast that a transaction rakes only
an instant.

The NYSE handles stock and bond
transactions for only the largest and most
established companies in the country. The
largest and best-known companies listed

Figure 11.7. Reading a Newspaper Stock Report | [

Div: Most companies send
dividends, or payments, to
shareholders. Div shows the
amount of the dividend in
dollars per share.

Yid %: Yield is equal
to the dividend as a
percentage of the
stock price.

Vol 100s: This column lists
the number of shares sold
{in hundreds). Multiply this
number by 100 to find out
how many shares were

traded for that day.
Sym: the stock’s symbol
Net Chy: how
52 Weeks Yid Vol Net much the stock
Hi Lo Stock DIV % (PE 100s | Hi Lo Close Chg ;W“ i f;dm
4038 2250 Disney 021 070 (4000 74244.00 (3056 2069 2975 025 LAt day

5256 2694 DoleFood | DOL
22751288 DominRes | DOM [2.56 15.80
16.50 506 Donnakrn (DK

52 Weeks Hi and Lo:
the highest and lowest
prices paid for the stock
over the past year

the previous year.

040 130 {7200 262700 (3175 3138
28800 | 16.19 15,68
.y 1800) 988 888
Donvely A [DON @ 1375 1325
136887469 DowChen DOW 348 250 25001357300 13810

PE: The price-to-garnings

(PE} ratio is equal to the stock’s
current price divided by the
company’s eamings per share

3163 0.4
1619 013
988 0.88

7))

3694\3.38

Close: the price
paid for the stock
in the last trade of
the day

Hi and Le: the highest
and lowest prices paid
for the stock on that day
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brokerage firm a
business that
specializes in trading
stocks

stock exchange &
market for buying and
selling stock

Many newspapers
publish daily reports
of stock market
transactions. The
explanations of the
abbreviations in this
sample report will
help you read stock
market reports in
your own daily paper.
Income Which of
the companies listed
pays the highest
dividend?
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A Stockbrokers link buyers and sellers of stock.

OTC market an
electronic marketplace
far stocks and bonds

Nasdag American
market for OTC
securities

futures contracts to buy
or sell at a specific date
in the future at a price
specified today

options contracis that
give investors the
choice to buy or sell
stock and other
financial assets

call option the option to
buy shares of stock at a
specified time in the
future

put option the option to
soll shares of stock at a
specified time in the
future
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on the NYSE are referred to as blue chip
companies. Blue chip stocks are often in
high demand because investors expect the
companies to continue to do business prof-
itably for a long time.

The OTC Market

Despite the importance of organized stock
exchanges like the New York Stock
Exchange, many stocks, as well as bonds,
are not traded on the floor of stock
exchanges. Instead, they are traded on the
OTC market, that is, over-the-counter, or
electronically. Investors may buy directly
from a dealer or from a broker who will
search the market for the best price.

Nasdaq

Nasdaq (the National Association of
Securities Dealers Automated Quotations)
is the American market for over-the-counter
securities. Nasdag was created in 1971 to
help solve the problem of fragmentation in
the OTC market by using automation. By
the 1990s, it had grown into the second
largest securities market in the United States
and the third largest in the world, linking
markets in the United States, Asia, and
Europe. Because it does not have a trading
floor, Nasdaq’s trading informartion is

Financial Markets

simultaneously broadcast to some
360,000 computer terminals
throughout the world.

Futures and Options

Futures are contracts to buy or sell
commodities at a specific date in
the future at a price specified
today. For example, a buyer and
seller might agree today on a price
of $4.50 for a bushel of soybeans
six or nine months in the future.
The buyer would pay some
portion of the money today, and
the seller would deliver the goods
in the future. Many of the
markets in which futures are
bought and sold are associated
with  grain  and  livestock
exchanges. These markets include
the New York Mercantile Exchange and
the Chicago Board of Trade.

Similarly, eptions are contracts that give
investors the choice to buy or sell stock and
other financial assets. Investors may buy or
sell a particular stock at a particular price
up until a certain time in the furure—
usually three to six months. The option to
buy shares of stock at a specified time in the
future is known as a call option.

For example, you may pay $10 per
share today for a call option. The call
option gives you the right, but not the
obligation, to purchase a certain stock at a
price of, say, $100 per share. If at the end
of six months, the price has gone up to
$115 per share, your option still allows
vou to purchase the stock for the agreed-
upon $100. You thus earn $5 per share
{$15 minus the $10 you paid for the call
option). If, on the other hand, the price
has dropped to $80, you can throw away
the option and buy the stock at the going
rate,

The option to sell shares of stock at a
specified time in the future is called a put
option. Suppose that you, as the seller, pay
$5 for the right to sell a particular stock
that you do not yet own at $50 per share.
If the price per share falls to $40, you can



buy the share at that price and require the
contracted buyer to pay the agreed-upon
$50. You would then make $5 on the sale
($10 minus the $5 you paid for the put
option). If the price rises to $60, however,
you can throw away the option and sell
the stock for $60.

Daytrading

Most people who buy stock hold their
investment for a period of time—some-
times many years—with the expectation
that it will grow in value. Recently,
however, a different type of stock trading,
called daytrading, has become popular.
Daytraders try to predict minute-by-
minute price changes based on compurer
programs that tell the trader when to buy
and sell. These traders might make dozens
of trades a day in hopes of making a
profit. Unfortunately, daytrading is a risky
business in which traders can lose a great
deal of money.

Measuring Stock
Performance

You may have heard newscasters speak of a
“bull” or “bear” market or of the markert
rising or falling. What do these terms mean
and how are increases and decreases in the
sale of stocks measured?

* May 26, 1896

- Index’s launch by Charles Dow,
- at40.94 points. Index then had
- only 12 stocks, not 30.

October 28-29, 1929.-.-....
Stock market crashes of
: 12.82% and 11.73% back
: to back (38.33 and 30,57
: points) usher in Great
Depression

Figure 11.8 The Dow, 1896-2005

May 3, 1999 +++++ssssssmsmresnssnsnssnnanssnsnsns
DJIA reaches 11,014.69, breaking
the 11,000 points mark. It will attain
an all-time high of 11,722.98 on
January 14, 2000

March 16, 2000 - ik
Biggest-ever pmntgam, m 19 orﬂ 93% as
technology boom peaks

Septamber 17, 2001 +=+++++=sesssesenssassscsanas
The NYSE r after the September 11

terrorist attacks force a four-day closure,
Biggest-ever point loss, 684.81, or 7.13%

chher 9’ znuz ........... TATEREERIESERSRRRASEAA, .
DJIA closes at a five-year low, 7,286.27,
on worries of recession and war in lrag

December 5, 1996 -=++=x+nseursssssnsunsarsannans
Greenspan warns of “irrational
exuberance” in markets

May 1996 +==e+seemrasenssasantoncransansessanses
Centennial of DJIA celebrated

November 21, 1995 <= v« vsrsnmearsmnrasnrnsiees
DJIA first-ever close above 5,000,
just nine months after 4,000

October 11, 1990 -- .
Commanly recngmzed start
of bull market :

October 19, 1987 ...ccveanisnssnseasenssensassassannsansany
Black Monday crash of :
record 22.61%, or 508 points

August 12, 1982+ e rensraniansnsnaansnasansansay .
Birth of long-term bull market,
in some analysts’ view

November 14, 1972 <cccovvianinnans
First close above 1,000, called -
Wall Street’s equivalent of
breaking the sound barrier

February 8, 1971+« coceransanns v
NASDAQ Stock ;
Market is born
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bull market a steady
rise in the stock market
over a period of time

bear market a steady
drop in the stock
market over a period of
time

The Dow index that
shows how certain
stocks have traded

S & P 500 index that
shows the price
changes of 500
different stocks

Great Crash the
collapse of the stock
market in 1929

speculation the
practice of making
high-risk investmants
with borrowed money
in hopes of getting a big
return

Bull and Bear Markets

When the stock market rises steadily over a
period of time, a bull market exists. On the
other hand, when the stock market falls for
a period of time, people call it a bear market.
In a bull marker, investors expect an
increase in profits and thus buy stock.
During a bear market, investors sell stock
in expectation of lower profits. The 1980s
and 1990s brought the longest sustained
bull market in the nation’s history. A multi-
year bear market began in 2000.

The Dow Jones Industrial Average

The Dow (The Dow Jones Industrial
Average) has shown how certain stocks
have traded daily since 1896. To make sure
that the stocks remain representative of the
stock market as a whole, over the years the
companies on the Dow have changed.
Today, the stocks on the Dow represent 30
large companies in various industries, such
as food, entertainment, and technology.

S & P500

The 8 &P 500 (Standard & Poor’s 500) gives
a broader picture of stock performance. It
tracks the price changes of 500 different
stocks as a measure of overall stock market
performance. The S&P 500 reports mainly

A As stock market prices fell in 1929, nervous investors crowded onto
Wall Street hoping to hear the latest news.
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on stocks listed on the NYSE, but some of
its stocks are traded on the Nasdaq and
OTC markets.

The Great Crash of 1929

Like the 1980s and 1990s, the 1920s saw a
long-term bull market. Unfortunately, this
period ended in a horrifying collapse of the
stock market known as the Great Crash, The
causes of this collapse contain important
lessons for investors today.

Investing During the 1920s

When President Herbert Hoover took
office in 1929, the United States economy
seemed to be in excellent shape. The stock
marker is widely viewed as the nation’s
main economic indicator, and the stock
market was soaring. In 1925, the market
value of all stocks had been $27 billion. By
early October 1929, combined stock values
had hit $87 billion, rising by almost $11.4
billion in 1928 alone.

Signs of Trouble

Despite  widespread optimism  about
continuing prosperity, there were signs of
trouble. A relatively small number of
companies and families held much of the
nation’s wealth. Many farmers and
workers, on the other hand, were suffering
financially. In addition, many ordinary
people went into debt buying consumer
goods such as refrigerators and radios—
new and exciting inventions at the time—
on credit. Finally, industries were
producing more goods than consumers
could buy. As a result, some industries,
including the important automobile
industry, developed large surpluses of
goods, and prices began to slump.

Another economic danger sign was the
debt that investors were piling up by
playing the stock market. The dizzying
climb of stock prices encouraged wide-
spread speculation, the practice of making
high-risk investments with borrowed
money in hopes of getting a big return. To
make matters worse, before World War I,
only the wealthy had bought and sold



shares in the stock market. Now, however,
the press was reporting stories of ordinary
people making fortunes in the stock market.
Small investors thus began speculating in
stocks, often with their life savings.

To attract less-wealthy investors, stock-
brokers encouraged a practice called buying
on margin. Buying on margin allowed
investors to purchase a stock for only a
fraction of its price and borrow the rest
from the brokerage firm. Brokers’ loans to
these investors went from about $5 million
in mid-1928 to $850 million in September
1929. The Hoover administration did little
to discourage such borrowing.

The Crash

By September 3, 1929, the Dow had
reached an all-time high of 381. The rising
stock prices dominated the news. Eager
investors filled brokerage firms to catch the
latest news coming in on ticker tape. Prices
for many stocks soared far above their real
values in terms of the company’s earnings
and assets.

After their peak in September, stock
prices began to fall. Some brokers
demanded repayment of loans. When the
stock market closed on Wednesday,
October 23, 1929, the Dow had dropped
21 points in an hour. The next day, worried
investors began to sell, and stock prices fell
further. Business and political leaders told
the public not to worry about their losses,
but widespread panic began.

By Monday, October 28, 1929, the value
of shares of stock were dropping to a
fraction of what people had paid for them.
Investors all over the country were there-
fore racing to get what was left of their
money out of the stock market. On
October 29, 1929, known as Black
Tuesday, a record 16.4 million shares were
sold, compared with the average 4 to 8
million shares per day earlier in the year.
The Great Crash had begun.

The Aftermath of the Crash

During the bull market that led up to the
Crash, about 4 million people had invested
in the stock market. Although they were

WHERN TUE Srock MARKET
DRoPPED, I Uap A MOMENT
OF LINDERS TANDING .

T UMD BEEWN MEAUEING
MY LIFE it TERPAS
GF MATEGLL GAHH,

T SAws THAT ALL OF THAT
CoulD BE SWEPT fuudy

I REALIZED THAT
My FALUES HAD
BECOME SREWED.

ind AN PNTANT.

WHAE T WS ot To RWE To Do )
WG, RESTRUCTVRE MY LIFE To JEEK
ARID ARPRECIBTE THIMGS OF & DEERER,
SRIRITVAL MATURE.

Wi, .”J.jyé,[wq-

£ e i ies s e

BUT THE, LJERILY,
THE STCLR AMEREET

e

A What does the cartoonist suggest about investors in the 1990s
who assumed that the stock market would only keep climbing?

the first to feel the effects of the Crash,
eventually the whole country was affected.
The Crash contributed to the Great
Depression, in which millions of Americans
lost their jobs, homes, and farms.

Mistakes in monetary policy slowed the
nation’s recovery. In 1929, the Fed had
begun limiting the money supply in order
to discourage excessive lending. With too
little money in circulation, individuals and
businesses could not spend enough to help

the economy improve.

After the Depression, many
people saw stocks as risky
investments to be avoided. In
1980, only about 2.5 percent
of American households held
stock. Gradually, however,
attitudes began to change. The
development of mutal funds
also made it easy to own a

wide range of stocks.
Americans  became more
comfortable  with  stock
ownership.

After a period of very strong
growth, stocks crashed again
on “Black Monday,” October
18, 1987. The Dow Jones

FAST FACT

The story of the rise, fall, and
recovery of General Motors offers a
lesson for investors who saw
technology stocks soar, then rapidly
lose value in the late 1990s and early
2000s. When William C. Durant
founded General Motors in the early
1800s, investment capital poured in.
GM stock rose more than 5,500%
from 1914 to 1920. When the
overcrowded auto industry began to
disappoint investors in the early
1920s, however, auto stocks
plummeted, and GM stock lost two-
thirds of its value in six months.
Eventually, of course, GM recovered
and prospered.
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P Following the
September 11,
2001, terrorist
attacks, the
American flag
draped over the
New York Stock
Exchange
symbolized
American unity
and patriotism,

Key Terms and Main Ideas
HINT '1 What are two benefits and two risks of buying stock?

2. |dentify two stock exchanges and describe the
differences between them.

3. Describe two popular indexes of stock performance.

4, What were three causes of the Great Crash
HINT

lost 22.6% of its value that day—nearly
twice the one-day loss that began the
Crash of 1929, This time the market
rebounded on each of the next two days,
and impact on the economy was much less
severe. The Fed moved quickly to add
liquidity and reduce interest rates to stimu-
late economic growth. Within two years,
the Dow returned to pre-crash levels.

Applying Economic Concepts
5. Critical Thinking Many people believe that electronic

trading services will replace stockbrokers in the future.
What might be the advantages and disadvantages of this

development?

6. Critical Thinking What might be the advantages and
disadvantages of trading in futures and options? Choose
a specific example to support your conclusions.
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The Market Today

During the second half of the 1990s, stock
prices rose dramartically. Many people
bought stock for the first time or invested
in new technology companies. At the end
of the 1990s, almost half of American
households owned mutual funds.

By 2000, however, investors had
become worried that most companies
could not make enough money to justify
their high stock prices. Stocks fell, and
many investors lost most or all of their
prior gains. The following year, an
economic recession and terrorist attacks
further battered the stock market.

In 2002, several large corporations,
including Enron and WorldCom, declared
bankruptcy and revealed that they had
issued false financial reports for several
vears. Stock prices fell even more as
investors questioned how much they really
knew about the companies they had
invested in. The federal government intro-
duced new rules for corporations to restore
confidence in the market. The stock market
recovered, but it remained below the peak
values reached during the bull market of
the 1990s.

Progress Monitoring Online

| For: Self-quiz with vocabulary practice

Web Code: mna-4117

1. Try This What three questions would you ask a stock-
broker before buying a company's stock?

8. You Decide Would you advise a friend to become a
daytrader? Explain your answer.

9. You Decide Suppose you were given $1,000 to investin
the stock market. How would your choice of stock be
influenced by the fact that you will soon need to pay
college tuition?

(Go@nline

For: Research Activity
Visit: PHSchool.com @
Weh Code: mnd-4113




Supply and Demand

he “dot-coms” are companies that sprang up to take advantage of the potential business

opportunities offered by the Internet. The first of these companies to take off provided
services directly relating to the Internet—companies like America Online and Netscape.
Right behind them came a big group of “B2C” companies, businesses marketing products
to consumers. Amazon.com is the best known of these, but
there were hundreds—even thousands—maore looking for a
share of consumers’ spending.

Unlimited Potential? Many dot-coms were started by young
entrepreneurs with more vision than experience. Companies
like Amazon declared that making a profit in the short term
was less important than developing a large market share for
the long run. Even though the companies were losing money,
and often did not expect to be profitable for vears, excited
investors flocked to the stocks. Stock prices soared, which in —
turn generated more excitement, attracted more investors, and gt
pushed stock prices even higher. Venture capitalists funded H OLLW00 p
fledgling companies and pushed them quickly to market in
order to take advantage of the hot stock market.

The Fall of the Dot-Coms In the middle of 2000, Internet stocks tasy lsland
tell sharply as investors became concerned about the lack of
profits. The companies could stay in business if investors were
willing to put up more money or if they had profits to reinvest.
Otherwise, they could quickly run out of money. Many dot-
coms filed for bankruptcy protection or closed their doors
entirely. Investors saw the value of their holdings plummet.

orabilia

A What does the cartoon suggest  The Future of the Dot-Coms After the fall of technology stocks,
aboutinvesting in dot-coms? )11y formerly enthusiastic entrepreneurs and investors began
to think that dot-coms would never be a good investment. In
reality, they were probably never as good as people thoughrt at the height of the marker,
or as bad as people thoughr after the fall. Certainly the

Internet will continue to expand, and its use in busi- 'V One technology stock, Cisco Systems,
ness will grow. Companies that are able to develop ;‘ﬂi‘;ﬁiﬁ:‘ﬁg{"m oLt vilaeut
useful Web-based services may find that they grow
more steadily, but more reliably, than during the boom Cisco Systems, 2000-2001
years. 75
2 ——
. . 5 $60— Tl

Applying Economic ldeas 5 $45 =
1. Why did the minal success of dot-coms make it easier g $30

for other dot-com companies to get started? E $15

0

2. What might a dot-com entrepreneur have done to Jul SLD Nlm, _,lan

avoid the “boom and bust” cycle that many Month

Source: Nasdag

technology stocks experienced?

1SS...



Chapter

@ Assessment

Chapter Summary

summary of major ideas in Chapter 11 appears
below. See also the Guide to the Essentials

of Economics, which provides additional review and
test practice of key concepts in Chapter 11.

Section 1 Saving and Investing (pp. 271-275)

Saving and investment are essential parts of the
American free enterprise system. In our financial
system, institutions called financial intermediaries
bring together savers and borrowers to channel
funds for investment. Investors must weigh potential
risks and returns when choosing among the many
types of investments available.

Section 2 Bonds and Other Financial Assets (pp. 277-283)
Businesses and governments issue bonds and other
financial assets in order to finance expansion. Bonds
are relatively low-risk investments for purchasers,
who generally receive the purchase price of the bond
plus interest when the bond matures. Other financial
assets, such as money market mutual funds and cer-
tificates of deposit, offer additional investment
opportunities.

Section 3 The Stock Market (pp. 285-292)

The stock market is another way for people to invest
their earnings. Stocks offer possibilities for high
return, but also present certain risks. Major stock
exchanges in the United States include the New York
Stock Exchange and the Nasdag, an electronic stock
exchange. Stock performance is measured by The
Dow and the § & P 500. The Great Crash of 1929 dealt
the stock market one of its worst economic blows in
our history. Following a period of distrust of the
stock market in the decades after the Crash, howev-
er, investors returned to the stock marker in great
numbers.
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Key Terms

Martch the following terms with the definitions
listed below. You will not use all of the terms.

portfolio @
financial

HINT
intermediary —-j

.H“"f.f brokerage firm
| HINT | junk bonds

HINT | bull market

HINT | coupon rate maturity| HINT |
'HINT | investment diversification HINT |
HINT | speculation capital gain HINT |

1. Spreading out your investments to reduce
risk

2. Difference between a higher selling price
and a lower purchase price

3. The interest rate to be paid to the bondholder

4. A period of time during which the stock
market steadily rises

5. An action taken today that will create bene-
fits in the future

6. Institution that helps channel funds from
savers o investors

1. Lower-rated, higher-paying bonds

8. The practice of making high-risk invest-
ments in hopes of getting a big return

9. Collection of financial assets

Using Graphic Organizers

10. On a separate sheet of paper, copy the web
map below. Complete the web map by writ-
ing and describing examples of investment
options in the circles. More circles may be
added.

mutual funds
(pool the funds
of many
investors)

investment

options

income stock
(pays regular
dividends)




HINT
HINT

Reviewing Main ldeas

1.
12.

What do financial intermediaries do?

How do bond ratings influence which bonds
investors buy? How are bond ratings established?
Describe three ways that stocks are traded.
How does diversification strengthen an investor’s
portfolio?

13.
14.

Critical Thinking

15. Drawing Conclusions Using evidence from the
chapter, support the following statement:
Savings and investments play an essential role in
the free enterprise system.

16. Making Comparisons Compare different means by
which savings can be invested and the risks each

strategy poses to the consumer.

Drawing Conclusions Review the causes of the
Great Crash of 1929, What lessons can investors
learn from the Crash?

17.

18. Demonstrating Reasoned Judgment Analyze the
economic impact of investing in the stock and

bond market.

Problem-Solving Activity

19. Suppose that you have been handed $10,000.
Now, create your own hypothetical investment
portfolio that best suits your needs and goals.
What types of financial intermediaries will you
use? Will you invest more money in stocks,
bonds, or other financial assets?

Economics Journal

Synthesizing Information Review the list of
questions you created at the beginning of the
chapter. Use what you have learned in the chapter
to answer your questions. Research any remaining
questions in the library or on the Internet.

Skills for Life

Predicting Consequences Review the steps shown
on page 284; then answer the following questions
using the table below.

20. What is the topic of the table?

21. What economic indicators does the table show?
22. What time period do the darta cover?

23. Identify two trends that you can find in these
darta.

How might you explain these trends in the data?

24,

Stock Market Data Il

Number of Dow Jones
Shares Traded Industrial Average
{millions) (average daily close}
January 2007 35410 11,359.25
February 2007 42,491 12,014.98
March 2007 47,345 11,895.42
April 2007 41,109 1101201
May 2007 39,882 10,891.11
Data are fictional,

Progress Monitoring Online
For: Chapter 11 Self-Test  Visit: PHSchool.com

Web Code: mna-4111

As a final review, take the Economics Chapter 11 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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" Paper
Calculator

Materials

estment Decisions

ong ago, many people saved their money by tucking it away
in a sugar bow! or underneath a marttress. These are relatively
I safe, but not very profitable, options for savings. Today, there
are a wide number of investment options available to help your sav-

ings multiply. Banks offer various types
of savings accounts and certificates of
deposit (CDs). These are safe and
accrue small amounts of interest. More
agressive investments, such as murual
funds, government bonds, and stocks
and bonds, potentially offer greater
returns, but are relatively risky.

In this simulation, you and your
group are trying to raise enough money
to pay for all 100 students in your
senior class to visit a nearby amusement
park. You plan to take the trip in one
year, and you have already saved some
money. You want to earn as much
interest or dividends as you can, but
you only have one year. How will you
make your money grow?

Preparing the Simulation

task in this simulation is to determine the
best way to raise enough money for your
senior trip in only one year.

to eight students. Each fundraising group

Step 2: Your goal is to raise enough money

Senior Weekend at a nearby amusement
park. There are 100 students in your senior
class, and you have figured out that it will
cost $8,000 to buy two-day passes for
everyone.

The best way to make sound investments is
to understand your choices thoroughly. Your

Step 1: First, form fundraising groups of five

will begin with $5,000 to invest for one year.

for everyone in your senior class to spend a

A How will you raise enough money to pay for a
senior class trip to an amusement park?

Conducting the Simulation

The simulation will consist of two parts.
First, you will discuss your investment
options and make your choices. Then you
will calculate the results and discover how
much you would have made—or lost.

Step 1: First, examine your investment
options. Of all the options available, you
have narrowed down your choices to the
five shown in the investment choices chart.
Some of your choices have guaranteed
returns on your investment, but others do
not. Be sure you understand the risks as
well as the potential returns of each kind of
investment.




Step 2: As a group, discuss your philosophy of invest-
ing. Do you want to take risks in hopes of a higher
return? Would you rather avoid risk in your invest-
ments, but earn a smaller return?
As you discuss each fundraising choice, keep
these questions in mind:
* Does this alternative guarantee a certain rate of
return, or might the rate of return vary?
* |s this choice aggressive enough to earn the neces-
sary amount of money in one year?
* What is the risk associated with this investment
choice?

Step 3: Decide how to invest your group’s $5,000.
Make an investments and returns chart like the one
on this page, and record your investment choices.

Step 4: Now, suppose it is one year later, and it is time
to analyze the results of your investment decisions.
Your teacher will provide you with the performance

figures for each investment option. Using that informa-

tion, calculate your profits and losses on stock and
mutual funds. Figure out the interest you would have
accumulated from bank deposits or CDs.

_Inyest estments and

‘ Returns Chart |
Amount l\

Choices

Gibraltar Bank
Savings Account

One-Year certificate
of Deposit (cD)

Rock Solid Mutual Fund
Hurrah! Stock

. Wycombe and
3 M:r!ow Health Care

Totals

Fundraising Options

Options
Deposit the money in a bank
Gibraltar Bank Savings Acount
A traditional savings account at your local
bank is fully guaranteed by the FDIC, and
deposits can be withdrawn at any time.

One-Year Certificate of Depasit

This CD is fully guaranteed by the FDIC, but
deposits may only be withdrawn after the
end of ane full year.

Potential Return

2% guaranteed

4% guaranteed

Invest in the stock market
Rock Solid Mutual Fund

This mutual fund invests in blue chip stocks,

which are stocks for large, well-established
companies that expect slow and steady
growth.

Hurrah! (individual company stock)

This brand-new technology company has
been all over the news in the last few
weeks. Ths new technolog\r it de\relaped
has reval d how

business across the Internet.

Wycombe and Marlow Health Care
This company is in financial trouble but
could turn itself around. The bonds it has

8% return last
year; return not
guaranteed

brand new; no
data to determine
how this stock
will parform

15%, if the
company can pay
the interest when

issued are considered junk bonds; if the itis due
company is able to pay interest on the

bonds, investors will make a healthy profit.

Simulation Analysis

As a final step, meet with the other
fundraising groups and compare your
investment choices and their results.

1. How many of the groups met their
goal of turning their $5,000 into
$8,000 in one year?

2. Which group’s investments earned
the most? Did this group take risks
or make “safe” choices?

3. Did any groups lose money? Was it
because they took risks? Or were
there changes in the economy over
the year?

4. Identifying Alternatives If you could

\ do this simulation again, would you
have made different investment
choices? Why or why not?
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Chapters in This Unit
12. Gross Domestic Product and Growth

13. Economic Challenges

y
r poorly the economy is performing.
zing an entire economy is a challenging
. However, there are key indicators such
as the number of new housing starts, unem-
ployment rates, and inflation rates that pro-
vide clues. After listening to the financial
news, you may wonder:
B How do economists measure the health
of the economy?

B What impact would a recession have on
ers and busine

LIV inflation?

B What makes the economy grow?

In this unit, you'll read about the answers to

Summarize one recent news article that
refers in some way to the health of the econ-
omy of the United States. Then share your
article with a classmate.




!

Gross Domestlc Product

andGrowth

very day, businesspeople need to make

decisions about how many airplanes to
produce or houses to build. They wish that
they could predict what the economy is
going to do in six months or a

about how economists measure the
economic performance and make
about future economic activity.

Distinguish between nominal and real data.

H 1 Define, calculate, and explain the significance of an
8| unemployment rate, the number of new jobs created monthly, an inflation
or deflation rate, and a rate of economic growth.

Go @nline

~—— PHSchool.com
For: Current Data

Visit: PHSchool.com
Weh Code: mng-5121




Objectives
Adter studying this section you will be able to:

1. Identify National Income and Product
Accounts (NIPA).

2. Explain how gross domestic product {GDP)
is calculated.

3. Explain the difference between nominal
and real GDP.

4, List the main limitations of GDP.

5. Describe other income and output
measures.

6. Identify factors thatinfluence GDP.

Gross Domestic Product

Section Focus Key Terms
There are several ways to national income  real GDP
evaluate a nation’s economic accounting gross national
performance. Gross domestic gross domestic product
product (GDP) is the most product depreciation
important, despite its intermediate price level
limitations. GDP changes in goods aggregate
response to shifts in aggregate durable goods supply
supply or aggregate demand. nondurahle aggregate
goods demand

nominal GDP

E arly economists believed that a national
economy would regulate itself. Periods
of high unemployment and low income and
output would be temporary and short-lived
and would be corrected automatically.

These ideas about the economy lasted
until the Great Depression, a severe eco-
nomic decline that started in 1929 and
lasted for over a decade. This economic
avalanche, touched off by the Great Crash
of the stock market in October 1929,
devastated the U.S. economy. The length
and depth of the Great Depression
convinced many economists that they
must find a way to monitor the macro-
economy’s performance so that they could
predict economic downturns and try to
prevent them.

National Income and
Product Accounts

Keeping track of the U.S. economy is an
enormous task. Today, economists monitor
important macroeconomic dara using
national income accounting, a system that
collects statistics on production, income,

investment, and savings. The dara are
compiled and presented in the form of
National Income and Product Accounts
(NIPA), which are maintained by the U.S.
Department of Commerce. NIPA data are
used to determine economic policies that
you will read about in Chapters 15 and 16.

Gross Domestic Product

The most important of the measures in
NIPA is gross domestic product (GDP), the
dollar value of all final goods and services
produced within a country’s borders in a
given year. This carefully worded definition
conveys a lot of information that we should
consider piece by piece.

Dollar value is the total of the selling
prices of all goods and services produced in
a country in one calendar year, which are
added up to calculate GDP. Final goods
and services are products in the form sold
to consumers, as opposed to intermediate
goods, which are used in the production of
final goods. Produced within a country’s
borders is especially important to remem-
ber. For example, U.S. GDP includes cars
made in Ohio by a Japanese car company.

Chapter 12 m Section 1

national income
accounting a system
that collects
macrogcenomic
statistics on production,
income, investment,
and savings

gross domestic product
(GDP) the dolfar value
of all final goods and
services produced
within a country’s
borders in a given year

intermediate goods
goods used in the
production of final
goods
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durahle goods goods
that last for a relatively
long time, such as
refrigerators, cars, and

U.S. GDP does not include cars made in
Brazil by an American automaker. You’'ll
be able to see shortly why this distinction is

DVD players important.

Let’s look at the housing market for more
nondurable goods examples of how GDP is compiled. Suppose
goods that last a short

that your neighbor sold his house this year.
When the house was built, say in 1982, it
was counted in that year’s GDP. Thus, it
would be inaccurate to count it again this
year just because it changed hands.
However, the fee paid to the real estate
agent who handled the resale of the house
would come from services performed this
year, so that fee would be included in GDP.
. Meanwhile, your neighbor has bought a
| newly built house. Would the lumber, nails,
| shingles, windows, and other items used to
produce that house be included in GDP?
No. Those are intermediate goods, and
their value would be included in the price
of the completed house. Thus, only the
price of the completed house would be
added to GDP.

Figure 12.1 How GDP Is Calculated

Expenditure approach

period of time, such as
food, light bulbs, and
sneakers |

o Suppose an economy’s
entire output is cars
and trucks.

output is cars and trucks.

@ This year the economy
produces: industry, or for its suppliers.

© Suppose an economy’s entire

o All employed citizens, therefore,
would work in the car and truck

Expenditure Approach

One way government economists calculate
GDP is by using the expenditure approach,
sometimes called the output-expenditure
approach. It works this way: First, econo-
mists estimate the annual expenditures, or
amounts spent, on four categories of final
goods and services:

1. consumer goods and services

2. business goods and services

3. government goods and services

4.net exports or imports of goods and
services

Consumer goods include durable goods,
those goods that last for a relatively long
time, such as refrigerators, cars, and DVD
players, Consumer goods also include
nondurable goods, those goods that last a
short period of time, such as food, light
bulbs, and sneakers.

Then, economists add together the
amounts spent on all four categories to
arrive at the total expenditures on goods

© The combined selling price of all the
cars and trucks reflects the money
paid to all the people who helped
build the vehicles.

ﬁ The economy’s GOP for this year,
then, is the sum of the income of
all its working citizens, or $350,000.

5 : 2
10 cars at $15,000 each = $150,000 -
+  10trucks at $20,000 each = $200,000 l : .
Total = $350,000
© The economy’s GDP for this Engineers Designers Planners  Assembly-line  Managers Suppliers
year is $350,000. workers (metal, glass,
ete.)
L J

I

Combined income = $350,000

uw.,

(N
CoNCE
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The two ways of measuring gross domestic product are shown here. The expenditure approachis a
practical way of calculating GOP. The income approach is generally more accurate.

Gross Domestic Product Apply this example by using the expenditure approach and the income
approach to explain how a new housing complex would add to GDP. H-55 12.5.2




and services produced during the year. This
total equals GDP. Figure 12.1 provides a
simplified example of calculating GDP with
the expenditure approach.

Income Approach

The expenditure approach gives econo-
mists a practical way to measure GDP. If
they want better accuracy, however, they
use the income approach. The income
approach calculates GDP by adding up all
the incomes in the economy.

Here’s how it works: When a firm sells
its product, the selling price represents
income for the firm’s owners and
employees. For instance, suppose that your
neighbor’s newly built house sold for
$115,000. This amount is added to GDP
under the expenditure approach.

However, that $115,000 is also income
that was shared by all of the people who
helped build the house. The contractor, the
bricklayer, the roofers, the window
installers, and everyone else who worked
on the house received some income
directly from the house’s selling price.
Also, let’s not forget the people who
supplied the lumber, the nails, and all of
the other materials that went into the
house. The money that they received for
these goods all comes from the selling price
of the house, even though they may have
been paid before the house was sold.

Each of these people may get only a
small share of the house’s selling price.
However, if we added up all the shares, we
would see that $115,000 of income was
generated by the sale. In other words, the
house’s selling price is equal to the amount
of income earned by all of the people who
helped, however indirectly, to build the
house. This same logic holds for all goods
and services produced in the economy.
Thus, we may calculate GDP by adding up
all income earned in the economy. This
process is the income approach, shown in
Figure 12.1.

In theory, we can calculate GDP with
either the income approach or the expendi-
ture approach. Both calculations should
give us the same toral. In fact, federal econ-

Figure 12.2 Circular Flow of Output and Income

Product Market

dl g -2
Households
S PR

Factor Market

This circular flow diagram shows how the production of
goods and services generates income for households and
how households purchase goods and services produced by
firms. Gross Domestic Product (a) Which part of this
diagram would you use to calculate GDP using the
expenditure approach? (b) Which part would you use for
the income approach? H-55 12.5

omists often determine GDP using both
approaches. Then they compare the two
totals and make adjustments to offset any
mistakes. This gives them a better result.

Nominal Versus Real GDP

Government policymakers measure gross
domestic product to find out how well the
economy is performing. The measurement
must be as accurate as possible. Comparing
the results of the expenditure and income
approaches is one way to judge accuracy.
To develop additional information about
the economy, economists distinguish
between two measures of GDP, nominal
and real.
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Figure 123 Nominal and Real GDP

Year 1
Nominal GDP

0 Suppose an economy’s entire output
is cars and trucks.

o This year the economy produces:

10 cars at $15,000 each = $150,000
+ 10 trucks at $20,000 each = $200,000

Total = $350,000

o Since we have used the current
year's prices to express the current
year's output, the resultis a
naminal GOP of $350,000.

Year 2
Nominal GDP

o Inthe second year, the economy’s
output does not increase, but the
prices of the cars and trucks do:

10 cars at $16,000 each = $160,000
+ 10 trucks at $21,000 each = $210,000

Total = $370,000

o This new GDP figure of $370,000 is
isleading. GDP rises b of
an increase in prices. Economists
prefer to have a measure of GDP
that is not affected by changes in
prices. So they calculate real GDP.

Year 2
Real GDP

o To correct for an increase in prices,
economists establish a set of constant
prices by choosing one year as a base
year. When they calculate real GDP
for other years, they use the prices
from the base year. So we calculate
the real GOP for Year 2 using the prices
fram Year 1

10 cars at $15,000 each =$150,000
+ 10 trucks at $20,000 each = $200,000

Total = $350,000

Real GDP for Year 2, therefore,

nominal GDP GOP
measured in current
prices

real GDP GDP
expressed in constant,
or unchanging, prices

is $350,000.

This example shows the different results that come from calculating nominal GDP and

real GOP. Real GDP reflects actual increases in output without the misleading effects

‘u\tﬂl‘ﬁc
of price increases.
Q‘y v‘q’
CONC® in which 15 cars and 14 trucks were sold.
Nominal GDP

In Figure 12.1, we calculated nominal
GDP—thart is, GDP measured in current
prices. (Sometimes it is called “current
GDP.”) To calculate nominal GDP, we
simply use the current year’s prices to calcu-
late the value of the current year’s output.
Figure 12.3 shows how the definition of
nominal GDP applies to the small economy
that produces only cars and trucks.

Real GDP

Study how nominal GDP is calculated in
Year 1 and Year 2. The diagram points out
a problem with nominal GDP: A general
increase in prices appears to make GDP
rise, when in fact output has not risen. To
correct for this distortion, economists
determine real GDP. This is defined as GDP
expressed in constant, or unchanging,
prices.

Look again at Figure 12.3 and see how
real GDP is calculated in Year 2. When real
GDP rises, we can be certain whether an
economy is producing more goods and
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Gross Domestic Product Using Year 1 as the base year, calculate real GDP for Year 3,

H-SS 12.5.1, Gr 7 MR 1.0

services, regardless of changes in the prices
of those items. In this example, we learn
from calculating real GDP that outpur did
not increase in Year 2.

Limitations of GDP

Even though economists can calculate it
accurately, GDP is still not a perfect vard-
stick. For instance, GDP does not take into
account certain economic activities, such as:

® Nonmarket activities GDP does not
measure goods and services that people
make or do themselves, such as caring
for children, mowing the lawn, cooking
dinner, washing the car. GDP does rise,
however, when people pay someone else
to do these things for them. When
nonmarket activities are shifted to the
market, GDP is pushed up somewhat,
even though production has not really
increased.

® The underground economy A large
amount of production and income is
never recorded or reported to the govern-



ment: for instance, transactions on the
black market, the market for illegal
goods, such as drugs, weapons, stolen
cars, and exortic animals. Income from
illegal gambling goes unreported. So do
“under the table” wages paid by some
companies to avoid paying business and
income taxes.

Many legal, informal transactions are
not reported, as well, such as selling
your car to a friend or trading your
stereo for a bike, or hiring someone to
baby-sit, mow lawns, or shovel snow.
Underground transactions add nothing
to the GDP figure, even though goods
and services were produced and income
was earned.

e Negative externalities Unintended eco-
nomic side effects, or externalities, have a
monetary value that often is not reflected
in GDP. {See Chapter 3, Section 3, for a
discussion of externalities.) For example,
if a power plant spends money to reduce
damage caused by pollution, those
expenditures will be added to GDP
However, the value of a clean environ-
ment is not counted in GDP, even though
a cleaned-up lake or restored wetlands
have considerable social value.

® Quality of life  Although some econo-
mists and politicians interpret rising GDP
as a sign of rising well-being, we should
remember that additional goods and
services do not necessarily make people
any happier. In fact, some things that are
not counted in GDP contribute greatly to
most people’s quality of life, such as
pleasant surroundings, ample leisure
time, and personal safety. GDP measures
output and income within an economy,
not individuals’ quality of life.

All of these limitations suggest that GDP
is a poor measure of people’s well-being
and a somewhat flawed measure of output
and income. Nevertheless, while the
measure itself may be imperfect, when
calculated consistently over time, it helps
reveal economic growth rates. For this
reason, GDP is closely watched by econo-
mists and policymakers.

Other Income and
Output Measures

As you have read, our system
of National Income and
Product Accounts provides
numerous measurements of
the macroeconomy’s perfor-
mance. While gross domestic

product is the primary
measure of income and
output, sometimes other

measures are more useful.

FAST FACT

How big is the underground
economy? Estimates vary from 4 to 30
percent of U.S. GDFP Perhaps 25
million Americans earn a large part of
their income from the underground
economy, earning more than a half
triflion dollars in unreported income.
Economists note that although
consumers rarely pay for consumer
goods with $100 bills, 60 percent of
U.S. currency in circulation is in $100
hills. Where are all those Ben Franklins
circulating? Quite likely, underground.

Many of these other yard-
sticks are derived from GDD.
Figure 12.4 (on the next page) shows how
GDP is used to determine five other
economic measures.

The first is gross national product (GNP),
the annual income earned by U.S.-owned
firms and U.S. citizens. GNP is a measure of
the market value of all goods and services
produced by Americans in one year. Study
the diagram on the next page to see how
GNP is derived from GDP.

GNP does not account for depreciation,
the loss of the value of capital equipment
that results from normal wear and tear. The
cost of replacing this physical capital
slightly reduces the value of what we

D
E b
LB
1
v
3
R
Y

gross national product
(GNP) the annual
income earned by U.S.-
owned firms and U.S.
citizens

depreciation the loss of
the value of capital
equipment that results
from normal wear and
lear

A When people go to grocery stores to buy food, their efforts are not
counted in GDP; however, when they pay someone else, like this on-line
grocery service, to do their shopping, the expense does get counted in GDP.
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Figure 12.4 Measurements of the Macroeco

1 iy

; income earned outside income earned by foreign . Nati
[imsPs D:m“m: + U.S. by U.S. firms and firms and foreign citizens ™= Grn:;s T“f"al
Ll citizens located in the U.8. ot
Gross National = depreciation of = Net National
Product capital equipment Product
Net National ; -
= sales and excise taxes =
« firms' reinvested profits
National Income — «firms'incoma taxes 4  other household income =
+ Social Security taxes
| | = individual income taxes =

%““'m’"c These equations summarize the form

macroeconomic measurements.

B

%

produce. GNP minus the cost of deprecia-
tion of capital equipment is called net
national product (NNP). NNP is a measure
of the net output for one year, or the output
made after the adjustment for depreciation.

NNP does not reflect another cost of
doing business: taxes. After subtracting
sales and excise taxes and making some
other minor adjustments to NNP, we get
another important statistic, called national
income (NI).

From NI, we can find out how much
pretax income businesses actually pay to
U.S. households after reinvesting some of
their income and paying additional taxes.
That amount, as calculated in Figure 12.4,
is called personal income (PI).

Finally, we want to know how much
money people actually have to spend after
they pay their taxes, a figure called dispos-
able personal income (DPI). To find DPI,
we take personal income and subtract indi-
vidual income taxes.

See how far we have come. Beginning
with GDP, the value of all goods and
services produced in a year—a very large
number—we wind up knowing how much

306 Gross Domestic Product and Growth

ulas for calculating some of the key

A Economic Systems Why might economists track so many different indicators of
toncet"  thenation’s economic health? H-55 12.5

cash Americans have to spend or put in the
bank. As you might suppose, this data is
extremely valuable to economic planners,
legislators, investors, and businesses.

Influences on GDP

So far, we have defined GDP, calculated it,
and learned about its limitations. One
important issue, however, remains: What
influences GDP? That is, in a real economy,
what factors can change the level of GDP?
These questions go to the heart of macro-
€CONnomics.

In Chapters 4 and § we learned about
demand and supply as they relate to indi-
vidual markets. Now we will look at
supply and demand on a nationwide scale
to see how large-scale changes in supply
and demand can affect GDP.

Aggregate Supply

As you read earlier, market supply is the
amount of a particular good or service avail-
able for purchase at all possible prices in an
individual market. But how do we look at
supply and prices on a macroeconomic



level? Think of aggregate supply as a supply
curve for the whole economy.

First, economists add up the tortal
supply of goods and services produced for
sale in the economy—in other words,
GDP. Then they calculate the price level,
the average of all prices in the economy.
Now they can determine aggregate supply,
the total amount of goods and services in
the economy available at all possible price
levels.

In a macroeconomy, as the prices of
most goods and services change, the price
level changes. Firms respond by changing
their output—rthat is, their production, or
real GDP, which is aggregate supply. For
example, if the price level rises, it means
that the prices of most goods and services
are rising. Rising prices give firms an
incentive to increase their output. After all,
at higher prices, more goods and services
sold means greater profits, at least until
producers are forced to pay higher prices
for intermediate goods. Similarly, as prices
throughout the economy fall, companies’
profits shrink. In response, they reduce
their output.

The aggregate supply (AS) curve on a
graph illustrates the relationship between

prices and output supplied. Look at the
aggregate supply curve in Figure 12.5. As
the price level rises, real GDP, or aggregate
supply, rises. As the price level falls, real
GDP falls.

Aggregate Demand

Aggregate demand is the amount of goods
and services in the economy that will be
purchased at all possible price levels. As
price levels in the macroeconomy move up
and down, individuals and businesses
change how much they buy.

For example, a lower price level trans-
lates into greater purchasing power for
households, because the real wvalue of
money rises as price levels drop. The
dollars that we hold are worth more at
lower price levels than they are at higher
price levels. Therefore, falling prices
increase wealth and demand. This scenario
is known as the wealth effect,

On the other hand, as the price level
rises, purchasing power declines, causing a
reduction in the quantity of goods and
services demanded. The aggregate demand
{AD) curve shows this relationship between
price and real GDP demanded. As you can
see from Figure 12.5, this curve (right-hand

Figure 12.5 Aggregate Supply and Demand

Aggregate Supply

Aggregate Demand

AS

AD

Price level

Real GDP

o

rTone

¥. (downward to the right) slopes of these curves mean.

Real GDP

These graphs show an aggregate supply curve and an aggregate demand curve.
Supply and Demand Explain what the positive (upward to the right) and negative

H-55 12.5, Gr 7 AF 1.0
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price level the average
of all prices in the
gconomy

aggregate supply the
total amount of goods
and services in the
economy available at
all possible price levels

aggregate demand the
amount of goods and
services in the
economy that will be
purchased at all
possible price levels
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Key Terms and Main Ideas

b

What is the difference between intermediate goods and
final goods? | HINT b

. How does gross domestic product (GDP) differ from
gross national product? | HINT i

. How does nominal GDP dl’f‘fer from real GDP? U
. What economic activities are notincluded in GDP? | HINT |

. |f aggregate demand rises, what happens to real GDP?
What happens to the price level?

Figure 12,6 Equilibrium Aggregate
Supply and Demand

AS
$
=
8
EJ 1 frraaaces
Pz—--ll--i..----- :
]
1
)
]
1 L]
1
L 1
1
Q; q
Real GDP
WiLDi¥eo  This graph shows AS/AD

®
equilibrium. It also shows what
), happens to GDP and to the price
*
&7 cuucﬁ" level when aggregate demand

shifts from AD, to AD,.
Supply and Demand If a country goes to war,
causing an increase in government demand for
durable and nondurable goods, how might real
GDP and price levels be affected?

graph) plots the total amount of goods
and services demanded in the economy art
various price levels. Like all demand

Applying Economic Concepts
6. Critical Thinking Why is GDP calculated by both the

expenditure approach and the income approach?| HINT i
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curves, it is negatively sloped {downward
to the right).

Agpregate demand is made up of the
same types of spending discussed earlier
under the expenditure approach to
calculating GDP. Consumers account for
most of aggregate demand, but business
spending on capital investment, govern-
ment spending, and foreigners’ demand for
export goods all play roles, too.

Aggregate Supply/Aggregate Demand
Equilibrium

When we put together the aggregate supply
(AS) and aggregate demand (AD) curves,
we can find the AS/AD equilibrium in the
macroeconomy. Look at Figure 12.6. The
intersection of the AS and AD, curves indi-
cates an equilibrium price level of P; and
an equilibrium real GDP of Q.

Now consider how GDP might change.
Any shift in either the AS or AD curve will
cause real GDP to change. For example,
the graph shows aggregate demand falling
from line AD; to line AD,. As a result, the
equilibrium GDP (Q,) falls, and so does the
equilibrium price level (P,).

Any shift in aggregate supply or aggre-
gate demand will have an impact on real
GDP and on the price level. In the next
section we will discuss some factors that
may cause such shifts,
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Skills for

LIFE

Cost-Benefit Analysis

Acnst—beneﬁt analysis is a useful tool for determining whether it makes
sense to spend money in a particular way. The purpose of a cost-benefit

analysis is to compare the money you'll be spending with what you hope to
get in return from your decision. Use the information below to perform a cost-
benefit analysis for getting a college degree.

1.

Average annual tuition and fees for a four-year public college: $5,132
Average annual tuition and fees for a four-year private college: $20, 082

Median Income for Full-Time v

ik

Did not graduate high school $20,383
Grad 1 high school, no colleg $26,293
Attended coll did not g $31,022
College graduate $46,283

Source: Bureau of Labor Statistics

Read and understand the cost informa-
tion. The numbers above are the aver-
age tuition prices, per year, for private
and public colleges. (a) What does
"average" mean? (b) What annual
expenses, other than tuition and fees,
might not be covered by this number?
(¢) In your opinion, what would be the
total approximate cost of a four-year
college education?

Read and understand the henefit infor-
mation. The salary numbers represent
the potential financial benefits of a
college education. (a) What does
"median" mean? (b) How large is the
likely salary increase for graduates of
four-year colleges? (c) Most full-time
workers continue working until age
60 or 65. If the salary numbers here
are representative of the ditference in
income between college and high
school graduates throughout their
careers, about how much more money
will a college graduate earn than a
high school graduate over the course
of a lifetime?

3. Look for other factors. The cost-benefit

analysis mainly looks at the financial
costs and benefits, but sometimes
other factors are important. (a) What
are the non-financial "costs" of going
to college? (b) What are the non-
financial "benefits"? (c) How impor-
tant are non-financial factors when
making a decision like this?

Additional Practice

Perform a new cost-benefit analysis
for a recent decision in your own
life. Remember to pay attention to
the non-financial factors as well as
the purely financial ones.
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Objectives

After studying this section you will be ahle to:

1. Identify the phases of the business cycle.

2. Describe four key factors that keep the
business cycle going.

3. Explain how economists forecast
fluctuations in the business cycle.

Section Focus

gconomic recovery.

4. Analyze the impact of business cycles in

U.S. history.

5. Analyze why U.S. business cycles may

change in the future.

A business cycle consists of
successive periods of improvement
and decline in a macroeconomy.
Policymakers study business
cycles to try to predict declines,
lessen their effects, and speed

Business Cycles

Key Terms

business cycle
expansion
economic growth
peak

contraction
trough

recession
depression
stagflation
leading indicators

business cycle a
period of macro-
economic expansion
followed by a period of
contraction

expansion a period of
economic growth as
measured by a rise in
real GDP

economic growth a
steady, long-term
increase in real GOP

peak the height of an
economic expansion,
when real GDP stops
rising

contraction a period of
economic decline
marked by falling real
GDP

M any economic analysts and historians
of the nineteenth century recognized
economic panics and collapses. But most
did not see a pattern in the occurrence of
these changes.

One early economist did see a pattern,
however. He arttributed it to, of all things,
sunspots. In a way, his theory wasn’t so
crazy. William Stanley Jevons, a British
economist of the mid-1800s, believed that
periodic sunspot activity affected crop
harvests. In the 1800s, when most people
worked on farms, crop surpluses and
shortages would have had widespread
economic effects.

Economists long ago dismissed Jevons’s
sunspot theory, but they embraced his
notion that the economy undergoes
periodic changes. A modern industrial
economy repeatedly experiences cycles of
good times, then bad times, and then good
times again. Business cycles are of major
interest to macroeconomists, who study
their causes and effects. In this section we
will learn about these periodic swings in
economic performance: how we describe
them, what might cause them, and how
they have shaped the country’s economy.

310  Gross Domestic Product and Growth

Phases of a Business Cycle

As you read in Chapter 3, a business cycle
is a period of macroeconomic expansion
followed by a period of macroeconomic
contraction. Figure 12.7 illustrates the
phases of a business cycle.

Business cycles are not minor ups and
downs. They are major changes in real GDP
above or below normal levels. The typical
business cycle consists of four phases:
expansion, peak, contraction, and trough.

1. Expansion An expansion is a period of
economic growth as measured by a rise
in real GDP. In economists’ terms,
economic growth is a steady, long-term
increase in real GDP. In the expansion
phase, the economy as a whole enjoys
plentiful jobs, a falling unemployment
rate, and business prosperity.

2. Peak When real GDP stops rising, the
economy has reached its peak, the height
of an economic expansion.

3. Contraction  After reaching its peak, the
economy enters a period of contraction,
an economic decline marked by falling
real GDP. Falling output generally causes
unemployment to rise.



Figure 12.7 Tracking a Business Cycle
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In a business cycle, a period of rising real GDP reaches a peal, then falls into a

contraction. When the contraction reaches the low point, or trough, a new expansion
begins. From 1854 to 1991, the United States had 31 business cycles. Excluding wartimes,

“ CON t‘.“‘..

4. Trough When the economy has
“bottomed out,” it has reached the trough
(TRAWF), the lowest point in an economic
contraction, when real GDP stops falling.

During the contraction phase, GDP is
always falling. But other conditions, such
as price levels and unemployment, may
vary. Economists created terms to describe
contractions with different characteristics
and levels of severity. They include:

e Recession If real GDP falls for two
consecutive quarters (at least six straight
months), the economy is said to be in a
recession. A recession is a prolonged
economic contraction. Generally lasting
from 6 to 18 months, recessions are typi-
cally marked by unemployment rising
into the range of 6 percent to 10 percent.

® Depression 1f a recession is especially
long and severe, it may be called a
depression. The term has no precise defin-
ition but usually refers to a deep recession
with features such as high unemployment
and low factory output.

the cycles averaged 48 months. Gross Domestic Product In which part of a business
cycle do you think the United States is right now—expansion or contraction? Give
evidence to support your conclusion.

H-55 12.5

s Stagflation This  term  combines
stagnant—a word meaning unmoving or
decayed—and inflation. Stagflation is a
decline in real GDP (output) combined
with a rise in the price level (inflation).

Although economists know much about
business cycles, they cannot predict any
one cycle’s behavior, nor can they tell
exactly how long its phases will last. The
only certainty is that a growing economy
will eventually experience a downturn and
will later bounce back.

What Keeps a Business
Cycle Going?

The shifts that occur during a business
cycle have many causes, some more
predictable than others. Often, two or
more factors will combine to push the
economy into the next phase of a business
cycle. Typically, a sharp rise or drop in
some important economic variable will set
off a series of events that bring about the

Chapter 12 m Section 2

trough the lowest point
in an economic
contraction, when real
GOP staps falling

recession a prolonged
economic contraction

depression a recession
that is especially long
and severe

stagflation a decline in

real GDP combined with
a rise in the price level

n



next phase. Business cycles are affected by
four main economic variables:

1. business investment

2. interest rates and credit
3. consumer expectations
4. external shocks

Business Investment

When the economy is expanding, firms
expect sales and profits to keep rising.
Therefore, they may invest heavily in new
plants and equipment. Or they may invest
in the expansion of old plants in order to
increase the plants’ productive capacity. All
of this investment spending creates addi-
tional output and jobs, helping to increase
GDP and maintain the expansion.

At some point, however, firms may
decide that they have expanded enough or
that demand for their products is dropping.
They cut back on investment spending; as a
result, aggregate demand falls. As Figure
12.8 shows, the result is a decline in the
price level and in GDP. The drop in
business spending reduces output and
income in other sectors of the economy.

Figure 12.8 Declining Business

Investment
E
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Real GDP
oWlLDIN,  This graph shows how a drop in
business investment can affect
the business cycle.
%5 cu“‘_gﬂ'ﬁ Supply and Demand On this

graph, when business invest-
ment declines, what happens to (a) aggregate
demand? (b) real GDP? (c) the price level?
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Then industries that produce capital
goods slow production down and begin to
lay off workers. Other industries might
follow, causing unemployment to rise.
Jobless workers cannot buy new cars, eat at
restaurants, or perhaps even pay their rent.
The downward spiral picks up speed, and
we find ourselves in a recession.

Interest Rates and Credit

In the United States economy, consumers
often use credit to purchase “big ticket”
items—from new cars and houses to home
electronics and vacations. The cost of
credit is the interest rate that financial
institutions charge their customers. If the
interest rate rises, consumers are less likely
to buy those new cars and appliances.

Businesses, too, look to interest rates in
deciding whether or not to purchase new
equipment, expand their facilities, or make
any other large investments that must be
financed. For businesses, interest rates are a
part of the opportunity cost of investments.

When interest rates are low, companies
borrow money to make new investments,
often adding jobs to the economy. When
interest rates climb, investment dries up, as
does job growth. One result of rising
interest rates, then, is less output and
employment in the industries producing
consumer and business goods. Such actions
may lead the entire economy to shrink.

Consider one example of the impact of
interest rates on the business cycle. In the
early 1980s, high consumer interest rates
helped bring on the worst economic
slump in the United States since the Great
Depression. Some credit-card interest
rates reached 21 percent. As a result, the
cost of expensive items usually bought on
credit was too high for many Americans.

As consumers reduced their spending,
the economy entered a recession. The reces-
sion eventually drove up unemployment
rates to over 9 percent—the highest since
the Depression.

You can see, therefore, why economists
watch interest rates closely. The rise and
fall of borrowing rates has a great impact
on the level of spending and real GDP.



Consumer Expectations

Consumer spending is determined partly by
consumers’ expectations. Fears of a weak-
ening economy can cause consumer confi-
dence to fall, meaning that a majority of
people expect the economy to begin
contracting. If that happens, consumers
may start “saving for a rainy day,”
reducing their spending because they
expect layoffs and lower incomes.

This reduced spending can actually help
bring on a contraction, as firms respond to
reduced demand for their products. Thus
consumer expectations often become self-
tulfilling prophecies, creating the very
outcome that consumers fear. In spring
2003, expectations of war with Iraq influ-
enced the economy as consumers and
entrepreneurs postponed some purchases
until the end of the conflict.

Of course, the opposite can occur. If
people expect a rapidly growing economy,
they will also expect abundant job oppor-
tunities and rising incomes. Thus, they will
buy more goods and services, pushing up
GDP. Consumers can help create the very
prosperity they anticipate!

External Shocks
Of all of the factors that affect the business
cycle, perhaps most difficult to predict are
external shocks, which you read about in
Chapter 6. External shocks can dramati-
cally affect an economy’s aggregate supply.
Examples of negative external shocks
include disruptions of the oil supply, wars
that interrupt normal trade relations, and
droughts that severely reduce crop harvests.
Let’s consider what might happen if a
shock occurred. Suppose that the nation’s oil
supply were suddenly cut off. Immediately,
the price of any remaining oil skyrockets.
This shock has a powerful effect on the
economy. Qil is used to produce many
goods, and petroleum products fuel the
trucks, trains, and airplanes that transport
goods from factories to stores. The oil
shortage forces firms to reduce production
and raise prices for their goods. In other
words, GDP declines and the price level
rises.

Figure 12.9 Negative Extermal Shp
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investment shown in Figure 12.8.

Figure 12.9 illustrates this scenario. The
negative shock raises costs of production
and prices of final goods throughout the
economy. The aggregate supply (AS) curve
shifts to the left, reflecting higher prices and
lower real GDP. This is the stagflation that
you read about on page 311. It is particu-
larly harmful to businesses and households
and difficult for policymakers to fix.

Of course, an economy may also enjoy
positive external shocks to its aggregate
supply. The discovery of a large deposit of
oil or minerals will contribute to a nation’s
wealth. A growing season with a perfect
mix of sun and rain may create bountiful
harvests that drive food prices down.
Positive shocks tend to shift the AS curve to
the right, lowering the price level and
increasing real GDP.

External shocks usually come without
much warning. The other key factors
capable of pushing an economy from one
phase of the business cycle to another are
more predictable. So economists track

Chapter 12 m Section 2

negative external shocks to the economy. Supply and
Demand Compare the results of the negative shock shown
T ey ﬁ,&" on this graph with the results of declining business
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‘:;‘ Global Connections

Global Economic Decline Like a deadly virus, the Great
Depression quickly spread throughout much of the world. Latin America took a
hard hit when U.S. markets for its goods dried up. Europeans depended on the
United States for investments and loans, which became scarce. Industrial
production fell by 40 percent in Germany, 14 percent in Britain, and 29 percent
in France. “Hoovervilles,” the makeshift shelters of the homeless named after
President Hoover, sprang up in cities around the world. A photo from the era
shows a British man wearing a sign that described the plight of many: "l know
3trades / | speak 3 languages / Fought for 3 years / Have 3 children / And no
waork for 3 months / But | only want one job.”

leading indicators key
economic variables
that economists use to
predict a new phase of
a business cycle

business investment, interest rates, and
consumer expectations in order to more
accurately forecast changes in the business
cycle.

Business Cycle Forecasting

Predicting changes in a business cycle is
difficult. To predict the next phase of a
business cycle, forecasters must anticipate
movements in real GDP before they occur.
This is no easy task, given the large
number of factors that influence the level
of output in a modern economy.
Government and business decision makers
need accurate economic predictions to
respond to changes in a business cycle. For
instance, if businesses expect a contraction,
they may reduce inventories and postpone
building new factories. If government policy-
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indicators are a set of key
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The stock marker is one
leading indicator. Typically,
the stock market turns sharply
downward before a recession
begins. For example, the
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Nasdaq crash of 2000 preceded the reces-
sion of 2001. Recessions do not always
follow downturns in the stock market, but
the pattern is fairly regular.

Interest rates are another indicator.
Short-term interest rates show the cost of
borrowing money for a few days or
months. These rates change often and
reflect current events, Long-term interest
rates, such as those paid on 10-year and
30-year bonds, affect housing and large
business investments. Long-term rates
provide clues to the future health of the
economy. Low rates may mean that busi-
nesses and consumers don’t want to
borrow money to invest, and so the
economy may contract in coming years.

The Conference Board, a private
business research organization, maintains
an index of ten leading economic indica-
tors, including stock prices, interest rates,
and manufacturers’ new orders of capital
goods. Economists and policymakers
closely watch this index, which is updated
monthly. However, like the other important
tools used to forecast changes in the
business cycle, it is not altogether reliable,
since it sometimes predicts events that
don’t occur. (See the Economic Atlas and
Databank, pages 3538-539, for dara
relating to the Index of Leading Economic
Indicators and other economic measures.)

Business Cycles in American
History

Economic activity in the United States has
indeed followed a cyclical pattern. Periods
of GDP growth alternate with periods of
GDP decline.

The Great Depression

As you read earlier, before the 1930s
many economists believed that when an
economy declined, it would quickly
recover on its own. This explains why,
when the U.S. stock market crashed in
1929, and the economy took a nosedive,
President Herbert Hoover felt little need to




change his economic policies. The crisis,
however, did not just go away.

One look at Figure 12.10 shows that the
Great Depression did not rapidly cure
itself. Rather, it was the most severe
economic downturn in the history of indus-
trial capitalism. Between 1929 and 1933,
GDP fell by almost one third, and unem-
ployment rose to about 25 percent. One
out of every four workers was jobless, and
those who could find work often earned
very low wages.

As the effects of the Great Depression
spread throughout the world, it affected
economists’ beliefs about the macro-
economy. The Depression, along with the
publication of John Maynard Keynes’s The
General Theory of Employment, Interest,
and Money, pushed economists to consider
the idea that modern market economies
could fall into long-lasting contractions.

In addition, many economists accepted
Keynes’s idea that government intervention
might be needed to pull an economy out
of a depression. You’ll read more about
Keynes and his ideas in Chapter 135.

The depression also affected American
politics. Rejecting Hoover, voters in 1932
elected the Democratic governor of New
York, Franklin Delano Roosevelt, to the
presidency. Roosevelt soon began a series
of government programs designed to get
people back to work.

Programs such as the Works Progress
Administration and the Civilian Conserva-
tion Corps got able-bodied workers back
on the job and earning income, which they
would then spend supporting their families.
In this way, spending increased throughout
the economy.

Not until the United States entered into
World War II did the country completely
recover from the Great Depression. The
sudden surge in government defense
spending boosted real GDP well above pre-
depression levels.

Some Later Recessions
Thankfully, no economic downturns since
the 1930s have been nearly as severe as the
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Great Depression. We have had recessions,
though.

In the 1970s, an international cartel, the
Organization of Petroleum Exporting
Countries (OPEC), launched an embargo
on oil shipped to the United States and
quadrupled the price of its oil. These
actions caused external shocks in the
American oil market. As oil prices skyrock-
eted, raw material costs rose, and the
economy quickly contracted into a period
of stagflation.

Reeling from higher-than-ever prices for
gasoline and heating fuel prices, Americans
began looking for ways to conserve energy.
They turned down their hear, bought
smaller, more fuel-efficient cars, and began
researching energy alternatives to petro-
leum. When the United States and other
nations developed more of their own
energy resources, OPEC finally lowered its
oil prices.

Chapter 12 m Section 2
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As this graph shows, output {real GDP) dropped
dramatically during the Great Depression. With factories
idle, thousands of Americans lost their jobs and their
homes. Unemployment What accounts for the rise in
real GDP in the early 1940s? H-55 12.5.2
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When the supplr. of OPEC p;troleum decraa-sad, gasoline prices

Selling

Gasoline from

shot up. Limited supplies closed some gas stations. The green flag at
this California gas station meant that only those customers with even-
numbered license plates could buy rationed gas that day.

Once again the United States had suffered
an economic downturn, although not as
severe as the Great Depression. There were
additonal problems in the late 1970s and
early 1980s. High interest rates and other
factors caused real GDP to fall and the
unemployment rate to rise to over 9 percent
in the early 1980s.

The Business Cycle Today

Following a brief recession in 1991, the
U.S. economy grew steadily, with real GDP
rising each year during the 1990s. The
country enjoyed record growth, low unem-
ployment, and low inflation. Some econo-
mists began to suggest that the nature of

the business cycle had changed. Perhaps we
had learned how to control recessions and
promote long-term growth.

As the dot-com boom of the 1990s
ended, however, the U.S. growth slowed.
Businesses and individuals invested billions
of dollars in new technology that proved to
be unprofitable and, in some cases, worth-
less. The negative effects of the technology
crash spread throughout the economy to
other industries. In March 2001, the
country slipped into a recession.

Economists hoped the decline would
prove short-lived, but then the terrorist
attacks of September 11, 2001, resulted in
a sharp drop in consumer spending. The
hotel, airline, and tourism industries were
especially affected. Many companies
blamed their performance problems on
September 11.

The recession ended in November 2001
when the economy began to grow slowly.
The Fed cut interest rates to historic low
levels to prevent the economy from slipping
back into a recession. However, unemploy-
ment continued to rise steadily over the
following years as companies laid off more
workers and kept spending low. The
economy’s growth was not strong enough
to dispel the feeling of bad times even
though the recession had ended. Investors
looked to the future for a true turn-around
and confident economic growth,
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For: Self-quiz with vocabulary practice@ (\ -

Key Terms and Main ldeas

1. Which phase of a business cycle can lead an economy
into recession? | HINT i

2. How can interest rates push a business cycle into a
contraction? l-llllTi

3. Why is the stock market considered to be a leading
indicator of economic change? | HINT

4. How did the Great Depression affect economists’ beliefs
about the macroeconomy?| HINT |

Applying Economic Concepts

5. Critical Thinking Atwhich pointin a business cycle
would you prefer to be, the peak or the trough? Why?
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6. Try This Draw a line graph of a business cycle in which
the peak occurs when the real GDP reaches $4.9 trillion
{$4,900 billion) and the trough occurs at $4.3 trillion.
Label the expansion, peak, contraction, and trough. Use
Figure 12.10 as a model. Gr 7 AF 1.5
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ECONOMIC

| Entrepreneur .'

ANDREW CARNEGIE sss-1919

Andrew Carmegie’s hard work and determination helped bim rise from
poverty to wealth and power. He inberited a strong commitment to
workers from bis father, but be also was ruthless when dealing with
his own emplovees. He was deeply committed to charity, and is
| remembered today for the his buge charitable endowments.

Escape from Poverty
If you had known the Carnegie family when
Andrew was born, you would never have
predicted his financial success. The
Carnegies lived in Dunfermline, Scotland.
The town formerly produced the finest
damask linens in England, but the industry
had declined and Andrew’s father, a weaver,
did not have enough work to support his
family. Hearing that conditions were better
in America, the family left Scotland and
arrived in Pittsburgh, Pennslyvania, in 1848.
Pittsburgh was a booming industrial city,
growing rapidly but suffering the effects of
pollution. Carnegie later wrote that “if you
washed your face and hands they were as
dirty as ever in an hour. The soot gathered
in the hair and irritated the skin .. ..”
Carnegie was determined to improve his life.
At first, Carnegie worked as a telegraph
messenger, then as the personal telegrapher
to the superintendent of the western division
of the Pennsylvania Railroad. Eventually, he
became superintendent himself. By 1856, he
had saved enough money to begin investing
in other companies, and by 1863 he was
earning $40,000 a year from his investments.
In 1899, he founded the company that grew
into Carnegie Steel Co., Ltd.

CHECK FOR UNDERSTANDING

Mixed Treatment of Workers
Carnegie often spoke out in support of
working people, no doubt remembering his
own humble beginnings. But he ran his own
business ruthlessly. In a brutal confrontation
between striking workers and management
guards, three workers and seven guards
were killed. Carnegie expressed horror at
the bloodshed. Once the union was crushed,
however, Carnegie cut wages and imposed
longer workdays. He gave his steel workers
only one day off during the entire year: the
Fourth of July.

Charitable Commitments

In 1901, Carnegie sold Carnegie Steel to
J.P. Morgan. Carnegie personally earned
$250 million from the sale—or about $4.5
billion in today’s dollars. He then retired
from business as one of the wealthiest
people in the world.

In retirement, Carnegie gave more than
$350 million to a wide range of
philanthropic causes—over $3 billion in
current dollars. He supported education,
world peace, libraries, and research.
Today, he is also remembered for creating
music halls {the most famous one, in New
York City, bears his name} and over 3,000
public libraries.

1. Source Reading How did Andrew 2. Critical Thinking Are today's 3. Learn More Use the Internet to
Carnegie use the technological devel- entrepreneurs able to make the same  learn more about major Carnegie
opments of the Industrial Revolutionto  degree of charitable contributions as endowments such as the Carnegie
hecome one of the richest people in Carnegie? Why or why not? Endowment for International Peace.

the waorld?




Objectives Section Focus

Economic Growth

Key Terms
After studying this section you will be able to:  Economic growth is a steady, long- real GDP per capita
1. Analyze how economic growth is measured. ~ termincrease in a nation’s real GDP capital deepening
2. Understand capital deepening and how it th?ttendsm r_aise g standards. sa"i"g
contributes to economic growth. Primary contributors to long-term savings rate
growth include capital deepening, technological progress

3. Analyze how saving and investment are
related to economic growth.

saving and investing, and advances
in technology. The other factors

4, Summarize the impact of population that affect economic growth are
growth, government, and foreign trade on population, government, and

economic growth. foreign trade.

5. Identify the causes and impact of
technological progress.

M ost of us would agree that as far as
material possessions go, Americans
are much better off today than they were
100 years ago. Why is this so?

Economic growth has allowed succes-
sive generations to have more and better
goods and services than their parents.
Long-term increases in real GDP allow an

Figure 12.11 Real GDP per Capita,

1970-2004
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entire society to improve its quality of life,
especially its standard of living. (See
Chapter 3.)

A hundred years ago, most American
families would have been able to own an
icebox, a wood-burning stove, and a horse
or bicycle. For most of us roday, those
necessities of life have turned into a refrig-
erator-freezer, a microwave oven, and a
car or two. Think abourt the differences
between these two sets of products!

Measuring Economic Growth

The basic measure of a nation’s economic
growth rate is the percentage change of
real GDP over a given period of time. For
example, the real GDP in 1994 was $7.8
billion, and in 2004, it was $10.8 billion.
The economic growth rate for this decade
was about 38 percent (($10.8 billion -
$7.8 billion) + $7.8 billion X 100).

GDP and Population Growth

Over time, a nation’s population tends to
grow. Real gross domestic product, if it is
to satisfy the needs of a nation’s growing
population, must keep up with the growth



Figure 1212 Economic Health of Selected G
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Country GDP per GDP growth School Life expectancy | Unemployment | % change
capita (2002 | (average annual | expenditure at birth, 2002 rate (% of laber | in consumer
dollars, in % change in perstudent, = (men /women]) force, 2003, prices, 2003
thousands) = growth, 1991- | 2001 (in men /women)
2001) dollars)
U.s. 36.1 +3.4 8,144 74.4/79.8 6.3/5.7 22
Czech Rep. 15.1 +1.6 2819 12.1/78.7 6.2/9.8 0.2
France 212 +1.9 6,783 75.8/83.0 8.5/10.5 z1
Germany 2.9 +1.5 6,055 75.6/81.3 10.0/5.2 i)
Japan 210 +1.1 6,179 78.3/85.2 5.5/4.9 -0.3
Korea 11.0 +5.5 4,406 72.8/80.0 38033 36
Mexico 9.2 +3.1 1,575 121111 20/24" 4.6
Turkey 6.4 +2.7 not available 66.2/70.9 6.6/6.5% 250
UK. 219 +2.7 5,324 15.7/80.4 5.5/4.3 29
* 2000

Sources: Organization for Economic Cooperation end Development, 2005

SULLDIN o

The statistics shown here are typically used as indicators of a country’s living standards.

Standard of Living (a) How does the economic health of the United States compare to
that of the other countries shown here? (b) What countries seem to have the most-
&5 cont‘.i"“* healthy and the least-healthy economies? .55 12.5.2

rate of the population. This is one reason
that economists prefer a measure that takes
population growth into account. For this,
they rely on real GDP per capita, which is
real GDP divided by the total population
(per capita means “for each person”).

This measure is considered the best
measure of a nation’s standard of living. As
long as real GDP is rising faster than the
population, real GDP per capita will rise,
and so will the standard of living.
Economists can see how the standard of
living has changed over time by comparing
real GDP per capita from two different
time periods. They can also use per capita
growth rates to compare the economies of
two different nations.

GDP and Quality of Life

We can use GDP to measure standard of
living, which relates to material goods. We
cannot use it, however, as a complete
measure of people’s quality of life. As you
read in Section 1, GDP excludes many

factors that affect the quality of life, such as
the state of the environment or the level of
stress that individuals feel in their daily
lives. In addition, while real GDP per
capita represents the average output per
person in an economy, it tells us nothing
about how the output is distributed. A
nation may have relatively high real GDP
per capita, but if most of the income goes
to relatively few people while the majority
earn next to nothing, the typical person will
not enjoy a very high standard of living.

Despite these facts, real GDP per capita
is a good starting point for measuring a
nation’s quality of life. Nations with
greater availability of goods and services
usually enjoy better nutrition, safer and
more comfortable housing, longer life
spans, better education, and other indica-
tors of a favorable quality of life.

Since economic growth has an enormous
impact on quality of life, economists devote
significant resources to figuring out what
causes the nation’s real GDP to rise. They

real GDP per capita
real GDP divided by the

total papulation

Chapter 12 m Section 3
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capital deepening
process of increasing
the amount of capital
perwarker

saving income not used
for consumption

savings rate the
proportion of
disposable income that
is saved

focus on the roles of capital goods, tech-
nology, and a few related factors.

Capital Deepening

Physical capital, the equipment used to
produce goods and services, makes an
important contribution to the output of an
economy. With more physical capital, each
worker can be more efficient and produc-
tive, producing more output per hour of
work. Economists use the term labor
productivity to describe the amount of
output produced per worker.

With a labor force of a given size, more
physical capital will lead to more outpur—
in other words, to economic growth. This
process of increasing the amount of capital
per worker, called capital deepening, is one
of the most important sources of growth in
modern economies. (See Figure 12.13.)

Figure 12.13 Effects of Capite
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oWLDIV e This diagram shows the beneficial
effects of capital deepening.
Money Suppose you own a small
Q‘r c““'.\s clothing shop. Why should buying a

new line of clothes for an upcoming

season and providing special training for sales staff
result in capital deepening?
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Human capital, the productive knowl-
edge and skills acquired by a worker
through education and experience, also
contributes to output. Firms, and
employees themselves, can deepen human
capital through training programs and
on-the-job experience. Better-trained and
more-experienced workers can produce
more output per hour of work. As the
United States moves toward a service-
oriented economy, human capital becomes
another vital source of growth.

Capital  deepening—whether it be
physical capital or human capital—
increases output per worker. It also tends to
increase workers’ earnings. To understand
why this happens, consider the effect of
greater worker productivity on the demand
for workers. As you read in Chaprer 9, if
workers can produce more output per
hour, they become more valuable to their
employers. As a result, employers will
demand more workers. This increase in
demand will increase the equilibrium wage
rate in the labor market.

So, with a labor force of a given size,
capital deepening will increase output and
workers” wages. But how does an economy
increase its stock of capital per worker? It
does so through saving and investment.

Saving and Investment

To help us understand how saving and
investment are related, let’s consider an
economy with no government sector and
no foreign trade. In this simplified
economy, consumers and business firms
purchase all output. In other words,
output can be used for consumption (by
consumers) or investment (by frms).
Income that is not used for consumption is
called saving.

Since output can only be consumed or
invested, whatever is not consumed must
be invested. Therefore, in this simplified
economy, saving is equal to investment.
The proportion of disposable income that
is saved is called the savings rate.

To see this another way, look at an indi-
vidual’s decision, as shown in Figure 12.14.



Shawna had an after-tax income of $30,000
last year, but she spent only $25,000. That
left her with $5,000 available for saving.
She used some of her lefrover income to
purchase shares in a mutual fund (stocks
and bonds). She put the rest of the money
into her bank account.

Through her mutual-fund firm, her
bank, and other intermediaries, Shawna’s
$5,000 was made available to businesses.
The firms used the money to invest in new
plants and equipment. So, when Shawna
chose not to spend her entire income but to
save a share, the amount that she saved
became available for business investment.

If we consider the economy as a whole,
the process works the same way. If total
saving rises, more investment funds become
available to businesses. Those firms will use
most of these funds for capital invest-
ment—for expanding the stock of capital in
the business sector.

Higher saving, then, leads to higher
investment, and thus to higher amounts of
capital per worker. In other words, higher
saving leads to capital deepening. Now we
can understand why most nations promote
saving. In the long run, more saving will
lead to higher output and income for the
population, raising GDP and the standard
of living. The United States has a low
saving rate, but businesses and government
successfully borrow from other countries
with high saving rates.

Population, Government,
and Trade

Now we will consider a slightly more real-
istic economy that has population growth,
a government sector, and foreign trade.
First, think about the effect of the popula-
tion growth on capital accumulation.

Population Growth

Population growth does not necessarily
preclude economic growth. However, if the
population grows while the supply of
capital remains constant, the amount of
capital per worker will shrink. This process,

Figure 1214 How Saving Leads to

Capital Deepening

Shawna’s income: $30,000

V4 A
$25,000 spent $5,000 saved

F L

$3,000 in a mutual fund
{stocks and
corporate bonds)

v v

Mutual-fund firm Bank lends ?hawf'a &
makes Shawna’s $3,000 ¢ munsytah el
available to firms orms such as loans
and mortgages

$2,000in “rainy day "
bank account

kN .

Firms spend money
on business capital
investment

oW\LDIN . This diagram shows how saving adds
to GDP by creating capital.
Money If people saved a high
15 2\® proportion of their incomes, how might
CONCE' " the economy be affected? H-55 12.5

the opposite of capital deepening, will lead
to lower living standards. In fact, some rela-
tively poor countries, such as India, have
large labor ftorces but small capital stocks.
The result is that output per worker—
and earnings per worker—are relatively
low. Conversely, a nation with low popula-
tion growth and expanding capital stock
will enjoy significant capital deepening.

Government

Government can affect the process of
capital deepening in several ways. If
government raises tax rates to pay for addi-
tional services or to finance a war, house-
holds will have less money. People will
reduce their saving, thus reducing invest-
ment. In these cases, the government is
taxing households in order to pay for

Chapter 12 m Section 3
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technological progress
an increase in
efficiency gained by
producing more output
without using more
inputs

Figure 12.15 Financing the Transcontinental Railroad
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consumption spending, and the net effect is
reduced investment.

On the other hand, if government
invests the extra tax revenues in public
goods, such as roads, telecommunications,
and other infrastructure, investment will
increase. To see why, consider what share
of income the average houschold saves.
Suppose that, on average, households save
10 percent of their income. In this case,
for every extra dollar in tax revenue the
government collects, household saving
{and investment) drops by 10 cents.
However, government investment in infra-
structure rises by $1. The net result is an
increase in total investment of 90 cents.
This would promote capital deepening,

[ A
toUS.
railroad
companies

Companies use the
money to buy capital
such as new track
and cars

In the mid-1800s, railroad companies, eager to build a
transcontinental line, borrowed money from foreign
investors. The railroad, which was completed in 1869, made
enough money to pay off the loans and return a profit.
Money How is the scenario shown here an example of

capital deepening?
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since the government is taxing its citizens
to provide investment goods.

Foreign Trade

Foreign trade can result in a trade deficit, a
situation in which the value of goods a
country imports is higher than the value of
goods it exports. (You will read more
about trade deficits in Chapter 17.)
Running a trade deficit may not seem like a
wise practice, but if the imports consist of
investment goods, the practice can foster
capital deepening. [nvestment goods are
the structures and equipment purchased by
businesses.

Capital deepening can help a country
pay back its creditors because it is a source
of economic growth. In the mid-1800s, for
example, the United Srates financed the
building of the transcontinental railroad
in part by borrowing funds from investors
in other countries. (See Figure 12.15.) The
borrowing created a trade deficit, but it
also helped create a much higher rate of
economic growth than would have
occurred without the borrowing. The
railroad opened up vast areas to farming,
which over time helped increase the nation’s
agricultural output by a huge amount.

Of course, not all trade deficits promote
capital deepening. In this regard, trade
deficits are similar to government taxation.
Whether they encourage capital deepening
and economic growth depends on how the
funds are used. If they are used for short-
term consumption, the economy will not
grow any faster, and it will not have any
additional GDP to pay back the debts. If the
funds are used for long-term investment,
however, they will foster capital deepening.
The resulting economic growth will bring
the country prosperity in the future.

Technological Progress

Another key source of economic growth is
technological progress. This term usually
brings to mind new inventions or new ways
of performing a task, but in economics, it
has a more precise definition. Technological
progress is an increase in efficiency gained



by producing more output without using
more inputs.

Technological progress occurs in many
ways, as illustrated in the photographs
above. It can come as new scientific knowl-
edge that has practical uses. It can be a new
machine that allows goods to be produced
more efficiently. Tt may be a new method
for organizing production. All of these
advances raise a nation’s productivity.
Increased productivity means that we can
produce more output with the same
amounts of land, labor, and capital. With
technological progress, a society can enjoy
higher real GDP per capita, which leads to
a higher standard of living.

Measuring Technological Progress
In most modern economies, the amount of
physical and human capital changes all the
time. So does the quantity and quality of
labor and the technology used to produce
goods and services. These interconnected
variables work together to produce
economic growth. How then can we isolate
and measure the effects of technological
progress?

Robert Solow, a 1987 Nobel Prize-
winning economist from the Massachusetts
Institute of Technology, developed a

A Inventions such as desktop computers (right)
contribute to America's technological progress. Just as
important are new manufacturing processes, such as the
use of robots in assembly lines (left), and new
knowledge, such as medical breakthroughs.

method for measuring the impact of tech-
nological progress on economic growth.
Solow’s method was to determine how
much growth in output comes from
increases in capital and how much comes
from increases in labor. He concluded that
any remaining growth in output must then
come from technological progress.

Between 1929 and 1982, the average
annual growth rate of real GDP was 2.92
percent. Using Solow’s method, economist
Edward Denison has estimated that techno-
logical progress boosted the real GDP 1.02
percent per year, on average. Increases in
capital and labor were respon-

sible for 0.56 percent and 1.34

percent of the average annual
growth, respectively (2.92 -
0.56 - 1.34 = 1.02).

Causes of Technological
Progress

Since technological progress is
such an important source of
economic growth, economists
have looked for its causes.
They have found a variety of
factors that influence techno-
logical progress.

FAST FACT

Innovations in communication and
fransportation have revolutionized
business efficiency in recent
decades. Suppose a Michigan
manufacturer needs a part from
Japan to repair an essential tool on
his automobile assembly line. He can
contact the parts factory in Japan
instantly through phane, fax, or email.
Then, instead of waiting a week or
more for the new part to arrive, he can
receive the part in the morning
through an overnight airline express
service and have his assembly line up
and running by afternoon.
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In the News Read more about
praductivity in “And a Silver Lining,” an
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The Wall Street Journal

1.Scientific research  Sci-
entific research can generate
new or improved production
techniques, improve physical
capital, and result in better
goods and services.

2. Innovation When  new
products and ideas are success-
fully brought to the market,
output goes up, boosting GDP

Classroom Edition
For: Current Events
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and business profits. Yet inno-
vation often requires costly
research. For companies to
carry out research, they need

some assurance that they will

Key Terms and Main Ideas

1. (a) Why do economists measure real GDP per capita?
(b) Why does real GDP per capita provide a better way ; .
to compare the ecanomle&ff To different nations than 8- Using the Databank Turn to the graph “Personal

does real GDP alone? | HINT

. What is capital deepening, and how does it contribute to
economic growth? | HINT i

. What role does saving play in the process of economic
growth? m

make a profit on the sale of a
product.

That’s why the government issues
patents. A patent is an exclusive right to
produce and sell a product for a given
period, currently 20 years. A patent helps
companies recover the cost of research by
earning profits before its competitors are
allowed to copy new products.

Government can aid innovation in several
other ways as well. Through organizations
such as the National Science Foundation
and the National Institutes of Health, the
United States government sponsors so-called
basic research. Basic research is a term that
describes theoretical research that is often

How do paten encourage technological progress?

Applying Economic Concepts

5. Critical Thinking You have read about the economic
effects of the transcontinental railroad. What other
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expensive and might not bring a new
product to market in a timely way.

3.8cale of the market Larger markets
provide more incentives for innovation,
since the potential profits are greater. For
this reason, larger economies will come
up with more technological advances.

4. Education and experience As you read
earlier, firms can develop their human
capital by providing education and on-
the-job experience for workers. Human
capital makes workers more productive
and thus accelerates economic growth. Tt
can also stimulate growth in another
way. A more educated and experienced
work force can more easily handle tech-
nological advances and may well create
some new advances, too.

5. Natural  resource  use Increased
natural resource use can create a need
for new technology. For example, new
technology can turn previously useless
raw materials into usable resources. It
can also allow us to obtain and use
resources more efficiently, develop
substitute new resources, and discover
new resource reserves. Because price is
based on the cost of obtaining a
resource (and not necessarily on its
scarcity), new technology can also lead
to lower prices.

| For: Self-quiz with vocabulary practice
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Web Code: mna-5127
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communication and transportation systems might have
similar effects? Write a paragraph analyzing these
effects.

Savings as a Percentage of Disposable Income” on
page 540, What was the trend in savings between 1990
and 20047 How might this trend have affected capital
deepening? Explain.
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How Has Technology Affected Productivity?

chhunlogy, according to Peter Zentz, “is the
cornerstone of all the products we make.”
Zentz is an executive with Benthos, Inc., a manu-
facturer of underwarter equipment such as cam-
eras that operate on the ocean floor. Benthos
cameras took the first underwater pictures of the
RMS Titanic after its discovery.

“The technology that continues to be devel-
oped in our industry,” says Zentz, “is truly
remarkable. But what strikes me every day is the
way in which other types of technology have
enabled us . . . to efficiently serve our customers,
communicate effectively with them and our
workers . . . and keep precise records.”

S e 9 i 1

Telecuflferencfng Rick Gifford, a Benthos sales A High-tech underwater cameras help Ay
executive, believes that one of the greatest researchers study the ocean floor. "-]

advancements for business is the technology that

makes teleconferencing possible. “We used to spend hours, even days, bringing
our sales representatives, customers, and field workers into our oftice for impor-
tant meetings,” he explains. “Through teleconferencing we get it done just as
effectively, eliminate enormous expense, and no one has to be uprooted.”

Photocopiers Zentz and Gifford, however, both agree that the computer is not
their most indispensable technological device.
“Believe it or not,” says Zentz, “we’ve found that
/ U.S. Computer

the copy machine is our most important piece of Purchases, 1997-2000
equipment. The thought of hand-copying the thou- =

sands of designs, research reports, written corre- £ 80,000 4
spondence, and other documents that we generate §
every year boggles my mind.” =
Zentz is not alone in his opinion. In a recent E
survey, most office workers indicated that the =
photocopier is important to their productivity. &
But whatever the ranking, one thing is certain. -;f
Technology has changed the business world forever. H
H
Applying Economic I@eas g
1. How has technology affected office productivity? 2
2. The graph on the right shows the value of 2

1997 1938 1993 2000

computers sold in the United States. What
might this graph indicate about the growth of

GDP in the late 1990s and carly 200052 Source: Statistical Abstract of the United States, 2002
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ﬂ'.\% Standards Review

H-55 12.5 Students analyze the aggregate economic behavior of
the U.5. economy.

H-55 12.5.1 Distinguish between nominal and real data.

H-55 12.5.2 Define, calculate, and explain the significance of an
unemployment rate, the number of new jobs created manthly, an
inflation or deflation rate, and a rate of economic growth.

H-55 12.5.3 Distinguish between short-term and long-term

interest rates and explain their relative significance.

Chapter Summary

Section 1 Gross Domestic Product (pp. 301-308)

Gross domestic product (GDP) is the most important
measure of a nation’s economic performance. GDP
changes in response to shifts in aggregate supply and
aggregate demand. GDP does have its limitations,
however, Other measures are often used in addition
to GDP when evaluating a nation’s economy.
National income accounting is a system that collects
macroeconomic statistics.

Section 2 Business Cycles (pp. 310-316)
A business cycle includes four phases: expansion,
peak, contraction, and trough. Policymakers study
business cycles to try to predict downturns in the
economy and take steps to lessen their effects and
speed economic recovery. Leading indicators help
economists take the pulse of the macroeconomy.

Section 3 Economic Growth (pp. 318-324)

Economic growth is a steady, long-term increase in
real GDP and often results in higher living standards.
Capital deepening, saving and investment, population
growth, government, foreign trade, and technological
progress affect economic growth. Real GDP per capita
is considered the best measure of a nation’s standard
of living.
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Key Terms

Complete each sentence by choosing the cor-
rect answer from the list of terms below. You
will not use all of the terms.

. gross domestic T
leading indicators | HINT

HINT

HINT

HINT
HINT

2.

3

4.

5.

ion HINT |

product
. price level
' capital deepening

business cycle| HINT
gross national

| aggregate supply
intermediate goods

product |HINT |

are goods used in the production of
final goods.

A can be described as a period of
macroeconomic expansion followed by a
period of contraction.

Economists use the term to describe
the dollar value of all final goods and serv-
ices produced within a country’s borders in
a given year.

occurs when the amount of capital
per worker increases.

The is the average of all prices in the
cconomy.
A prolonged economic contraction is

known as a

Using Graphic Organizers

7

On a separate sheet of paper, copy the web
map below. Complete the web map by fill-
ing in the circles with components of GDP.
You may add more circles.

Consumer
goods and
services



Reviewing Main ldeas
8. List three limitations of nsini GDP as a measure

of the nation’s economy. |

9. Identify four factors that keep the business cycle
going.| HINT

10. Summarize the ways in which economists meas-

ure economic growth.| HINT b
11. What is the difference between nominal GDP

and real GDP?| HINT h
Critical Thinking

Analysis Skills €S2, HR4

12. Making Comparisons Compare the factors that
propel the business cycle in peak periods. Which
factor affects you most? Which is the most
uncontrollable factor?

13. Drawing Inferences Why is real per capita GDP
used to measure economic growth? In which
ways is this measure more effective than other
measures?

14. Synthesizing Information Explain why GDP is an
accepted way of measuring the economy, despite
its known drawbacks.

15. Making Comparisons Collect articles from the
newspaper that present forecasts of the econo-
my’s performance in the next three months or
year. What evidence is provided to support the
claims? Compare the forecasts you collected. How
are they similar? How do they differ? On what
indicator does each article base its forecast? Which
forecast is considered most reliable?

Problem-Solving Activity

16. A group of consumers claims that drug compa-
nies earn excessive profits because of the patents
they have on drugs. They recommend cutting the
length of time that a drug company can hold a
patent to five years. They argue that this will lead
to lower prices for drugs because competitors will
enter the market after the five-year period. Are
there any drawbacks to this proposal?

Skills for Life

Analysis Skill HI6

Cost-Benefit Analysis Review the steps shown on

page 309. Then answer the following questions using

the table below describing two transportation plans
for a town that would like to reduce car traffic and
pollution.

17. (a) What are the two possible solutions the town
is considering? (b) Does each of these solutions
address the town’s problems?

18. (a) What are the financial costs of each system?
(b) What other non-financial costs does each sys-
tem include?

19. (a) What quantitative data can you find about
the benefits of each system? (b) What other, non-
financial benefits does each system provide?

20. What is the cost for each system as measured by
the additional dollar cost per new rider?

21. Consider the answer to the question above.
Should the town choose the system which costs
less, in dollars, per new rider? Why or why not?

Transportation Choices | ‘

Catagory New Bus Routes Light Rail Line
Cost $10,000,000 $85,000,000
New riders served 2,000 6,000
Advantages Reduces traffic, Less pollution,
routes can change reduces traffic,
easily for market | regular schedule
needs
Disadvantages More local air Route cannot
P , buses h exp
get caught (o run
in traffic

E\ T . Standards Monitoring Online

For: Chapter 12 Self-Test  Visit: PHSchool.com
Web Code: mna-5121

As a final review, take the Economics Chapter 12 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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Materials

" 50 sheets of plain
81" x 11" paper

6 student desks

3 scissors

10 pencils

. esources are limited, and people’s wants and needs
often exceed what is available. As a result of scarcity,
“_people “economize™ by trying to get the greatest
benefits from their limited resources. In other words, they try

to get as much as possible from those
resources by increasing productivity.
Productivity is usually measured by the
amount of output per worker. In this
lab you will explore how businesses try
to obtain the greatest possible benefits
from the fewest possible resources.

Preparing the Simulation

One way that producers attempt to
increase productivity is by dividing pro-
duction into steps and assigning a step
to each worker. Your task in this lab is to
determine the impact this specialization,
or division of labor, has on productivity.

Step 1: With a group of six of your
classmates, form a “company” that

builds paper airplanes. As a group,
experiment and agree on a simple

design for your company’s airplane using
only one half of an 84" x 11" piece of paper
(81" x 53"). Next, choose a company name,
and print the name on both sides of the

pany should practice making an airplane
before beginning the lab activity.

Step 2: Gather your company's production
resources as shown in the Materials hox
above. You already have one factor of pro-
duction—your group’s labor. Select one
member to be quality control manager. The
other members will be production workers.

following criteria: The plane must be made

 Productivity

plane’s fuselage. Each member of the com-

The quality control manager should inspect
each worker's "practice” airplane using the

A Specialization at this assembly line can lead
to increased productivity.

from the correct size paper, it must be prop-
erly folded, and the company name should
be printed correctly on hoth sides.

Step 3: As the "workers” assemble the fac-
tors of production, the quality control man-
ager should prepare a chart by copying, on
a separate sheet of paper, the Productivity
Chart shown at right.

Conducting the Simulation

This simulation will consist of three four-
minute “shifts,” each of which is described
on the next page. During each shift the
group’s six workers will “manufacture”
airplanes. All workers must cease work
immediately at the end of each shift.




Materials:

1 pair of scissors

1 pencil

2 desks

Procedure: Each worker must
work alone to make his or her
airplanes. The materials must be
shared. After the four minutes is
up, the quality control manager
should inspect the airplanes and
record the number of accept-
able airplanes completed in the
Shift 1 column on the
Productivity Chart.

Productivity Chart

a number of acceptable

airplanes completed
b number of wc_:rkers
¢ cost of materials
(25¢ per plane}
d wages
[$1.00 per waorker)
e factory ren'tt.j .
$1.00 per deskl
f '%nvestrnentin squipment
50¢ per scissc_)rs';
(25¢ per pencil)
. g total cost
c+rd+et
h cost per airplane
8 Cgeal
g+a
i total time worked
bxd minutes)
i output per minute
ta+i) :
k productiww per
{a+ b}

worker

Materials:

1 pair of scissors

1 pencil

2 desks

Procedure: Before this shift
begins, work as a group to break
the production process into a
series of steps. Include cutting
the paper, folding, and writing
the company name. Before the
shift begins, assign group mem-
bers to one of the steps and
organize the new assembly line.
When the shift ends, the guality
control manager should record
the number of acceptable
airplanes completed in the Shift
2 column on the Productivity
Chart.

Materials:

Using the costs listed on the
Productivity Chart, decide as a
group whether to purchase addi-
tional desks, scissors, or pencils
for the purposes of increasing
productivity or of adding a sec-
ond assembly line. You may
acquire a maximum of 6 desks,

3 scissors, and 10 pencils.
Procedure: Before the shift
begins, record the costs of any
new capital in the Shift 3 column
on the chart and reorganize the
new assembly line or lines. At the
end of the shift, record the num-
ber of airplanes completed in the
Shift 3 column on the chart.

Simulation Analysis

\ Complete the productivity chart as a
group; then discuss the following
questions.

. What effect did the division of labor

in Shift 2 have on productivity?

. What effect did investing in addi-

tional capital goods for Shift 3 have
on productivity?

. For which shift was the cost per

airplane the lowest? The highest?

. Identifying Alternatives If instead of

making an additional capital invest-
ment in Shift 3, the company had
laid off one or two workers, how
might total production, costs, and
productivity per worker (rows a, g,
h, j, and k on the productivity chart)
have been affected?
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ment, inflation, and poverty can
ge numbers of Americans. This
chapter addresses the causes and effects
: of these economic challenges.

Economics Journal .
-
The United States Census Bureau
indicates that about 13 percent of
Americans live in poverty. What
images come to mind when you
think of poverty? Think about these
images. Then answer the following
question in your journal: What is
poverty?
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- PHSchool.com
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Objectives

After studying this section you will be able to:

1. Describe frictional, seasonal, structural,
and cyclical unemployment.

2. Describe how full employment is
measured.

3. Explain why full employment does not
mean that every worker is employed.

- Unemployment

Section Focus Key Terms

Even in good economic times, frictional
unemployment affects millions of unemployment
Americans. The unemployment rate seasonal unemployment
provides an important clue to the structural

health of the entire economy. unemployment

cyclical unemployment
census

unemployment rate

full employment
underemployed
discouraged worker

U nemployment is not just a personal
issue. It is an issue for the national
economy as well. Economists can measure
how healthy the economy is at any given
time by counting the number of people
who are unemployed. Congress, the
President, and other policymakers pay
close attention to these statistics so they
can take the necessary action to get people
back to work.

Economists look at four basic kinds of
unemployment: frictional, seasonal, struc-
tural, and cyclical. The various kinds of
unemployment have different effects on the
economy as well as on the people who are
unemploved.

Frictional Unemployment

Unemployment always exists, even in a
booming economy. Frictional unemployment
occurs when people take time to find a job.
For example, people might change jobs, be
laid off from their current jobs, need some
time to find the right job after they finish
their schooling, or take time off from
working for a variety of other reasons.
In the following examples Hannah, Jorge,
and Liz are all considered frictionally
unemployed.

e Hannah was nort satisfied working as a
nurse in a large hospital. Last month she
left her job to begin looking for a
position at a small health clinic.

Since Jorge graduated from law school
three months ago, he has been inter-
viewing with various law firms to find the
one that best suits his needs and interests.
Liz left her sales job two years ago to care
for an aging parent. Now she is trying to
return to the work force.

None of these three people found work
immediately after beginning his or her
search, While they are looking for work,
they are considered frictionally unem-
ployed. In an economy as large and diverse
as that of the United States, economists
expect to find many people in this category.

Unemployment insurance, which provides
an income to laid-off workers seeking jobs,
may contribute slightly to frictional unem-
ployment. A worker receiving unemploy-
ment insurance faces less financial pressure
to find a new job immediately.

Seasonal Unemployment

Gregory is a brick mason for a small
construction company in the northeastern
United States. Every winter Gregory’s

Chapter 13 m Section 1

frictional
unemployment
unemployment that
occurs when peaple
take time to find a job
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A Seasonal unemployment affects migrant farm workers, who can be
without work once the harvest season is over.

seasonal
unemployment
unemployment that
occurs as a result of
harvest schedules or
vacations, or when
industries sfow or shut
down for a season

structural
unemployment
unemployment that
occurs when workers’
skills do not match the
jobs that are available

employer lays off all seven of his employees
when cold weather forces an end to
outdoor work. In the spring, he hires the
workers back again to begin a new
construction season. Gregory's vyearly
pattern of steady work followed by a
predictable period of unemployment marks
him as a seasonal worker.

In general, seasonal unemployment occurs
when industries slow or shut down for a
season or make seasonal shifts in their
production schedules. It can also occur as a
result of harvest schedules or vacations.
When this school year ends, you or your
friends may need some time to find the
perfect summer job. If so, economists will
count you as seasonally unemployed.

As with frictional unemployment, econo-
mists expect to see seasonal unemployment
throughout the year. Government policy-
makers do not take steps to prevent this
kind of unemployment, because it is a
normal part of a healthy economy.

Still, the lives of seasonally unemployed
workers can be extremely difficult. Migrant
agricultural workers, for example, travel
throughout the country to pick fruits and
vegetables as various crops come into
season. They know that their work will
likely end when winter arrives. Migrant
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workers can also have periods of unem-
ployment even during harvest season,
depending on weather patterns that year.
Hear, cold, rain, and drought can all ruin
harvest schedules by causing fruits and
vegetables to ripen sooner or later than
expected. Instead of moving smoothly from
crop to crop, migrant workers might lose
work time waiting for a crop to be ready
for picking.

Structural Unemployment

As you read in Chapter 9, the structure of
the American economy has changed over
time. Two centuries ago, people needed
basic farming skills to survive. As the
country developed an industrial economy,
farm workers moved to urban areas to
work in factories. Today, service industries
are rapidly replacing manufacturing indus-
tries, and information services are
expanding at breakneck speed.

All these shifts lead to upheavals in the
labor market. When the structure of the
economy changes, the skills that workers
must have in order to succeed in the
economy also change. Workers who lack
the necessary skills lose their jobs. Structural
unemployment occurs when workers’ skills
do not match the jobs that are available.

P With the
invention of
electric
refrigerators,
workers no
longer made
home deliveries
of ice. The
displacement of
these workers is
an example of
structural
unemployment.




There are five major causes of structural
unemployment.

e The development of new technology
New inventions and ideas often push out
older ways of doing things. For example,
after the compact disc was introduced in
1982, fewer people bought phonograph
records. Many workers who produced
records and record players had to look
for work in another field.

e The discovery of new resources New
resources replace old resources and the
industries that provide them. The
discovery of petroleum in Pennsylvania
in 1859 severely hurt the whale-oil
industry and put many whaling ship
crews out of work.

o Changes in consumer demand Con-
sumers often stop buying one product in
favor of another. Many people today
favor sneakers over more traditional
kinds of shoes. As a result, traditional
shoemaking jobs have declined.

* Globalization The international mobility
of capital and labor has fueled a shift
from local to global markets. As a result,
companies often relocate jobs or entire
facilities to other countries. Celia, for
example, had spent many years working
on an automobile assembly line in
Michigan. Then, the removal of trade
barriers led her company to move much
of its auto assembly work to Mexico,
where labor is less expensive. Celia lost
her job. More recently, this trend has
affected call center operators and
computer programmers.

* Lack of education People who drop out
of school or fail to acquire the minimum
skills needed for today’s job marker may
find themselves unemployed, employed
part-time, or stuck in a low-wage job.
For example, Martin only barely
managed to graduate from high school.
When he was hired as a clerk by a local
clothing store, he had trouble using the
computerized checkout register. The store
manager fired Martin after just two
months because Martin lacked the skills
needed for the job.

Policymakers in the 1990s and 2000s
recognized that computer technology, glob-
alization, and other structural changes
threatened the futures of many workers.
As a result, they developed job-training
programs to help workers gain new skills,
especially computer skills.

Retraining takes a long time, however,
and the new skills do not assure the
trainees a high-wage job. Some companies
have begun offering their own training
programs. In this way, they can tailor the
training to fit their exact labor needs. This
approach gives more trainees the specific
skills  that can make them valued
employees.

Cyclical Unemployment

Unemployment that rises during economic
downturns and falls when the economy
improves is called cyclical unemployment.
During recessions, or downturns in the
business cycle, the demand for goods and
services drops. The resulting slowdown in
production causes the demand for labor to
drop as well, and companies begin to lay
off employees. Many of these laid-off
employees will be rehired when the reces-
sion ends and the business cycle resumes an
upward trend. Although economists expect
cyclical unemployment, it can severely
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cyclical unemployment
unemployment that
rises during ecanomic
downturns and falls
when the economy
improves

< Cyclical
unemployment can
affect workers in
industries sensitive
to changes in the
husiness cycle, such
as workers in the
steel industry.
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Our days of living-from wy check to iy check
ur days of living I'npaych‘d_oFﬁaayc
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A What might be the
effects of the mother's
job loss on her family?

census an official count
of the population

unemployment rate

the percentage of the
nation’s labor force that
is unemployed
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strain the economy and greatly distress the
unemployed.

The most damaging example of cyclical
unemployment in the twentieth century was
the Great Depression. During the Great
Depression, one out of every four workers
was unemployed. Many remained jobless
for years. To help these unemployed
workers, President Franklin D. Roosevelt
proposed, and Congress passed, the Social
Security Act of 1935. In addition to
providing payments for people who cannot
support themselves, this act established a
program of unemployment insurance.
Today, this insurance provides weekly
payments to workers who have lost their
jobs. The payments usually provide about
half of a worker’s lost wages each week for
a limited amount of time.

Measuring Employment

The amount of unemployment in the
nation is an important clue to the health of
the economy. For this reason, the govern-
ment keeps careful track of how many
people are unemployed, and why.

The United States Bureau of the Census
conducts a monthly census relating to the
size and other characteristics of the popula-
tion. {A census is an official count of the
population.) Each month, the Bureau of
Labor Statistics (BLS), a branch of the U.S.

Economic Challenges

Department of Labor, polls a sample of the
population. This sample, consisting of
about 50,000 families, is designed to repre-
sent the entire population of the United
States. The interviewers poll families about
employment during that month. From this
poll, called the Current Population Survey,
the BLS identifies how many people are
employed and how many are unemployed.
Using these numbers, the BLS computes the
unemployment rate, or the percentage of the
nation’s labor force that is unemployed.

Determining the Unemployment Rate
As you read in Chapter 9, the labor force is
composed of civilians age 16 and older who
have a job or are actively looking for a job.
To determine the unemployment rate, BLS
officials add up the number of employed
and unemployed people. That figure equals
the total labor force. Then they divide the
number of unemployed people by the total
labor force and multiply by 100. As Figure
13.1 shows, the result is the percentage of
people who are unemployed.

For example, in March 2005, the
Current Population Survey showed that
140.5 million people were employed, and

Figure 13.1 Calculating the
Unemployment Rate

To calculate the unemployment rate, use
the following formula:

MNimhb

of people ployed divided by
number of people in the civilian labor force
multiplied by 100
For example,
if the number of people unemployed = 7.7 million
and the number of people in the
civilian labor force = 148.2 million

then,
7.7 - 148.2 = 052
052 x100=52
Therefore,

the unemployment rate is 5.2%.

‘ullﬂma To calculate the unemployment
rate, follow the steps above.
Unemployment In 1982, the

% civilian labor force was 110.2
FCONCES |

million, and 10.68 million were
unemployed. What was the
unemployment rate?



7.7 million were unemployed. The total
labor force, therefore, was 148.2 million.
Dividing 7.7 million by 148.2 million, and
then multiplying the result by 100, yields
an unemployment rate of 5.2 percent for
that month.

When you see the unemployment rate
for a particular month, it has usually been
“seasonally adjusted.” This means that the
rate has been increased or decreased to take
into account the level of seasonal unem-
ployment. Seasonally adjusting unemploy-
ment levels allows economists to compare
unemployment rates from month to month
in order to detect changing economic
conditions.

The unemployment rate is only an
average for the nation. It does not reflect
differences from region to region, state to
state, or even city to city. Some areas, such
as the coal-mining region of Appalachia in
the southeastern United States, have long
had a higher-than-average unemployment
rate. The BLS and individual state agencies
therefore establish unemployment rates for
states and other geographic areas. These
rates help pinpoint trouble areas on which
policymakers can focus attention.

Full Employment

Look at Figure 13.2. Notice the low levels
of unemployment in the late 1960s and
late 1990s. Do you think it is possible for
the economy to reach an unemployment
rate of () percent? As you read earlier, zero
unemployment is not an achievable goal in
a market economy, even under the best of
circumstances. Economists generally agree
that in an economy that is working
properly, an unemployment rate of around
4 to 6 percent is normal. Such an economy
would still experience frictional, seasonal,
and structural unemployment. In other
words, full employment is the level of
employment reached when no cyclical
unemployment exists.

Underemployment
Full employment means that nearly
everyone who wants a job has a job, butrare
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eulLtBly The unemployment rate reached a 40-year peak in 1982.
Unemployment In what years was the unemployment rate
between 4 and 6 percent, the rate considered normal for a
7 - healthy economy?

all those people satisfied with their jobs? | full employment the

Not necessarily. Some people working ac | fevel of employment

low-skill, low-wage jobs may be highly ;:i‘;h:}i';;":j” there

skilled or educated in a field with few | ynemployment

opportunities. They are underemployed, that

is, working at a job for which they are & underemployed
warking at & job for

over-qualified, or working part-time when
they desire full-time work.

For example, Jim was a philosophy
major in college. He went on to earn a
graduate degree in philosophy. When he
left school, Jim found that although the
economy was booming, he could not find !

which one is over-
gualified, or working
part-time when full-
time work is desired

Global Connections

A Shorter Worlweelk During the early months of 1998, protests
erupted throughout France. The reason—the nation’s high 12.5 percent unem-
ployment rate. In response, the French government signed into law a shorter, 35-
hour workweek that went into effect in January 2000. This new workweelk, down
from the standard 39 hours a week, was intended to create more than 200,000
new jobs. Many entrepreneurs and economists were skeptical of this solution.
Although unemployment did decline in the early 2000s, many businesses and
some workers disliked the law and the government repealed itin September
2002. How would a mandatory shorter workweek affect employ ?
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jobs in which he could apply
his knowledge of philosophy.
Jim had many job choices,
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In the News Read more about
unemployment in “Rethinking Layoffs,”
an article in The Wall Street Journal

but none of them paid very
well, and none of them chal-
lenged his mind. He was
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underemployed.
So was Celia, the auto
worker described  earlier.

After her company sent her
auto-assembly job to Mexico,
she could not find a similar
job in the local area, so she
was forced to take a low-

discouraged worker a
persan who wants a job
but has given up
looking

skill, low-wage job.

Underemployment  also
describes the situation of
people who want a permanent, full-time
job but have not been able to find one.
Many part-time workers and seasonal
workers fit this category.

Discouraged Workers

Some people, especially during a long reces-
sion, give up hope of finding work. These
discouraged workers have stopped searching
for employment and may need to rely on
other family members or savings to support

them. Discouraged workers, although they
are without jobs, do not appear in the
unemployment rate determined by the
Bureau of Labor Statistics because they are
not actively looking for work.

Effects of Terrorism

By late 2001, the employment picture had
changed from the low levels of unemploy-
ment of the late 1990s and 2000. Even
before the September 11 attacks on the
World Trade Center and the Pentagon, the
economic slowdown had brought U.S.
unemployment to a four-year high. Studies
estimate that the terrorist attacks cost the
country an additional 1.5 to 2 million jobs.

Many of the lost jobs were in travel and
tourism. The largest drop-off was in air
transportation, accounting for about 20
percent of jobs lost.

The area of New York City around the
World Trade Center site was especially
hard-hit, with New York City losing some
150,000 jobs. Employment in New York
City and in the nation as a whole was
expected to improve as the economy
returned to normal and New York began
rebuilding.

[Progress Monitoring Online

| For: Self-quiz with vocabulary practice
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Key Terms and Main Ideas

1.

How do frictional and structural unemployment differ?
Give an example of each.

. When does cyclical unemployment take place?
. How is the unemployment rate calculated?
. Why isn’t full employment the same as zero unemploy-

ment?

Applying Economic Concepts

Math Practice Determine the unemployment rate for a
month in which 125.4 million people were employed and
7.3 million people were unemployed.

. Critical Thinking After a car accident, Santo needed

six months to recover. Since his recovery, he has spent

the last year trying to find work in his former occupation,

Economic Challenges

medical technology. So far, he has failed, even though
the economy is booming. Which of the four kinds of
unemployment best describes Santo’s situation? Explain.

. Try This Create two fictional workers, one a discouraged

waorker and one an underemployed worker. Write a para-
graph explaining each person’s employment situation.
Include why these workers are discouraged or under-
employed, their current financial situation, and their
view of the future.

(Go Online
—PHSchoel.com
For: Current Events Activity
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Analyzing Bar Graphs

bar graph is a useful way to present information visually and to
condense large amounts of data. Bar graphs allow us to see the
relationships between two or more sets of data, and to discern trends.
Use the following steps to study and analyze the bar graph below.

1.

Identify the subject. Bar graphs show
one or more sets of data for a small
group of items, such as cities, coun-
tries, or people. The title, axis labels,
and key tell the reader what the graph
depicts. (a) What is the title of the
graph below? (b) What do the bars
represent?

Read the data. While some graphs
measure all data on the same scale,
this bar graph uses two different scales
for the y-, or vertical, axis. Two differ-
ent scales are needed to show home
prices and average income. Per capira
income is shown on the left scale,
while home prices are shown on the

Per

(In thousands of dollars)

M Annual income per person
W Median home prices
1 e—

e —

I~ 300
— 250
200
150
| 100

{sejjop jo spuesnouy uj)
saoud awoy ueipepy

right scale. (a) What is the per capita
income in Houston? (b) Which city
has the lowest housing costs?

(c) How much does the average house
cost in this city?

3. Interpret the graph. Look at the data

and consider what you can learn
trom the bar graph. (a) Judging from
the three cities with the least expen-
sive houses, what conelusion can you
draw about the relationship between
geographic location and housing
costs? (b) What does it mean if the
housing bar is much taller than the
income bar? (c) Compare the average
income and housing cost in Phoenix
with those in Houston. Which city is
relatively cheaper to live in (housing
costs divided by average per capita
income)?

Additional Practice

Construct a bar graph using

two sets of recent data on the
economies of the United States,
Canada, Germany, and Japan, such
as inflation rate, income per capita,
or unemployment rate. What can
you infer from your bar graph about
these economies? What other sta-
tistics might you have used
instead?
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Objectives

After studying this section you will be able to:
1. Explain the effects of rising prices.

2. Understand the use of price indexes to
compare changes in prices over time.

3. Identify the causes and effects of inflation.
4, Describe recent trends in the inflation rate.

Inflation

Section Focus

aspects of everyday life.

Economists use indexes to
keep track of rising prices and
to calculate the inflation rate.
The level of inflation in the
economy can affect wages,
purchasing power, and other

Key Terms

inflation hyperinflation

purchasing quantity theory
power demand-pull

price index theory

Consumer Price  cost-push
Index (CPI) theory

market basket wage-price

inflation rate spiral

core inflation fixed income
rate deflation

inflation a general
increase in prices

Hours
worked 4,696

You may have heard your grandparents
or other relatives talk about the “good
old days,” when you could get an ice cream
for a nickel or a movie ticket for a quarter.
They aren’t kidding. Prices really were
much lower years ago. On the other hand,
although prices have generally risen, wages
have risen, too. If you asked vour older
relatives how much they earned when they

$3,030 §19,075

1,638 1,240

Source: Federal Reserve Bank of Dallas; Bureau of Labor Statistics

SUMLDIN .

Inflation has driven up the price of an automobile even

though the number of hours a worker must work to earn
the money to pay for an automobile has decreased.

S
CONCEY

Income Why can more people afford automobiles today
than they could in 1908, despite much higher auto prices?
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were young, you might find that it was
difficult to scrape up that quarter for
the movie ticket. In this section, you will
learn why prices have risen, how econo-
mists measure their rise, and the effects of
rising prices across the economy.

The Effects of Rising Prices

Josephine and Jack Barrow have owned the
same house for 50 years. Recently, they had
a real estate agent estimate the house’s
present market value. The Barrows were
astounded. They had bought the house for
§12,000, and now it was worth nearly
§150,000—a rise in value of more than
1,100 percent.

How could the value of a house, or
anything else, increase so much? The main
reason is inflation. Inflation is a general
increase in prices. Over the years prices rise
and fall, but in the American economy,
they have mostly risen. Since World War II,
real estate prices have risen greatly.

The Barrows were pleased that they
could get so much money for their house.
They also realized that they could not buy a
similar house in their area for $12,000 or
even $120,000. Inflation had raised the



prices of all houses, just as it had also
raised wages and the price of most other
goods and services.

Another way to look at the Barrows’
situation is that inflation had shrunk the
value, or purchasing power, of the Barrows’
money. Purchasing power is the ability to
purchase goods and services. As prices rise,
the purchasing power of money declines.
That is why $12,000 can buy much less
now than it could 50 years ago.

Price Indexes

Housing costs are just one element that
economists consider when they study infla-
tion. The economy has thousands of goods
and services, with millions of individual
prices. How do economists compare the
changes in all these prices in order to
measure inflation? The answer is that they
do not compare individual prices; instead,
they compare price levels. As you read in
Chapter 12, price level is the cost of goods
and services in the entire economy at a
given point in time.

To help them calculate price level, econo-
mists usually turn to a price index. A price
index is a measurement that shows how the
average price of a standard group of goods
changes over time. A price index produces
an average that economists can compare to
earlier averages to see how much prices
have changed over time.

Using Price Indexes

Price indexes help consumers and business-
people make economic decisions. For
example, after Marina read in the news-
paper that consumer prices had been
rising, she decided to increase the amount
of money she had been saving to buy a
new car. She wanted to be sure that when
the time came to buy the car, she would
have saved enough money for her
purchase.

The government also uses indexes in
making policy decisions. A member of
Congress, for example, might push for an
increase in the minimum wage if she thinks
inflation has shrunk purchasing power.

Figure 13.4 CPl Market Basket Items

Category Examples
Food and drinks cereals, coffee, chicken, milk,
restaurant meals
Housing rent, homeowners” costs,
fuel oil
Apparel and men’s shirts, women’s
upkeep dresses, jewelry
Transportation airfares, new and used
cars, gasoline, auto insurance
Medical care prescription madicines, eye
care, physicians’ services
Entertainment newspapers, toys, musical
instruments
Education and tuition, postage, telephone
communication Services, computers
Other goods haircuts, cosmetics, bank fees
and services

Source: Bureau of Labor Statistics

The Consumer Price Index

Although there are several price indexes,
the best-known index focuses on con-
sumers. The Consumer Price Index (CPI) is
computed each month by the Bureau of
Labor Statistics (BLS). The CPI is deter-
mined by measuring the price of a standard
group of goods meant to represent the
“market basket” of a typical urban con-
sumer. This market basket is a representative
collection of goods and services. By looking
at the CPI, consumers, businesses, and the
government can compare the cost of a
group of goods this month with what the
same or a similar group cost months or
even years ago.

As you can see from Figure 13.4, the CPL
market basket is divided into eight cate-
gories of goods and services. Figure 13.4
shows these categories and a few examples
of the many items in each group.

About every 10 years, the items in the
market basket are updated to account for
shifting consumer buying habits. The BLS
determines how the market basket should
change by conducting a Consumer
Expenditure Survey. The BLS conducted
one such survey from 1993 to 1995. For
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The CPI market
basket helps
economists calculate
the average inflation
rate for the country.
Inflation Why might
an individual family
experience an
inflation rate that is
higher or lower than
the national
average?

purchasing power
the ability to purchase
goods and services

price index a
measurement that
shows how the average
price of a standard
group of goods
changes over time

Consumer Price Index
(CP1) a price index
determined by
measuring the price of
a standard group of
goods meant to
represent the “market
basket” of a typical
urban consumer

market basket

a representative
collection of goods and
services
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inflation rate the
percentage rate of
change in price level
over time

core inflation rate the
rate of inflation
excluding the effects of
food and energy prices

QUALDIN .

%
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To calculate the
inflation rate, follow
the steps shown in
the chart.

Inflation CPI for 1979
was 72.6. For 1980,
CPl was 82.4,
Calculate the
inflation rate for
1980.
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each of these years, 4,800 families
provided information on their spending
habits. Another 4,800 families kepr diaries
in which they noted everything they
purchased during a two-week period for
cach of the years. This process resulted in
the list of markert basket items used today.

Price Indexes and the Inflation Rate
Fconomists also find it useful to calculate
the inflation rate, or the percentage rate of
change in price level over time. Although
there are other price indexes, the CPI is the
index you will most often hear about, so
we will focus on it. How does the BLS
determine the CPI and use it to calculate
the inflation rate?

Determining the CPI

To determine the CPI, the BLS establishes a
base period to which it can compare
current prices. Currently, the base period is
1982-1984. The cost of the market basket
for that period is assigned the index
number 100. Every month, BLS representa-
tives update the cost of the same market
basket of goods and services by rechecking
all the prices. Each updated cost is
compared with the base-period cost to
determine the index for that month. As
costs rise, the index rises.

Figure 13.5 Calculating the
Inflation Rate

To calculate the inflation rate, use the
following formula:

CPI for Year A minus CPI for Year B
divided by CP| for Year B
multiplied by 100

For example,
if the CPI for 2004 (Year A) = 188.9
and the CPI for 2003 (Year B) = 184.0

then,
1889-184.0=49
4.9 = 184.0 = .027
027 x100=27
Therefare,

the inflation rate for 2004 was 2.7%.

Economic Challenges

The BLS determines the CPI for a given

year using the following formula.

CPI = uEdare_d cost % 100
base period cost
For example, suppose the market basket
cost $200 during the base period and costs
$360 today. The CPI for today would be:
$360
$200

In this example, the CPI rose from 100 in
the base period to 180 today.

X 100 =180

Calculating the Inflation Rate

To figure the inflation rate from one year to
the next, you would use the steps shown in
Figure 13.5. You can also determine the
rate of inflation from month to month
using the same basic formula thar you see
in this chart. Just substitute “Month A”
and “Month B” for “Year A” and
“Year B.”

Types of Inflation

Inflation rates in the United States have
changed greatly over time. From Figure
13.6, you can see that the inflation rate
stayed fairly low in the 1960s. When the
inflation rate stays low and averages
between 1 and 3 percent, it does not typi-
cally cause problems for the economy.
Businesses and governments can plan in
this environment. However, economists
have noted that when the inflation rate
exceeds 5 percent, the inflation rate itself
becomes unstable and unpredictable. This
makes planning very difficult.

As you can also see in figure 13.6, the
inflation rate sometimes spikes up sharply,
as in 1974 and 1980. These sharp
increases in the inflation rate were due in
part to increases in prices in world food
and oil markets. In order to study long-
term trends in the inflation rate, analysts
need to set aside temporary spikes in food
and fuel prices. To do this, economists
have developed the concept of core infla-
tion rate, The core inflation rate is the rate
of inflation excluding the effects of food
and energy prices.



By far the worst kind of inflation is
hyperinflation, or inflation that is out of
control. During periods of hyperinflation,
inflation rates can go as high as 100 or even
500 percent per month, and money loses
much of its value. This level of inflation is
rare, but when it occurs it often leads to a
total economic collapse.

Causes of Inflation

Where does inflation come from? Price
levels can rise steeply when demand for
goods and services exceeds the supply
available at current prices, such as during
wartime. They can also rise steeply when
productivity is restricted, such as when a
long drought leads to poor harvests.

Nobody can explain every instance of
rising price levels. Economists, however,
offer several theories about the causes of
inflation. These include the quantity theory,
the demand-pull theory, and the cost-
push theory.

A full explanation of the reasons for
inflation incorporates all three theories.
Economists therefore look at all elements
of this picture when they try to understand
the inflation process.

The Quantity Theory

The quantity theory of inflation states that
too much money in the economy causes
inflation. Therefore, the money supply
should be carefully monitored to keep it in
line with the nation’s productivity as
measured by real GDP.

Economists at the University of Chicago
developed a popular version of this theory
in the 1950s and 1960s. They maintained
that the money supply could be used to
control price levels in the long term. The
key to stable prices, they said, was to
increase the supply of money at the same
rate as the economy was growing,.

Demand-Pull Theory

The demand-pull theory states that inflation
occurs when demand for goods and
services exceeds existing supplies. During
wartime, for example, the needs of the

Figure 136 Inflation Rate, 1970-2004
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government put pressure on producers.
The heavy demand for new equipment,
supplies, and services makes those items
more valuable, forcing their prices up.
Wages also rise as the demand for labor
increases along with the demand for goods.

Cost-Push Theory
According to the cost-push theory, inflation
occurs when producers raise prices in order
to meet increased costs. Higher prices for
raw materials can cause costs to increase.
Wage increases, however, are most often the
biggest reason, since wages are the largest
single production cost for most companies.

Wage increases can come when low
unemployment leads employers to offer
higher wages in an effort to attract
workers. Wage increases can also occur as
a result of collective bargaining.

Assume, for example, that Jen is a
union laborer at Am-Gro Fertilizer. Her
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Sharp inflation rate increases in 1974 and 1980 were due in
part to increases in food and oil prices. An inflation rate of 1
to 3 percent does not typically cause economic problems.
Inflation In what years was the inflation rate at a level
where it would not cause problems for the economy?

hyperinflation inflation
that is out of control

quantity theory theary
that too much money in
the economy causes
inflation

demand-pull theory
theory that inflation
occurs when demand
for goods and services
exceeds existing
supplies

cost-push theory theory
that inflation occurs
when producers raise
prices in order to meet
increased costs
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Figure 13.7 The Wage-Price Spiral

o In response to rising lead to employees
costs, farmers raise demanding higher
o The rising cost of their prices. wages.
Am-Gro products
o The wege inaene ::a;ls to rising costs
leads Am-Gro to Tt
raise the price of
its products.
© Anro
Fertilizer
employees
win a wage
increase.

wage-price spiral the
process by which rising
wages cause higher
prices, and higher
prices cause higher
wages
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union recently won a large wage increase.
This new cost has led Am-Gro to raise its
prices to meet the higher payroll and
maintain its profits.

Cost-push inflation can lead to a spiral
of ever-higher prices. That is, one increase
in costs leads to an increase in prices,
which leads to another increase in costs,
and on and on. The process by which
rising wages cause higher prices, and
higher prices cause higher wages, is known
as the wage-price spiral. Figure 13.7 above
shows how a wage-price spiral would
affect Am-Gro Fertilizer.

Effects of Inflation

High inflation is a major economic
problem, especially when inflation rates
change greatly from year to year. Buyers
and sellers find planning for the future
difficult, if not impossible. The effects of
inflation can be seen mainly in purchasing
power, income, and interest rates.

Economic Challenges

© Rising food prices

Cost-push inflation can lead to a wage-price
spiral of increasing prices.

Inflation Why do rising food prices fuel a
wage-price spiral?

Purchasing Power

You have seen, in the example of Jack and
Josephine Barrow’s house, how inflation
can erode purchasing power. In an infla-
tionary economy, a dollar will not buy the
same number of goods that it did in years
past. To take a simple example, suppose
$1.00 would buy $1.00 worth of goods last
year, If the inflation rate is 10 percent this
year, however, $1.00 will buy the equiva-
lent of only $.90 worth of goods today.

Income
Inflation sometimes, but not always,
erodes income. If wage increases martch
the inflation rate, a worker’s real income
stays the same. People who don’t receive
their income as wages, such as doctors,
lawyers, and businesspeople, can often
increase their incomes to keep up with
inflation by raising the prices they charge.
Not all people are so fortunate. The
Barrows, for example, could be hit hard
by inflation because they are retired and



living on a fixed income, or income that
does not increase even when prices go up.
The portion of their income from Social
Security rises with the price level, because
the government raises Social Security
benefits to keep up with inflation. Much
of their income, however, comes from a
pension fund that pays them a fixed
amount of money each month, Inflation
steadily eats away at the real value of that
pension check.

Interest Rates
People receive a given amount of interest
on money in their savings accounts, but
their true return depends on the rate of
inflation. For example, Sonia had her
savings in an account that paid 7 percent
interest. At the same time, the annual
inflation rate was 5 percent. The
purchasing power of Sonia’s savings
increased that year by 2 percent, not by 7
percent, because 5 percent of her savings
was needed to keep up with inflation.
When a bank’s interest rate matches the
inflation rate, savers break even. The
amount they gain in interest is taken away
by inflation. Savers may even lose money
if the inflation rate is higher than their
bank’s interest rate.

Key Terms and Main Ideas
1. How does inflation affect purchasing power? Give an

example.

lead to? HINT

4, Why did the existence of low inflation and low
unemployment in the 1990s puzzle some economists? @

Applying Economic Concepts

5. Math Practice Suppose thatthe CPI for last year was
164 and that for this year it is 168. Calculate the inflation

rate from last year to this year.

What is the purpose of the Consumer Price Index (CPI)?
3. What causes a wage-price spiral, and what can it

Recent Trends

Americans over age 30 have experienced
positive inflation rates for most of their
lifetimes. In the late 1990s, unemployment
levels reached record low levels. Typically,
low unemployment leads to higher infla-
tion because companies compete for scarce
workers by offering higher wages. Rising
wages can push the inflation rate up, as
you know from the discussion of the wage-
price spiral. However, inflation crept along
at less than 3 percent. Some economists
suggested that the economy was going
through a lucky streak. Others maintained
that the economy was returning to the
normal levels of unemployment that had
existed in the 1950s and 1960s.

As the economy entered a period of
recession and slow growth in the 2000s,
inflation decreased further to less than 2
percent. Rising unemployment and falling
capital investment removed two factors
that might have led to cost-push inflation.
Prices at times seemed to be falling. Some
experts even predicted a period of deflation,
or a sustained drop in the price level.
However, the economy recovered and
inflation remained at a comfortably low
level for consumers.

fixed income income
that does not increase
even when prices go up

deflation a sustained
drop in the price level

Web Code: mna-5136

Progress Monitoring Online

For: Self-quiz with vocabulary practice

6. Critical Thinking |f you had never experienced infla-

annual wage increases?

tion, how might that affect your expectations about

1. Using the Databank Turn to the chart on page 538 that
shows the CPI Market Basket. (a) Which category of the
CPI receives the highest percentage weighting? (b) Does

this answer surprise you? Why or why not?
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ECONOMIC

Entrepreneur

Oprah Winfrey .1

Determination and an uncanny ability to connect with ber audience
enabled Oprah Winfrey to become one of the richest and most powerful
women in America. Remembering her roots, Oprab bas used ber sub-
stantial power in the media to raise awareness of important social and

economic issues.

Raised in Poverty

Born in rural Mississippi, Oprah Winfrey
spent her early childhood in extreme
poverty on a farm, where she was raised by
her grandmother after her mother moved
north in search of work. At age 6, Winfrey
was sent to Milwaukee, Wisconsin, to live
with her mother and half brothers. The
family struggled to survive on her mother’s
monthly $50 income as a servant.

Winfrey spent her early teens in and out
of trouble until she went to live with her
father in Nashville, Tennessee. Winfrey
credits his strict discipline with saving her
life. He required her to learn five new
vocabulary words each day and read one
book per week. “Getting my library card
was like citizenship,” Winfrey recalls. She
soon excelled in school, and in her senior
vear, she got a part-time job reading the
news for a local radio station.

The Oprah Winfrey Show

While studying speech and drama at
Tennessee State University, Winfrey was
offered a job anchoring the evening news at
a local TV station. “Sure I was a token,”
she says, “But, honey, I was one happy
token.” After graduating in 1976, Winfrey
took a job with a station in Baltimore,

Maryland. When the station demoted her
from news anchor to talk show host, she
discovered what she “was born to do.”

In 1984, Winfrey moved to Chicago to
take over a similar show. In 1985, it
became The Opralh Winfrey Show, and the
next year it began to air nationwide. By
1987, in a business dominated by white
men, this African American woman had the
most-watched talk show in America.

Oprah Gives Back

In exploring topics related to family abuse,
poverty, and opportunity, Winfrey has
confronted her own pastin front of a
national television audience. By offering a
forum for such subjects, she has increased
public awareness of important social and
economic issues. Winfrey has also shared
her success by contributing millions of
dollars to schools and to her own Family
for Better Lives foundation.

Through her show, Winfrey continues to
influence America’s culture and economy.
Oprah’s Book Club, launched in 1996 and
revived in 2003, encourages millions of
viewers to read new novels and classic
fiction. Winfrey’s desire to share her
favorite books has also helped the book
publishing industry to prosper.

CHECK FOR UNDERSTANDING

3. Learn More Use the Internet and
other resources to learn more about
efforts to improve the lives of poor
people in the United States. Prepare a
brief report on one specific public or
private program.

1. Source Reading Describe three
ways in which Oprah Winfrey has used
her position to address the issue of
poverty in America,

2. Critical Thinking How are poverty
and opportunity related? What effects
does widespread poverty have on the
nation’s economy?




Poverty

Objectives

After studying this section you will be able to:

1. Define who is poor, according to
government standards.

2. Describe the causes of poverty.

3. Analyze the distribution of income in the
United States.

4, Summarize government policies intended
to combat poverty.

Section Focus Key Terms
Despite the tremendous success of poverty threshold
our nation’s economy, millions of poverty rate
Americans remain poor. The income distribution
government develops public policies food stamps

and programs to try to combat Lorenz Curve

poverty.

enterprise zone

block grant
workfare

hat image comes to mind when you

think of poverty? You might associate
poverty with a homeless person on a city
street or a poorly clothed child in a small
rural house. Despite the success of the
American economy, many Americans lack
sufficient food, clothing, and shelter. In this
section you'll read about the nature and
causes of poverty, the distribution of
income in the United States, and govern-
ment programs designed to combar poverty.

The Poor

As you have read, the United States Bureau
of the Census conducts extensive surveys to
gather data about the American people.
Then its economists analyze the data and
organize it to reveal important characteris-
tics, such as how many families and house-
holds live in poverty. The Census Bureau
defines a family as a group of two or more
people related by birth, marriage, or
adoption who live in the same housing
unit. A household is all people who live in
the same housing unit, regardless of how
they are related.

The Poverty Threshold

According to the government, a poor family
is one whose total income is less than the
amount required to satisfy the family’s

minimum needs. The Census Bureau deter-
mines the income level, known as the
poverty threshold, needed to meet those
minimum needs. The poverty threshold is the
income level below which income is insuffi-
cient to support a family or household.

The poverty threshold, or poverty line,
varies with the size of the family. For
example, in 2004, the poverty threshold for
a single parent under age 65 with one child

poverty threshold the
income level balow
which income is
insufficient to support
a family or household
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The poverty rate began to decline during the 1960s,
partly as a result of anti-poverty programs.

Income How did poverty rates during the 2000s
o “‘,«‘b compare with poverty rates during the 1960s?
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Black

Hispanic origin
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Over 65

2-parent households

Female-headed
households

Source: .S, Census Bureau
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Figure 139 Poverty Rates by Group, 2003
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Households headed by women, African Americans, and
Hispanics are more likely than other groups to have

below the poverty threshold, as this recent data

Income What percentage of African American families

have incomes below the poverty threshold?

poverty rate the
percentage of people
whao live in households
with income belaw the
official poverty ling
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was $12,490. For a family of four with two
children, it was $18,850. If a family’s total
income is below the poverty threshold,
everyone in the family is counted as poor.

The Poverty Rate

Figure 13.9 shows poverty rates for various
groups. The poverty rate is the percentage of
people who live in households with income
below the official poverty threshold.

We can use poverty rates to discover
whom the government considers to be poor
and what factors seem to contribute to
poverty. As you read in Chapter 3, poverty
rates differ sharply by groups, according to
several different indicators:

e Race and ethnic origin The poverty
rate among African Americans and
Hispanics is more than twice the rate for
white Americans.

e Type of family Families with a single
mother have a poverty rate almost six
times greater than that of two-parent
families.

e Age The percentage of children living
in poverty is significantly larger than

Economic Challenges

that for any other age group. Young
adults make up the next largest group in
this category.

® Residence People who live in the inner
city have double the poverty rate of
those who live outside the inner city.
People who live in rural areas also have a
higher poverty rate, especially in regions
where job prospects are limited.

Causes of Poverty

Put simply, a family is poor when the adults
in the family fail to earn enough income to
provide for its members’ basic needs. This
failure to earn adequate income is often the
result of unemployment.

As you read in Section 1, millions of
Americans are unemployed, for a variety of
reasons. While they are out of a job, their
families might well fall below the poverty
threshold. Many other poor adults are not
even considered a part of the labor force.
Some suffer from chronic health problems or
disabilities that prevent them from working.

Many poor adults do have jobs, however.
In fact, more than half of poor households
have someone who works at least part-
time, and one in five have a full-time, vear-
round worker. For these “working poor,”
the problem is usually low wages or a
limited work schedule, rather than the lack
of a job. For example, Ray makes $7.90 an
hour as a full-time clerk in a clothing store.
While he is at work, his wife stays at home
with their two young children. Although
Ray works 40 hours per week, and his
salary is well above minimum wage, his
annual earnings amount to just over
$16,400, which is below the poverty
threshold for a family of four.

Fconomists agree that poverty and lack
of income go hand in hand, but have
different ideas about the causes of poverty.
Here are some of the most important expla-
nations for why some people are poor.

Lack of Education

The median income of high school drop-
outs in 2003 was $18,344, which was just
above the poverty threshold for a family of



four in that year. High-school graduates
earned about one third more than
dropouts, and college graduates earned
about three times as much.

Location

In most cities of the United States, racial
minorities are concentrated in the inner
cities, far from the higher-wage jobs in
suburban areas. Many inner-city residents
do not own cars, and mass-transit systems
are often not an efficient means of
commuting from the inner city to the
suburbs. As a result, people who live in the
inner city earn less than people living
outside the inner city. Similar obstacles
exist for many people living in rural areas.

Racial and Gender Discrimination

White workers generally earn more than
minority workers, and men generally earn
more than women. Much of this income
inequality can be explained by differences
in hours worked, education, and work
experience. Part of the inequality, however,
results from racial and gender discrimina-
tion. Even when all the workers in a group
are equally productive, whites are often
paid more than African Americans, and
men are often paid more than women.
Economists agree, however, that this kind
of discrimination has been diminishing.

Economic Shifts

People who lack education
and skills are not very produc-
tive workers. For this reason
they are often the “last hired

THE WALL STREET JOURNAL.
L 5500 EDiTIoN R

In the News Read more about poverty in
“A Grim Undertaking,” an article in The
Wall Street Journal Classroom Edition.

and first fired.” They are hired

when the economy is ex-
panding, and workers are
hard to find, but they are the
first to lose their jobs when
the economy slows down.
Also,  workers  without
college-level  skills  have
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The Wall Street Journal
Classroom Edition

For: Current Events

Visit: PHSchool.com
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suffered in recent decades

from the ongoing decline of
manufacturing and the rise of
service and high-technology jobs.

Shifts in Family Structure

The divorce rate has risen significantly
since the 1960s, as has the number of
children born to unmarried parents. These
demographic shifts tend to result in more
single-parent families and more children
living in poverty.

Income Distribution

In 2003, the median household income in
the United States was $43,318, which
means that half the households earned
more than this amount and half earned

¥ People with
college and
advanced degrees
generally earn much
higher incomes than
people with only
high-school
diplomas.

Education Level: Advanced Degree
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income distribution

how the nation’s total
income is distributed
among its population

food stamps
government-issued
coupons that recipients
exchange for food

ULDIN,
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The table (left side)
shows family income
ranked by category.
When plotted on a
Lorenz Curve

{right side}, these data
show the distribution
of income in the
United States.

Income What percent
of total income did the
lowest three fifths of
households make in
20037
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less. This figure, however, tells only part of
the income story. In order to fully under-
stand poverty in the United States, you also
need to understand income distribution, or
how the nation’s total income is distributed
among its population.

Income Inequality
The United States has millions of poor
people, but it also has the one of the highest
per capita GDPs in the world. How can
that be? The answer lies in how the market
distributes income. Figure 13.10 shows
how income is distributed in the United
States. These figures do not take into
account the effects of taxes or noncash
government aid such as housing subsidies,
health care, or food stamps. Food stamps
are government-issued coupons that recipi-
ents exchange for food.

Look at the table on the left side of
Figure 13.10. To compute the numbers in
the table, economists take four steps.

1. First, they rank the nation’s households
according to income.

2. Second, they divide the list into fifths,
or quintiles, with equal numbers of
households in each fifth. The lowest
fifth, which appears at the top of the list,

Figure 13.10 Income Distribution

Lowest fifth 34% 34%
Second fifth B.7% 121%
Third fifth 14.8% 26.9%
Fourth fifth 23.4% 50.2%
Highest fifth 49.8% 100.0%

Because of rounding, totals may be less or greater than 100 percent.
Source: U.S. Census Bureau

Economic Challenges

includes the poorest 20 percent of house-
holds. The highest fifth, which appears
at the bottom of the list, includes the
richest 20 percent of households. The
first column in Figure 13.10 shows this
division into quintiles.

. Next, they compute each group’s average
income by adding up the incomes of all
the households in the group, and then
dividing by the number of households.

4. Finally, they compute each group’s share,

or percentage, of total income by
dividing the group’s total income by the
total income of all the groups. The
second column shows each group’s
share. The third column shows the
cumulative total. (For example, the
lowest two fifths of households earned
12.1 percent of total income.)

o

Compare the share of the poorest fifth
with that of the richest fifth. If you divide
richest by poorest, you will see that the
typical household in the richest fifth
receives more than 13 times the income of
the typical household in the poorest fifth.

Now look at the graph on the right side
of Figure 13.10. It shows that the numbers
for shares of total income, when they are
plotted on a graph, form a curve. This
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graph, called the Lorenz Curve, illustrates the
distribution of income in the economy.

Let’s see what this Lorenz Curve tells
you. First, read the label on each axis. Then
look at the straight line running diagonally
across the graph. This reference line repre-
sents complete equality. Under conditions
of complete equality, each quintile would
receive one fifth of total income. That
means the lowest 20 percent of households
would receive 20 percent of total income,
as shown by the point (lowest, 20).
Similarly, the lowest 40 percent (the first
two quintiles) would receive 40 percent of
total income, as shown by the point
(second, 40}, and so on.

In 2003, the distribution of income was
not equal, as the Lorenz Curve indicates.
For example, the point (lowest, 3.4) shows
that the lowest 20 percent, or one fifth, of
households received just 3.4 percent of the
nation’s total income. The point (second,
12.1) shows that the lowest 40 percent, or
two fifths, of households received only 12.1
percent of the income. The area on the
graph between the line of equality and the
Lorenz Curve represents the amount of
inequality in income distribution. The
larger the area between the curves, the
greater the income inequality.

Income Gap

As you can see from Figure 13.10, the
wealthiest fifth of American households
earned nearly as much income (49.8
percent) as the bottom four-fifths combined.
A study published in 1999 showed that the
richest 2.7 million Americans receive as
much income after taxes are deducted as the
poorest 100 million Americans. Why are
there such differences in income among
Americans? Here are some factors.

® Differences in skills and education
Some people are more highly skilled
than others, so they earn higher wages.
Labor skills are determined in part by
education and training and in part by a
worker’s natural ability.

Inheritances Some people inherit large
sums of money and earn income by

investing it. Others inherit businesses
that produce income from profits.

e Field of work Wages are determined by
the demand for labor. As you read in
Chapter 9, labor demand is a “derived
demand” because it is set by demand for

what people produce. People who
produce goods with a low market value
usually earn lower wages.

In the last two decades, the distribution
of income has become less equal. Since
1977, the share of income earned by the
lowest three fifths has decreased by 12
percent, while the share earned by the top
1 percent has more than doubled.

Antipoverty Policies

As you read in Chapter 3, the government
spends billions of dollars on programs
designed to reduce poverty. This money is
spent mainly on cash assistance, education,
medical benefits, and noncash benefits such
as food stamps and subsidized housing.

Many antipoverty programs have drawn
criticism from those who say that much of
the money is wasted. Many people also argue
that the programs themselves harm the very
people they are intended to help. In recent
years, these criticisms have led to new policies
and proposals for reform. These include the
establishment of enterprise zones, job
training and other forms of employment
assistance, and welfare reform.

Chapter 13 m Section 3

A Young adults who
volunteer for the

AmeriCorps program
help combat poverty.

Lorenz Curve the curve
that illustrates income
distribution
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enterprise zone area
where companies can
locate free of certain
local, state, and federal
taxes and restrictions

block grant federal
funds given to the
states in lump sums

workfare & program
requiring wark in
exchange for
temporary assistance

Key Terms and Main Ideas

How is the poverty threshold related to the poverty rate?
2. |dentify five reasons that help account for poverty. HINT

3. What s the Lorenz Curve, and what does it suggest
about the distribution of income in the United States?] HINT i

Enterprise Zones

Enterprise zones, which became popular in the
1980s, are areas where companies can locate
free of certain state, local, and federal taxes
and restrictions. Zones benefit businesses
and residents because people can find work
near their homes. Rundown areas, such as
inner cities, can begin to be revitalized.

Employment Assistance

The lack of an adequate income may result
from inadequate skills or simply a lack of
opportunity. In recent decades, federal and
state governments have designed job-
training programs to deal with the problem
of workers who lack skills. In addition, the
federal government has made a minimum
wage mandatory since 1938. The minimum
wage ensures that workers’ hourly pay will
not fall below a certain point.

Welfare Reform
Poor people often cannot afford basic
needs, such as food and medical care. The
United States has long had a welfare system
that provides for those basic needs, espe-
cially for children and the elderly. That
system underwent major reform when
President Clinton signed the Personal
Responsibility and Work Opportunity
Reconciliation Act of 1996.

This welfare-reform plan responded to
criticisms that welfare encouraged poor

4. How do existing government policies deal with poverty?

5. Explain how a family can include working adults but still
have an income below the poverty threshold. @

Applying Economic Concepts
6. Try This Suppose that you are in charge of creating an

antipoverty program for your state. Create a list of at
least five proposals for your program.
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people to remain unemployed in order to
keep receiving aid. It replaced the tradi-
tional antipoverty program for poor
families (Aid to Families with Dependent
Children, or AFDC) with a new program
called Temporary Assistance for Needy
Families (TANF). TANF eliminated cash
assistance for poor families. Instead, the
federal government provides block grants, or
lump sums of money, to the states. As a
result of this welfare-reform act, the states
are now responsible for designing and
implementing programs to move most
poor adults from welfare dependence to
employment. TANF also set a 5-year limit
on receipt of benefits.

The plan calls for a shift from welfare to
workfare—a program requiring work in
exchange for temporary assistance. The
resulting surge of new employees has
increased the number of low-skilled people
in the labor market. In theory, this could
lower the wages of the least-skilled
workers. On the other hand, welfare reform
has the potential to reduce poverty by
providing poor Americans with labor skills
and access to a steady, adequate income.

Tough economic times in the early 2000s
tested the new plan’s limits. States cut
spending for workfare jobs while private
firms were hiring fewer new workers. The
future of the plan will depend on its success
in a difficult economy.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-5136

1. Math Practice Do you think the minimum wage in 2005
($5.15 per hour) was adequate to lift most families out of
poverty? Explain your answer.

8. Critical Thinking How might the distribution of block .

grants help the federal government control its budget? HmTi
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Unemployment in a Changing Economy

n the late 1990s, the United States found itself in the midst of an economic
boom that would have been unimaginable only a decade earlier. Demand for
workers continued to grow to such an extent that by 2000, the final year of the
boom, there were more than 143 million
jobs in the nation. Unemployment dipped

below 4 percent.

Looking for Work During such a period of
frenzied demand for workers, some people
thought that anyone who wanted a job
could get one. They were wrong. Even in
periods of so-called full employment, there
are always qualified people without jobs.
Some companies move, while others fail.
Some workers live in areas where there are
few jobs available that match their skills.

Take Rick Taber, for example, a highly
educated, skilled accountant who lives
about 100 miles from Boston. When the
company he worked for was purchased by
another firm, he lost his job. There were
jobs available in Boston, but Rick didn’t
want to move there. He spent almost a year searching for a job near his home
that would match his skills and experience, but eventually had to take a job for
which he was overqualified.

A Job seekers can use the Internet to help them
find the right job.

Older Workers Sometimes older workers have trouble finding jobs because of the
emphasis on youth in the job marketplace. Many energetic men and women in
their 50s and 60s, with years of experience in their fields, have difficulty finding
work because some companies prefer to hire younger employees, who tend to
work for smaller salaries.

Effects of Technology In addition, the technology that helped create millions of
new jobs in high tech industries has also eliminated jobs in other areas. Many
bank tellers, for example, have lost their jobs because computers and machines
do many of their tasks more cheaply and efficiently. Telephone operators are
being replaced by automated phone systems. As technology continues to per-
form routine tasks more efficiently, more and more Americans will find them-
selves switching jobs, and perhaps occupations.

Applying Economic Ideas
1. Why are some people jobless during periods of high employment?

2. How might technological changes in the workplace affect the unemployment
rate?




@ Assessment

Chapter Summary

summary of major ideas in Chapter 13 appears
below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 13.

Section 1 Unemployment (pp. 331-336)

Unemployment affects millions of Americans each
year. Causes of unemployment vary, so unemploy-
ment is categorized into seasonal, frictional, structural,
and cyclical unemployment. The Bureau of Labor
Statistics tracks unemployment and determines the
unemployment rate. Economists use the unemploy-
ment rate as an indicator of the health of the overall
economy.

Section 2 Inflation (pp. 338-343)

A general increase in prices is known as inflation.
Economists use indexes to measure inflation and
its effects on consumers and producers. The best-
known index is the Consumer Price Index (CPI), which
uses prices of a group of consumer goods called the
market basket. Inflation affects many aspects of our
everyday lives, from how much we earn to how
much our earnings can purchase.

Section 3 Poverty (pp. 345-350)

Despite the tremendous success of our nation’s econ-
omy, millions of Americans remain poor. Causes of
poverty range from lack of education to racial and
gender discrimination. Federal, state, and local gov-
ernments administer programs to help people whose
incomes place them below the poverty threshold, the
income level needed to meet a family’s minimum
needs.
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HINT } inflation

Key Terms

Martch the following definitions with the terms
listed below. You may not use all of the terms.

discouraged

— unemployment

HINT | full employment workers _
HINT | poverty rate deflation | HINT
HINT | Wage-price spiral price level | HINT |

Lorenz Curve| HINT
poverty thresho

structural

1. occurs when the skills that workers have do
not match the jobs that are available
2. the percentage of people in a particular
group who live in households below the
official poverty threshold
. an increase in the general level of prices
. process by which rising wages cause higher
prices and higher prices cause higher wages
5. an average of the prices of goods and serv-
ices in the economy
6. the level of employment reached when
there is no cyclical unemployment
1. illustrates the distribution of income in the
economy

= W

Using Graphic Organizers
8. On a separate sheet of paper, copy the tree
map below. Chart the four types of unem-

ployment, and list the causes of each.

Types of Unemployment

Cyclical

HINT



Reviewing Main ldeas

9. What are three effects of inflation? Give an
example of each. | HINT i
10. What role does the Consumer Price Index play in
calculating inflation? |HINT |
11. List and describe at least three ways in which the
government combats poverty. | HINT
12. What are three causes of inflation, and how do
they differ?
m 13. How is the unemployment rate determined?
HINT | 14, Which groups are most affected by poverty? Use
o data from the chapter to support your answer.

Critical Thinking

15. Analyzing Information Review the characteristics
of the Personal Responsibility and Work
Opportunity Reconciliation Act of 1996
decribed on page 350. Do you agree with the
basic aim of the program? Explain your answer.

16. Expressing Problems Clearly How can full
employment be a problem? What issues arise
when the economy reaches full employment?

17. Recognizing Cause and Effect What cause-and-
effect relationship exists in the cost-push theory
of inflation?

Problem-Solving Activity

18. Assume you are about to run for local political
office. Your area is currently affected by high
poverty rates and unemployment. Write a pro-
posal for alleviating poverty and unemployment
in your area.

Economics Journal

Making Comparisons How do your perceptions
of poverty in the United States compare with the
data presented in this chapter? How does your
definition of poverty compare with that of the
Bureau of the Census? What do you think are the
primary causes of poverty?

Skills for Life

Analyzing Bar Graphs Review the steps shown on
page 337; then answer the following questions using
the bar graphs below.

19. What is the subject of these bar graphs?

20. Did the total number of people in poverty in the
United States increase or decrease between 1998
and 20012

21. Which regions of the country had poverty rates

lower than the national rate?

. Did any regions have a poverty rate greater than

the national rate? If so, which ones?

. What additional data might you want to consult

to help you interpret these graphs?

Poverty by Region
40

]

8

I 2001
30 {3 - 2003
z —ent
£ 12
E . H
) e
2 g
5 ¥ |
=
ol 2
4 —
0- 0-!
] S =Y &
Sl s & &
& & & &
& S

Source: U.S. Census Bureau

Progress Monitoring Online

For: Chapter 13 Self-Test  Visit: PHSchool.com
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As a final review, take the Economics Chapter 13 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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CLASSROOM EDITION

DEBATING CURRENT ISSUES: Easy Credit

For many Americans, borrowing money is easier than ever. But some economists worry that all that

borrowing is setting the economy up for a fall.

In this debate from The Wall Street Journal Classroom Edition, Allen Grommet, a senior economist
at the Cambridge Consumer Credit Index, and Ruth Ann Marshall, President of MasterCard North
America, discuss the benefits and drawbacks of expanding consumer credit.

Is Easy Credit Good for
the Economy?
By RuTH ANN MARSHALL
If you like old movies, you know this scene: A hard-

working individual goes to the local bank to get a

loan. The banker responds, “Sorry, but you don’t
have enough property to guarantee the loan.” Well,
that wasn't just Hollywood fiction. Not too long ago,
the only people who could easily borrow money were
people who already had money.

Today, millions of Americans have access to credit,
with the major determining factor heing their ability
to repay. How did credit become more democratic? For
one, federal laws enacted over the past 30 years have
ensured that people of all ages and backgrounds have
greater access to credit.

Thirty years ago, Americans traveling overseas
bought traveler’s checks or risked carrying cash. Now
a debit or credit card gets you local currency almost
anywhere in the world. College students have learned
the value of having a card in an emergency when their
cars break down far from home. And payment cards
give small businesses financial flexibility that was
unknown in the 1960s.

Then there’s e-commerce—a category of spending
that would be just a gleam in a futurist’s eye if it
weren't for debit and credit cards and the protections
behind them.

Some critics believe the price for democratization of
credit is too high, yet the truth is the vast majority of

consumers use credit responsibly. That said, we
believe one consumer in trouble with credit is one too
many. But the answer doesn't lie in making credit
harder to get. The answer lies in improved financial
education in schools and more widespread teaching of
basic money-management skills.

Because of the efforts of the financial-services
industry, Americans now have more choices and more
technologically advanced ways of managing their
money than ever before. If the past three decades are
any guide, those choices and advances will only con-
tinue to grow in the coming years,
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Is Easy Credit Good for
the Economy?

By ALLEN GROMMET

asy credit has many consequences. It allows
E individuals to spend more than they are capa-

ble of paying. It adds more purchasing power to
the economy than the amount of efficient production
of goods and services, leading to inflation. Given that
easy credit is rarely extended evenly throughout the
economy, it inevitably leads to distortions in the pro-
portion of goods and services offered to various groups
of consumers.

Research shows a growing number of consumers
are unable to prudently handle the number of credit
offers thrust upon them. The combination of all ser-
vice payments from mortgages and other consumer
debts has been staying around the historically high
14% of disposable personal income. This is up from the
previous low point of about 12% in 1992 and 1993.

People are borrowing money against their credit
cards more than ever. Credit-card debt, most home-
equity loans, and other variablerate forms of con-
sumer debt will add to this already high level of debt
service as interest rates rise and people will have to
pay more each month on existing debts.

Higher interest rates could also hurt the housing
market, causing many consumers to lose value in their
homes. This is because an increase in interest rates
requires new homebuyers to spend more to borrow the
same amount of money. People will offer lower bids on
houses to keep mortgage payments low and the whole

market suffers. For example, a family that bought a
$250,000 house by borrowing $220,000 for a mortgage
could suddenly find the value of their home fall to
$210,000 if interest rates rise. Their $30,000 in home
equity would be wiped out because they horrowed too
heavily when credit was easy.

With bankruptcies, foreclosures, and charge-offs
already at high levels, the dangers of easy credit are
more critical than normal. Many financial institutions
offering credit will find themselves unprofitable if the
gituation turns only slightly worse.

Despite the warning signs, lenders are not tighten-
ing up. Instead, credit card issuers are continuing to
aggressively recruit new accounts with millions of let-
ters offering new credit cards.

Go @nline
Wb Code. - 5139

Consumer Credit

Consumer Credit
{billions of dollars)

Source: Federal Reserve

Rising consumer credit—the amount of money that con-
sumers have borrowed from financial institutions—has
aided the growth of the economy.

DEBATING THE ISSUE

1. According to Ruth Ann Marshall, what has
enabled millions of Americans to have access to
credit on competitive terms?

2. What data does Allen Grommet use to show that

consumers aren’t handling credit offers well?

3. Drawing Conclusions The authors disagree on
whether consumers can accurately judge the
risks of borrowing money for online purchases
or home improvements. Which author do you
find more convincing? Why?

: 4, Reading Graphs How much money did

:  Americans owe in the form of consumer credit
in 19997 By how much had this debt increased
five years later?
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Chapters in This Unit
14. Taxes and Government Spending
15. Fiscal Policy
16. The Federal Reserve and Monetary Policy

W T NER T EI:'s your tax return?

very year Americans rush to file their
Federal Income Tax return by midnight on
or amund -‘\pul 15. \\ hethe Il be receiv-

asking yourself questions as you slip
the en ve addressed to the IRS into the
mail slot:

B What does the government do with all
the money it ¢ 2
B Why does the government sometimes
spend more than it takes in?
W [s the national debt too large?
o= Governments, whether feder:
all need money to operate, T!

how governments g.lther f

3 .
& e g0 e etimes takes to hclp
i’ ensure the health of thc nation’s economy.
L ]
‘ ‘ L
. :. :
¢ : Keep track of all the transactions you make

» . in one day—whether you're buying a bottle
of juice or putting money in a parking meter.
Calculate what portion of all of your spending
goes to the local, state, or federal government.

e,



ou’re looking forward to your first
ck. You figure that at $6.0C

Keep track of the different types of
taxes you pay over the next week,
such as sales and gas taxes. If you
have a job, include tax deductions
from your paycheck.

~-Go @nline
L PHSchool.com
For: Current Data

Visit: PHSchool.com
Web Code: mng-6141
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Objectives.

After studying this section you will be able to:

1. Understand how the government uses
taxes to fund programs.

2. Identify the roots of the concept of taxation
in the United States Constitution.

3. Describe types of tax bases and tax
structures.

4. List the characteristics of a good tax.
5. ldentify who bears the burden of a tax.

What Are Taxes?

Section Focus Key Terms

Local, state, and national tax

governments generate revenue by revenue

charging taxes. The Constitution tax base

spells out specific limits on individual income tax
governments’ powers to tax. Taxation sales tax

can take several different forms, and property tax

people disagree over which method
of taxation is most fair.

corporate income tax
proportional tax

progressive tax
regressive tax
incidence of a tax

I-ooking at all of the taxes taken from
vour paycheck can be discouraging. It
can feel like all of that money is being taken
from you for someone else’s use.
Frustration over taxes is, after all, what led
American colonists to go to war against
Britain and declare independence. How,
then, is anything different today?

Although money is taken from your
paycheck, it is not done without your
consent. As citizens of the United States,
we authorize the government, through the
Constitution and our elected representa-
tives in Congress, to raise money in the
form of taxes. Why?

Funding Government
Programs

A tax is a required payment to a local, state,
or national government. Taxation is the
primary way that the government collects
money. Taxes give the government the
money it needs to operate.

The income received by a government
from taxes and other nontax sources is
called revenue. Without revenue from
taxes, the government would not be able to
provide the goods and services that we not

only benefit from, but that we expect the
government to provide. For example, we
authorize the government to provide
national defense, highways, education, and
law enforcement. We also ask the govern-
ment to provide help to people in need.

All of these goods and services cost
money—in workers’ salaries, in materials,
in land and labor. All members of our
society share these costs through the
payment of taxes.

Taxes and the Constitution

Taxation is a powerful tool. The founders
of the United States did not, without
careful consideration, give their new
government the power to tax. The
Constitution they created spells out specific
limits on the government’s power to tax.

The Power to Tax

The Framers of the Constitution gave each
branch of government certain powers and
duties. The first power granted to Congress
is the power to tax. This is Article 1,
Section 8, Clause 1:

To lay and collect taxes, duties, imposts
and excises, to pay the debts, and provide

Chapter 14 m Section 1

tax a required payment
to a local, state, or
national government

revenue income
received by a
government from taxes
and nontax sources
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tax hase income,
property, good, or
service that is subject
to a tax

individual income tax
& tax on a person’s
sarnings

sales tax a tax on the
dollar value of a good
or service being sold

property tax a tax on
the value of a property

corporate income tax

a tax on the value of a
company's profits
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for the common defense and general
welfare of the United States; but all duties,
imposts, and excises shall be uniform
throughout the United States.

This clause is the basis for federal rax laws.

Limits on the Power to Tax

The Constitution specifically limits certain
kinds of taxes. Two of those limits are in the
taxation clause. First, the purpose of a tax
must be for the “common defense and
general welfare.” A tax cannot bring in
money that goes to individual interests.
Second, federal taxes must be the same in
every state. The federal gas rtax, for
example, cannot be $.04 a gallon in
Maryland and $.10 a gallon in South
Dakota.

Other provisions of the Constitution also
limit the kinds of taxes Congress can
impose. For example, Congress cannot tax
church services because that would violate
the freedom of religion promised by the
First Amendment. Another clause of the
Constitution prohibits taxing exports. The
government can collect taxes only on
imports—goods brought into the United
States. (Congress can limit or prohibit the

export of certain goods, however, such as
technology or weaponry.)

Yet another clause of the Constitution
(Article 1, Section 9, Clause 4) prohibits
Congress from levying, or imposing, taxes
unless they are divided among the states
according to population. Because of this
provision, it took the Sixteenth Amendment
to legalize the income tax. This amendment
was ratified in 1913,

Tax Bases and Tax Structures

Despite these limits, the government
actually collects a wide variety of taxes.
Economists describe these taxes in different
ways. First, they describe a rax according
to the value of the object taxed. Second,
they describe how the tax is structured.

Tax Bases

A tax base is the income, property, good, or
service that is subject to a tax. The tax base
might be a person’s earnings (individual
income tax), the dollar value of a good or
service being sold (sales tax), the value of a
property (property tax), or the value of a
company’s profits (corporate income tax).
When government policymakers create a

Figure 14.1 Three Types of Tax Structures

Type of Tax Description

Proportional A constant percentage "Flat” tax
of income is taken in
taxes as income

increases

Progressive A larger percentage of Income tax
income is taken in taxes

asincome increases

Sales tax

Regressive

A smaller percentage
of income is taken in
taxes as income
increases

structure?

Taxes and Government Spending

Example

Ron’s taxes on
$50,000 income

Mary's taxes on
$150,000 income

$7.500, or 15 percent $22,500, or 15 percent

of income of income
$5,000, or $45,000, or
10p of i 30p of i

$2,000, or 5 percent
of total purchases

of $40,000; tax bill is
4 percent of income

$3,000, or & percent

of total purchases of
$60,000; tax bill is

2 percent of income

This chart shows how three different tax structures would affect a taxpayer named Ron
with an income of $50,000 and a taxpayer named Mary with an income of $150,000.
Income How does Mary's higher income affect the taxes she pays in each type of tax



new tax, they first decide what the base will
be for the tax: income, sales, property,
profits, or some other category.

Next, the government decides how to
structure the tax on that particular base.
As shown in Figure 14.1, economists
describe three different tax structures:
proportional, progressive, and regressive.

Proportional Taxes

A proportional tax is a tax for which the
percentage of income paid in taxes remains
the same for all income levels. Leslie Wilson,
a corporate executive, earns $350,000 a year.
Tony Owens, a nurse, earns $50,000 a year.
If a 6 percent proportional tax were levied
on their incomes, Leslie would pay 6 percent
of $350,000, or $21,000, in taxes. Tony
would pay 6 percent of $50,000, or $3,000.
With a proportional income tax, whether
income goes up or down, the percentage of
income paid in taxes stays the same.

Progressive Taxes

A progressive tax is a tax for which the
percentage of income paid in taxes
increases as income increases. As income
rises, the percentage of income paid in
taxes also rises. People with very small
incomes might pay no tax at all.

The federal income tax is the clearest
example of a progressive tax in the United
States. A sample progressive income tax
system is shown in Figure 14.2. Notice that
the tax rate in this example rises from 15,
to 25, and then to 30 percent as income
rises. This is a progressive tax rate structure
because as income rises, the percentage of
income paid in taxes also rises.

Regressive Taxes

A regressive tax is a tax for which the
percentage of income paid in taxes
decreases as income increases., For example,
although the sales tax rate remains
constant, a sales tax is regressive. This is
because higher-income households spend a
lower proportion of their incomes on
taxable goods and services. As a result,
although they may pay more actual dollars
in sales taxes, the proportion of their

Figure 14.2 Progressive Income Tax

$100,000

25% of $50,000

Total taxable income: $100,000
o You would be taxed at a rate of 15 percent
on the first $25,000 of your taxable income

e You would be taxed at a rate of 25 percent
on your taxable income above $25,000
but below $75,000 ($50,000)

o You would be taxed at a rate of 30 percent
on your taxable income above $75,000

15% of $25,000

30% of $25,000 =

30% of $25,000

25% of $50,000

15% of $25,000

$3,750

25% of $50,000 = $12,500

$7,500

(825,000}

'lI.IH.\we

-

- _,__/"
CoN G"ﬂ

tax on taxable income of $65,0007

income spent on sales taxes is lower than
that of lower-income households.

Characteristics of a Good Tax

Though it is sometimes difficult to decide
whether a specific tax is proportional,
progressive, or regressive, economists do
generally agree on what makes a good tax.
A good tax should have four characteris-
tics: simplicity, efficiency, certainty, and
equity, or fairness.

e Simplicity Tax laws should be simple
and easily understood. Taxpayers and
businesses should be able to keep the
necessary records, prepare their own tax
forms, and pay the taxes on a predicrable
schedule.

e Efficiency Government administrators
should be able to collect taxes without
spending too much time or money.
Similarly, taxpayers should be able to
pay taxes without giving up too much
time. They should also not have to pay
too much money in fees.

Chapter 14 m Section 1

Total tax

$23,750

In a progressive tax structure, the higher a taxpayer's
income, the greater percentage he or she must pay in
taxes. This chart shows a sample progressive income tax
for a taxpayer with total taxable income of $100,000.
Income According to the chart, what would be the total

proportional tax a fax
for which the
percentage of income
paid in taxes remains
the same for all income
levels

progressive tax a tax
for which the
percentage of income
paid in taxes increases
as income increases

reqressive tax a fax for
which the percentage
of income paid in taxes
decreases as income
increases
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A STUDY HAS Founp
THAT DEATH AND TAAES
hee THE LEADING

CHIEE OF  STATISTTCS.

A This political cartoon makes fun of the saying, “The
only sure things in life are death and taxes.” Why are
taxes necessary?

e Certainty Certainty is also a character-
istic of a good tax. It should be clear to
the taxpayer when a tax is due, how
much money is due, and how the tax
should be paid.

e Equity The tax system should be fair, so
that no one bears too much or too little

of the tax burden.

Determining Fairness

Although everyone agrees that a tax system
should be fair, people often disagree on
what “fair” means. Over time, economists

THE WALL STREET JOURNAL.
B C1.:5n00M EDiTIoN R

In the News Read more about taxes in
“Hard Habit to Break,” an article in The
Wall Street Journal Classroom Edition.

Go @®nline

The Wall Street Journal
Classroom Edition

For: Current Events

Visit: PHSchoal.com

Web Code: mnc-6141

have proposed two different
ideas about how to measure
the fairness of a tax.

The first idea is called the
benefits-received  principle.
According to this principle, a
person should pay taxes based
on the level of benefits he or
she expects to receive. People
who drive, for example, pay
gasoline taxes that are used to
build and maintain highways.
In this way, the people who
receive the most benefit from
the roads also contribute the
most to their upkeep.

362 Taxes and Government Spending

The second idea about fairness is called
the ability-to-pay principle. According to
this principle, people should pay taxes
according to their ability to pay. The
ability-to-pay principle is the idea behind a
progressive income tax: people who earn
more income pay more taxes.

Balancing Tax Revenues and Tax Rates
How much revenue does a good tax
generate? The answer is “enough, but not
too much.” That is, enough so that
citizens’ needs are met, but not so much
that the tax discourages production. For
example, if a company has to pay
$100,000 in taxes, it will not be able to use
that $100,000 to expand production. If
tax rates are lower, however, the company
can use more of its income to stimularte
production rather than to pay taxes.
Ultimately, many people argue, the
economy benefits from lower, rather than
higher, tax rates.

Who Bears the Tax Burden?

To fully evaluate the fairness of a tax, it is
important to think about who actually
bears the burden of the tax, Taxes affect
more than just the people who send in the
checks to pay them. Why? The answer lies
in supply and demand analysis.

Suppose that the government imposes a
gasoline tax of $.50 per gallon and collects
the tax from service stations. You may
think that the burden of the tax falls only
on the service stations, because they mail
the checks to the government. Graphs A
and B in Figure 14.3, however, provide a
different set of answers.

Both Graphs A and B show two supply
curves: an original supply line and a line
showing the supply after the $.50 tax is
imposed. When a tax is imposed on a good,
the cost of supplying the good increases.
The supply of the good then decreases at
each and every price level. This shifts the
supply curve to the left.

Before the tax, the market was in equilib-
rium, and consumers bought gas at $1.00



Figure 14.3 Elasticities of Demand and Tax Effects

Graph A

New supply
with $.50 tax

S | el Original

supply

Price

$1.00 |- -

I
: Demand
1
I

Quantit

Lower
quantity

Higher
quantity

per gallon. This is shown as point 1 on
Graph A above. If demand for gas is rela-
tively inelastic (thart is, if consumers buy
about the same amount no matter what the
price), the tax will increase the price of
cach gallon by a relatively large amount.
Consumers will bear a large share of the
tax. This is shown in Graph A. Demand is
inelastic, so the demand curve is relatively
steep, and a $.50 tax increases the equilib-
rium price by $.40 {from $1.00 to $1.40
from point i to point f). In other words,
consumers pay about four fifths of the tax.

In contrast, if demand is relatively elastic,
the demand curve will be relatively flat, as
in Graph B. Consumers will pay a relatively

Graph B

New supply
with $.50 tax

Original

8 supply
o
$1.10
BLA0 por o m
I
: Demand
I
I
Lower Quantity Higher
quantity quantity

small part of the tax. As Graph B shows, a
$.50 tax increases the equilibrium price by
only $.10 (from $1.00 to $1.10 from point i
to point g). In this case, consumers pay only
one fifth of the tax. The service stations pay
the other four fifths.

This example shows the incidence of a
tax—that is, the final burden of a tax. When
policymakers consider a new tax, they
examine who will actually bear the burden.
As in the example above, producers can
“pass on” the burden to consumers.
Generally, the more inelastic the demand,
the more easily the seller can shift the tax to
consumers. The more elastic the demand,
the more the seller bears the burden.

— 4

fr———
“Fronces

If demand for a good
is relatively inelastic
(Graph A}, a new tax
will increase the
price by a relatively
large amount, and
consumers will pay a
large share of the tax.
Supply and Demand
Who bears the
burden of a tax if
demand is relatively
elastic?

incidence of a tax the
final burden of a tax

Key Terms and Main Ideas
1. Why do governments impose taxes?
2. What is the difference between a progressive tax and a

regressive tax?

3. What are the four characteristics of a good tax? | HINT i
4. Describe the benefits-received principle. How does it

Web Code: mna-6145

[Progress Monitoring Online

For: Self-quiz with vocabulary practice

expenses for local schools. Should the tax be propor-
tional, progressive, or regressive? Explain your answer.

6. Critical Thinking Analyze the impact of the power to tax
as expressed in the Constitution on tax policies today.

differ from the ability-to-pay principle? | HINT i

Applying Economic Concepts
5. Try This Suppose that your town decides to levy a tax to
raise funds for construction, maintenance, and other

Go Online
—PHSchool.com
For: Discussion Activity

Visit: PHSchool.com
Wehb Code: mnd-6141
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Skills for

LIFE

Evaluating Historical Debates

istorians often disagree about how to interpret events in the past.

Sometimes a historian will write about past events in a biased way. It's
important to be able to identify when a writer might be trying to convince
you to agree with one interpretation instead of giving you a broader view.
Read this sample historical account and answer the following guestions.

1. Identify statements that might be mis-
leading. Authors will sometimes over-

from the passage that seem to be
using misleading oversimplications.

simplify their statements or use broad
generalizations in order to make their

arguments look stronger than they

(b) Why do you think those sentences
are oversimplifications?

really are. (a) List three sentences 2. Determine the author's point of view or
’ interpretation. If you think that an
author is misleading to persuade you,
Tha Sacial Sacurity program was devel- th’in.k ab‘our what the aurh_or's' point
oped during the Great Depression. At first, ol view is. (a) Blascd on this passage,
Social Security was proposed as a public pen- what do you think the author's opin-
sion system that would save some amount of a ion of the Social Security system is?
worker's earnings and then give that amount (b) What specific sentences or phras-
back to him when he was elderly. The people es led you to that conclusion?
who needed money most were already elderly
when the plan was announced, though, and 3. Look at how facts are used to support

they wouldn't get anything from it because they
hadn't already been paying in. Congress and
the general public had no interest in the plan.

The only enthusiastic supporters of Social
Security were a team of economists who came
up with a plan for old-age insurance. In this
plan, the pension would be supported by a gen-
eral revenue tax, like the income tax. President
Roosevelt changed the plan so that the pension
payments came out of a special payroll tax
instead. This change was supposed to help the
system be more self-sufficient.

Although no one really wanted to pass
Social Security legislation, President
Roosevelt had been convinced by the econo-
mists that it was the right answer for the
country's problems. In order to convince
Congress, Roosevelt had to make some deals.
He offered to fund other social service pro-
grams in return for support for Social Security.
After all the deals were made, Congress
passed Roosevelt's flawed version of the
economists’ plan for Social Secunity.

the author's interpretation. Historical
accounts should always be based on
facts, but individual facts can be used
to support different interpretations.
(a) Identify three facts in the passage
that could be verified by other
sources. (b) Show how the author
uses those facts to support her inter-
pretation of the historical event. (c)
Think of another interpretation that
could be supported by the same facts.

Additional Practice

Think of an event in your own past
that could have more than one
interpretation. \Write a short histori-
cal account that supports one pos-
sible interpretation, and then write a
second account that uses the same
facts but supports a different inter-
pretation.



Federal Taxes

Objectives Section Focus Key Terms

After studying this section you will be able to:  The federal income taxes that withholding Social

1. Describe the process of paying individual households and families pay tax return Security
incoma taxes, help to fund government taxable Medicare

2. Explain the basic characteristics of programs. Othertv‘ples‘ of taxes income estate tax
corporate income taxes. are Ie_:\fled on specific items for personal _ glf'ftax

. . specific purposes. exemption tariff

3. Undgmml the purpose of Social Security, deductions tax incentive

Medicare, and unemployment taxes. FICA

4. ldentify other types of taxes.

uring fiscal year 2004, the federal govern-
ment took in about $1.88 trillion in
taxes. If you divide up this federal tax
revenue among all the people in the United
States, it comes to about $6,300 per person.
How does the government get all this money?
The federal government has six major
sources of tax revenue. They are individual
and corporate income taxes, social insur-
ance taxes, excise taxes, estate and gift
taxes, and taxes on imports.

Individual Income Taxes

The federal government levies a tax on
individuals’ taxable income. As Figure 14.4
shows, individual income taxes make up
the federal government’s main source of
revenue. About 45 percent of the federal
government’s revenues come from the
payment of individual income taxes.

"Pay-As-You-Earn” Taxation

The amount of federal income tax a person
owes is determined on an annual basis. In
theory, the federal government could wait
until the end of the tax year to collect indi-
vidual income taxes. In reality, that would
be a problem for both taxpayers and the
government. Like other employers, the
government has to pay regularly for rent,
supplies, services, and employees’ salaries.

A single annual payment from all the
nation’s taxpayers at once would make
meeting these expenses difficult.

Similarly, many people might have
trouble paying their taxes in one large sum.
For these reasons, federal income tax is
collected in a “pay-as-you-earn” system.

This means that individuals usually pay

Figure 144 Federal Revenue, 2004

M |ndividual income M Estate and gift

taxes taxes

M Corporate income M Customs duties
taxes and tariffs

M Social insurance taxes B Miscellaneous
and contributions receipts

M Excise taxes

Mote: Because of rounding, totals may be less or greater
than 100 percent,

Source: U.S. Department of the Treasury

Chapter 14 m Section 2

Sources of

government revenue
include the taxes
shown on this graph.
Government Analyze
the categories of
revenue in the
federal budget. What
are the largest
sources of federal
revenue?

Pifchool com
Web Code: mng-6142
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HOURS AND EARNINGS

il

T

TAXES AND DEDUCTIONS .
Description Amount

TOTAL
Taxable Wages

Less Taxes

- q
FICA 15.20

Federal 10.25
State 510
City 1.00

Total Taxes 31.55

Net Pay

200.00

withholding taking tax
payments out of an
employee’s pay before
he or she receives it

tax return form used to
file income taxes

taxable income /ncome
on which tax must be
paid; total income
minus exemptions and
deductions

personal exemption set
amount that you
subtract from your
gross income for
yourself, your spouse,
and any dependents

deductions variable
amounts that you can
subtract, or deduct,
from your gross income

31,55 168.45

A This young worker’s pay stub shows that her employer, as required by
law, has withheld part of her earnings for taxes. What percentage of this
worker'’s pay was withheld for federal taxes? For total taxes?

most of their income tax throughout the
year as they earn income. In mid-April, they
pay any additional income taxes they owe.

Tax Withholding

Employers are responsible in part for
carrying out the system for collecting federal
income taxes. They do so by withholding, or
taking payments out of your pay before you
receive it. The amount they withhold is
based on an estimate of how much you will
owe in federal income taxes for the entire
year. After withholding the money, the
employer forwards it to the federal govern-
ment as an “installment payment” on your
upcoming annual income tax bill. On the
sample pay stub shown above, the employer
has withheld $10.25 in federal income taxes
from this employee’s paycheck.

Filing a Tax Return

At the end of the year, employers give their
employees a report showing how much
income tax has already been withheld and
sent to the government. The employee then
completes a tax return. A tax return is a
form used to file income taxes. On it you
declare your income to the government and
figure out your taxable income.
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Taxable income is a person’s gross (or
total) income minus exemptions and
deductions. Gross income includes earned
income—salaries, wages, tips, and commis-
sions. It also includes income from invest-
ments such as interest on savings accounts
and dividends from stock.

Personal exemptions are set amounts that
you subtract from your gross income for
yourself, your spouse, and any dependents.
Deductions are variable amounts that you
can subtract, or deduct, from your gross
income. Deductions include such items as
interest on a mortgage, donations to
charity, some medical expenses, and state
and local rax payments.

Completing a tax return allows you to
determine whether the amount of income
taxes you have already paid was higher
or lower than the actual amount of tax
you owe. If you have paid more than you
owe, the government sends you a refund.
If you have paid less than you owe, you
must pay the balance to the government.
All tederal income tax returns must be
sent to the Internal Revenue Service, or
IRS, by midnight on April 15 (or the
next business day if April 15 falls on a
weekend).



Tax Brackets

The federal income tax is a progressive tax.
In other words, the tax rate rises with the
amount of taxable income. The tax rate
schedule in Figure 14.5 shows that in 2005,
there were six rates. Each applied to a
different range of income, or tax bracket.
For example, married couples who filed a
return together (a joint return) and had a
taxable income of $14,600 or less paid 10
percent income tax. The highest rate—33
percent—was paid by high-income single
people or married couples on the portion of
their taxable incomes that exceeded
$326,450. Each year, the IRS publishes
new tax rate schedules that reflect any
changes in the federal tax code.

Corporate Income Taxes

Like individuals, corporations must pay
federal income tax on their taxable income.
Corporate taxes made up less than 10
percent of federal revenues in recent years.

Determining a corporation’s taxable
income can be a challenge because busi-
nesses can take many deductions. That is,
they can subtract many expenses from their
income before they reach the amount of
income that is subject to raxation. For

Figure 145 Federal Income Tax Rates, 2005

example, companies deduct the cost of
employees’ health insurance. Many other
costs of doing business can also be deducted.

Like individual income tax rates, corpo-
rate income tax rates are progressive. In
2003, rates began at 15 percent on the first
$50,000 of raxable income. The highest
corporate income tax rate was 35 percent on
all taxable corporate income above
$10,000,000,

Social Security, Medicare,
and Unemployment Taxes

In addition to withholding money for
income taxes, employers withhold money
for taxes authorized under the Federal
Insurance Contributions Act, or FICA. FICA
taxes fund two large government programs,
Social Security and Medicare. Employees
and employers share FICA payments.

Social Security Taxes

Most of the FICA taxes you pay go to the
Social Security Administration to fund
Old-Age, Survivors, and Disability
Insurance (OASDI), or Social Security.
Social Security was established in 1935 to
ease the hardships of the Great Depression.

Schedule _ll your t_nxahle but not the tax is of the amount
income IS over— over- over—
Schedule X— 50 $7,300 10% 30
:ﬁﬁn“;‘;gs - $7,300 s9700 |  §730,00 plus 15% - $7,30
is single $29,700 $71,950 $4,090.00 plus 25% $29,700
7 3_11_;556 | s | s 4',552.40- |-Jlus 28% $71,950
| Ss0150 | 326450 $36,548.50 plus 33% $150,150
$326,450 $94,727.50 plus 35% $326,450
Schedule Y- $0 $14,600 10% $0
:;i:;;::ﬁs - [ $14600  §59,400 $1,460.00 plus 15% $14,600
;:7:1;:# filing | s58.400 819,950 $8,180.00 plus 25% $59,400
$119,950 $182,800 $23,317.50 plus 28% $119,950
$182,800 $326,450 $40,915.50 plus 33% $182,800
$326,450 $88,320.00 plus 35% $326,450
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FICA taxes that fund
Social Security and
Medicare

Social Security
Old-Age, Survivars, and
Disability Insurance
{DASDI)

oUILDIN,

]
Q’Cnuct"

According to these
sample individual
income tax tables, a
single individual with
$5,000 of taxable
income would pay
$5,000 X .10, or $500
in taxes.

Income What would
be the tax for a
married couple filing
jointly with $75,000 in
taxable income?
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Global Connections

Value-Added Tax Individual income taxes and sales taxes play a
smaller role in generating government revenue in many European nations than
they do in the United States. Instead, in much of Europe, a value-added tax, or
VAT, has been implemented. A VAT taxes the increase in value that a good
gains in each step of its production. For example, in the United States,
consumers usually pay taxes when they buy a car. Under a VAT system, the
price of a car already includes the tax paid by the mine that extracts the iron
ore used to make the car. It also includes the tax the steel mill paid based on
the value added to the iron ore when it was turned into steel. Similarly, the
car’s price includes the tax the car manufacturer paid on the value the steel
gained when it was made into a car. In this way, the consumer doesn't directly
pay the tax. Rather, the total price of the car already includes the tax. Would
you recommend a VAT for the United States? Why or why not?

Medicare a national
health insurance
program that helps pay
far health care for
people over age 65 or
with certain disabilities

estate tax a fax on the
estate, or total value of
the money and property,
of a person who has
died

gift tax & tax on money
or property that one
living person gives to
another

Originally, Social Security was simply a
retirement fund to provide old-age pensions
to workers. Today, it also provides benefits
to surviving family members of wage earners
and to people whose disabilities keep them
from working,.

Each year the government establishes an
income cap for Social Security raxes. In
2005, the cap was $90,000. No Social
Security taxes could be withheld from a
taxpayer’s wages and salaries above that
amount,

Medicare Taxes
FICA taxes also fund Medicare. The
Medicare program is a national health
insurance program that helps pay for
health care for people over age 65. It also
covers people with certain disabilities.
Both employees and self-employed
people pay the Medicare tax on all their
carnings. There is no ceiling as for Social
Security payments.

Unemployment Taxes

The federal government also collects an
unemployment tax, which is paid by
employers. In effect, the tax pays for an
insurance policy for workers. If workers are
laid off from their jobs through no fault of
their own, they can file an “unemployment
compensation” claim and collect benefits
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for a fixed number of weeks. In order to
collect unemployment benefits, an unem-
ployed person usually must show that he or
she is actively looking for another job. The
unemployment program is financed by both
state and federal unemployment taxes.

Other Types of Taxes

What are the taxes on gasoline and cable
television service called? If you inherit
money from your great aunt, will you have
to pay a tax? Why are some imported
products so expensive? To answer these
questions, you need to look at excise,
estate, gift, and import taxes.

Excise Taxes

As you read in Chapter 5, an excise tax is a
general revenue tax on the sale or manufac-
ture of a good. Federal excise taxes apply
to gasoline, cigarettes, alcoholic beverages,
telephone services, cable television, and
other items.

Estate Taxes

An estate tax is a tax on the estate, or total
value of the money and property, of a
person who has died. It is paid out of the
person’s estate before the heirs receive
their share. A person’s estate includes not
only money, but also real estate, cars,
furniture, investments, jewelry, paintings,
and insurance.

In 2005, if the total value of the estate is
$1.5 million or less, there is no federal
estate tax. Because an estate tax is a pro-
gressive tax, the rate rises with increasing
value. Thar is, a $5 million estate will be
taxed by the federal government at a higher
rate than a $2 million estate.

Gift Taxes

The gift tax is a tax on money or property
that one living person gives to another. The
goal of the gift tax, established in 1924,
was to keep people from avoiding estate
taxes by giving away their money before
they died. The tax law sets limits on gifts,
buc still allows the tax-free transfer of fairly




large amounts each year. Under current
law, a person can give up to $11,000 a year
tax-free to each of several different people.

Import Taxes

Taxes on imported goods (foreign goods
brought into the country) are called tariffs.
Today, most tariffs are intended to protect
American farmers and industries from
foreign competitors rather than to raise
revenue. Tariffs raise the price of foreign
items and help keep the price of American
products competitive. You will read more
about tariffs in Chapter 17.

Taxes That Affect Behavior

The basic goal of taxation is to create
revenue. However, governments some-
times use tax policies to discourage the
public from buying harmful products.

A The owner of this house is installing solar panels. He or she may be
able to take advantage of tax incentives designed to encourage energy
conservation.

tariff a tax on imported

Taxes are also used to encourage certain
types of behavior. The use of taxation to
encourage or discourage behavior is called

Taxes have also been imposed on the
purchase of vehicles that get low gas
mileage. The goal of these taxes is to

goods

tax incentive the use of

a tax incentive.

Federal taxes on tobacco products and
alcoholic beverages are examples of so-
called sin taxes. While they do bring in
revenue, their main purpose is to
discourage people from buying and using
tobacco and alcohol.

encourage people to purchase more fuel-
efficient cars. Similarly, certain tax deduc-
tions encourage energy conservation.
Homeowners and businesses may deduct
some of the cost of certain improvements,
such as adding solar heating, from their
taxable income.

taxation to encourage
or discourage certain
hehavior

Progress Monitoring Online

— — | For: Self-quiz with vocabulary practice @

Web Code: mna-6146
6. Using the Databank Study the bar graph showing
Government Receipts by Source on page 543 of the
Databank. Approximately how much money (in billions of
dollars) do the top three sources of government income

generate? "'"T_l

Key Terms and Main Ideas _
1. Explain “pay-as-you-earn” taxation. HINT ]

2. Describe withholding and explain how it would affect a
student with a part-time job. | HINT i

3. Whatis the purpose of FICA?| HiNT E

Applying Economic Concepts

4. Critical Thinking The founders of the United States
wanted to avoid establishing a permanent aristocracy,
or group of wealthy families who could control a great
deal of the nation’s wealth. How is this idea related to
estate and gift taxes?

5. Try This Contributions to organizations such as the
American Cancer Society are tax deductible (that s,
they can be deducted from taxable income). Explain the
reason for this tax policy.
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Visit: PHSchoal.com
Web Code: mnd-6142

Chapter 14 m Section2 369



Economist

ECONOMIC

Henry J. Aaron (.1

During the 1990s, a movement to “save Social Security” became a
major crusade among Washington politicians. The debate worried
many Americans, who wondered if the nation’s retirement system
| was about to collapse. A prominent economist says, bowever, that
the Social Security system works, so don’t try to fix it.

The Sky Is Not Falling

Many studies predict that the Social
Security system will go bankrupt once the
Baby Boom generation begins to retire,
despite hikes in the Social Security tax and
huge surpluses in the program today. Not
everyone agrees. Among the harshest
critics of this alarming prediction is
economist Henry Aaron.

An Expert on Entitlements Issues
Henry Aaron is senior fellow in economic
studies at the Brookings Institution, a

Council of Economic Advisors, and in the
1970s, served as Assistant Secretary for
Planning in the Department of Health,
Education, and Welfare.

In 1978, Aaron was selected to chair the
Social Security Advisory Council, which
reviews the status of the Social Security
system every four years. He has become
recognized as an expert on government
entitlements and tax policy.

The Dangers of Unwise Reforms
Much of the concern over Social Security
has arisen because increasing numbers of

CHECK FOR UNDERSTANDING

1. Source Reading  Summarize in
your own words the argument that
Aaron makes to oppose any major

changes in the Social Security system.

Social Security?

2. Critical Thinking What trends and
conditions are responsible for the
increase in the ratio of retirees to
workers? Why might this development
be a potential threat to the future of

retirees are being supported by the taxes
of working Americans. Aaron agrees that
the ratio of retirees to workers will
continue to rise. However, he argues that
this increase is offset by a lower ratio of
children to workers and by growing
numbers of women entering the work
force. Both trends reduce the ratio of
nonworking dependents per worker,
Aaron argues, so the overall tax burden
on workers’ wages will remain about
the same.

One popular proposal is to replace

which people would have to make their
private contributions while also
supporting current retirees through a
10 percent sales tax.

For those who would reform the
existing system by raising the retirement
age or reducing benefits, Aaron has dire
warnings. He notes that no one really
knows how expectations about old age
affect the saving, working, and spending
decisions that people make. Aaron
cautions that major changes in the current
system could have unforeseen
consequences for the entire economy.

3. Learn More Research and report

Social Security in recent years.

on changes that Congress has made in

Washington “think tank” that analyzes Social Security with a private retirement ==
economic and social issues. Before joining savings program. Aaron warns that this — w2
Brookings, he served on the staff of the would require a 50-year transition, during —
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Federal Spending

Objectives Section Focus Key Terms
After studying this section you will be able to:  Although the federal budget is mandatory spending
1. Distinguish between mandatory and extremely large, about three quarters discretionary spending
discretionary spending. of the government’s spending is entitlement
required by current laws. Major Medicaid

2. Describe major entitlement programs.

3. ldentify categories of discretionary
spending.

4. Explain the impact of federal aid to state
and local governments.

categories of government spending
include Social Security, defense,
interest on the national debt,
Medicare, and health care.

s uppose that each year you were given
almost $1.9 trillion to spend. So much
money! So many choices! In reality, when
the federal government receives this
amount of revenue in the form of taxes,
most of it is already accounted for. That is,
after the government fulfills all its legal
obligations, only about 26 percent of the
money remains. In this section you will
look at the many items on which the
federal government spends its tax revenues.
In Chapter 15, you will read about how the
federal government, as part of the budget
process, plans for that spending.

Mandatory and Discretionary
Spending

The graph in Figure 14.6 shows the major
categories of federal spending. Some of
these categories, such as Social Security and
Medicare, are “mandatory.” Mandatory
spending refers to money that lawmakers
are required by existing laws to spend on
certain programs or to use for interest
payments on the national debt. Others,
such as defense and education, are “discre-
tionary.” Discretionary spending is spending
about which government planners can
make choices.

In general, the percentage of federal
spending that is mandatory has grown in
recent years. The percentage of discre-
tionary spending has decreased. These
trends worry many budget planners and
politicians.

Figure 14.6 Federal Spending, 2004

B Defense M Health
% Science, space, M Medicare
and technology

W Income security

W Social Security

B Veterans benefits

M Administration of Justice
Other

M Net interest

M Energy, natural
resources, and
environment

W Agriculture

B Transportation

M Education

Mote: Because of rounding, totals may be less ar greater
than 100 percent.

Source: Office of Managemant and Budget
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mandatory spending
spending on certain
programs that is
mandated, or required,
by existing law

discretionary spending
spending category
about which
government planners
can make choices

The federal
government spends
the funds it collects
from taxes and other
sources on a variety
of programs.
Government Analyze
the categories of
expenditures in the
federal budget.
Which categories
receive the most
federal funds?
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entitlement social
welfare program that
people are “entitled to”
if they meet certain
eligibility requirements

A People who
receive entitlement
henefits such as
Social Security,
Medicare, and
Medicaid include
veterans, people with
disabilities, and the
elderly.

Entitlement Programs

Except for interest on the national debr,
most of the mandatory spending items in the
federal budget are for entitlement programs.
Entitlements are social welfare programs that
people are “entitled to” if they meet certain
eligibility requirements, such as being at a
certain income level or age. The federal
government guarantees assistance for all
those who qualify. As the number of people
who qualify rises, mandatory spending rises
as well. As a result, managing costs has
become a major concern.

Some, but not all, entitlements are
“means-tested.” In other words, people
with higher incomes may receive lower
benefits or no benefits at all. Medicaid, for
instance, is means-tested, or dependent on
income. Social Security is not. A retired
person who has worked and paid Social
Security taxes is entitled to certain benefits.
Similarly, military veterans and retired
federal employees are entitled to receive
pensions from the government.

Entitlements are a largely unchanging
part of government spending. Once

372  Taxes and Government Spending

requirements, it

Congress has set the
cannot control how many people become
eligible for each kind of benefit. Congress
can change the eligibility requirements or
reduce the amount of the benefit in order
to try to keep costs down. Such actions,
however, require a change in the law.

Social Security

Social Security is the largest category of
federal spending. More than 50 million
retired or disabled people and their
families and survivors receive monthly
benefits. The Social Security Administra-
tion became an independent agency in
1995. Before that, its spending was part
of the budget for the Health and Human
Services Department.

Medicare

Medicare serves about 42 million people,
most of them over 65 years old. The
program pays for hospital care and for
the costs of physicians and medical
services. It also pays health care bills for
people who suffer from certain disabilities
and diseases.



Medicare is funded by taxes withheld
from people’s paychecks. Monthly pay-
ments paid by people who make certain
levels of taxable income and receive
Medicare benefits also pay for the program.

Medicaid

Medicaid benefits low-income families,
some people with disabilities, and elderly
people in nursing homes. It is the largest
source of funds for medical and health-
related services for America’s poorest
people. The federal government shares the
costs of Medicaid with state governments.
The state share of the costs varies from 50
percent to 83 percent. In 2004, 54.6
million people were covered by Medicaid—
about 18 percent of Americans.

Other Mandatory Spending Programs
Other means-tested entitlements benefit
people and families whose incomes fall
below a certain level. Requirements vary
from program to program. Federal programs
include food stamps, Supplemental Security
Income (SSI), and child nutrition. The
federal government also pays retirement
benefits and insurance for federal workers,
as well as veterans’ pensions and unem-
ployment insurance.

The Future of Entitlement Spending
Spending for both Social Security and
Medicare has increased enormously in
recent years and is expected to increase
further in the next few decades. Social
Security payments will rise as people in the
large “baby boomer” generation, born
between 1945 and 1964, start to retire.
When the “baby boomers™ reach 65, they
will become eligible for Medicare as well.

Medicare costs have been growing
rapidly, partly as a result of expensive
technology, but also because people are
living longer. Who will pay these costs?
The following fact indicates the basic
problem facing Medicare. In 1995, there
were four people paying Medicare taxes for
every Medicare recipient. By 2050, there
will only be two people paying raxes for
every recipient.

Discretionary

THE WALL STREET JOURNAL.
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Spending

Spending on defense accounts
for about half of the federal
government’s  discretionary
spending. The remaining
funds available for discre-
tionary spending are divided
among a wide variety of cate-
gories.

Defense Spending

In the News Read more about federal
spending in “Rethinking the Digital
Divide," an article in The Wall Street
Joumnal Classroom Edition.

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events
Visit: PHSchool.com
Web Code: mnc-6143

Defense spending has dropped

somewhat since the end of
the cold war as a percentage of the total
federal budget. As you can see from the
graph in Figure 14.6, defense spending
consumes about 20 percent of the federal
budget.

The Department of Defense spends most
of the defense budget. It pays the salaries of
all the men and women in the army, navy,
air force, and marines, as well as the
department’s civilian employees. There are
abour 1.4 million men and women in
uniform, along with about 654,000 civilian
workers, working for the armed forces.

Defense spending, of course, also buys
weapons, missiles, battleships, tanks,
airplanes, ammunition, and all the other
equipment the military needs. The defense
budget also includes funds for maintaining
equipment and military bases.

Other Discretionary Spending

You may be surprised at how small a portion
of federal spending goes into the category
that could be labeled “everything else.” Here
are some of the many programs that this
category of federal spending pays for.

education

training

scientific research

student loans

technology

national parks and monuments
law enforcement
environmental cleanup
housing
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Medicaid entitlement
program that benefits
low-income families,
some people with
disabilities, and elderly
people in nursing
homes
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A As the federal government reduces its size, the burden of providing
public assistance programs falls more heavily on the states. How does the
cartoonist portray the ability of state governments to handle this

responsibility?

Key Terms and Main Ideas

1. How does discretionary spending differ from mandatory
spending?

2. What s an entitlement program? I HINT i

3. Why is the cost of the Social Security program expected
to increase in the next decades? | HINT

land management
transportation
disaster aid
foreign aid

farm subsidies

This part of the federal budger also pays
the salaries of the millions of people who
work for the civilian branches of the federal
government. They include members of
Congress, Cabinet secretaries, park rangers,
FBI agents, file clerks, geologists, CIA
agents, meat inspectors, and many others,

4. What is the largest category of discretionary spending?
Identify three additional examples of discretionary
spending. [HINT k

Applying Economic Concepts
5. Try This Suppose that you are running for political
office. (a) Would you propose any new entitlement
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Federal Aid to State and
Local Governments

Some federal tax dollars find their way to
state and local governments. In rtortal,
about $406 billion a year in federal monies
is divided among the states. This is an
average of about $1,400 per person.

As you have read, state and federal
governments share the costs of some social
programs, including Medicaid, unemploy-
ment compensation, and some of the
programs that help children, families,
refugees, and others. State and federal
governments also share the costs of some
highway construction. Additional federal
money goes to the states for education,
lower-income housing, mass-transit, health
care, highway construction, employment
training, and dozens of other programs.

Federal grants-in-aid are grants of
federal money for certain closely defined
purposes. States must use the federal funds
only for the purpose specified and obey the
federal guidelines for which aid is given.
Beginning with the Reagan administration
in the early 1980s, many grant-in-aid
programs were converted to a block grant
format. As you read in Chapter 13, block
grants are lump sums of money intended to
be used in a broadly defined area of public
need, such as education or highways.

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-6147

programs? If so, what would they be? (b) Would you
propose eliminating or modifying any existing entitle-
ment programs? Explain your answers.

6. You Decide Which categories of federal spending
would you lower? Which would you raise? Give specific
reasons for the changes you suggest.

(Go Go @nline
HScheol.com
For: Debate Activity
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Web Code: mnd-6143




Objectives

After studying this section you will be able to:

1. Explain how states use a budget to plan
their spending.

2. ldentify where state taxes are spent.

3. List the major sources of state tax revenue.

4. Describe local government spending and
sources of revenue.

State and Local
Taxes and Spending

Section Focus

Like the federal government, state
and local governments use the
revenue from taxes to pay for a

Key Terms
operating budget
capital budget
balanced budget

variety of programs and services. In tax exempt
general, states spend the largest real property
amounts on grants to local personal property

governments, education, and public
welfare.

tax assessor

Y ou and your family are thinking about
colleges. Which one offers the courses
you want? How much does it cost?
During your research, you find that
colleges within your state’s university
system are far less expensive than private
schools. The reason is that your state
government is paying part of the cost of
running the state colleges. In fact, higher
education is one of the largest areas of
state government spending.

What else do states spend money on? In
this section you will look at patterns of
taxing and spending by state and local
governments.

State Budgets

Like families and individuals, governments
must plan their spending ahead of time.
The federal government has just one
budget for all kinds of spending. States
have two budgets: operating budgets and
capital budgets.

Operating Budgets

A state’s operating budget pays for day-to-
day expenses. Those include salaries of
state employees, supplies such as computers
or paper, and maintenance of state facili-
ties, from the state capitol to recreation
areas and roadside parks.

Capital Budgets

A state’s capital budget pays for major
capital, or investment, spending. If the state
builds a new bridge or building, the money
comes from this budger. Most of these
expenses are met by long-term borrowing
or the sale of bonds.

A State colleges and universities, such as the
University of Texas at Austin, receive state
funding.

Chapter 14 m Section 4

operating budget
budget for day-to-day
expenses

capital budget budger
for major capital, or
investment,
expenditures
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Figure 14.7 State Revenue and Spending, 2002

W Intergovernmental
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balanced budget
budget in which
revenues are equal to
spending

Balancing State Budgets

In most states, the governor prepares the
budget with the help of a budget agency.
The legislature then discusses and eventu-
ally approves the budget.

Unlike the federal government, 49 states
require balanced budgets—budgets in which
revenues are equal to spending. These laws,
however, apply only to the operating
budget, not the capital budget. That makes
it easier to balance state budgets than to
balance the federal budget.

Some states can borrow money for
several years. In other states, lawmakers
must cut programs or raise taxes to balance
the budget. In the early 2000s, deficits
forced cuts and tax hikes in many states.

Where Are State

Taxes Spent?

Spending policies differ among the fifty
states. You are probably most familiar with
state spending on education, highways,
police protection, and state recreation
areas. You can see other significant
spending categories in Figure 14.7.
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M Natural resources

W Governmental
administration

M Interest on general debt
Highways

M Insurance trust
expenditure

! Other

Major sources of state revenue include individual income taxes, sales and other taxes,
insurance premiums, and local and federal funds ("intergavernmental revenue”).
Government What are the major categories of state government spending?

Education

Every state has at least one public state
university. Some, such as California, have
large systems with many campuses
throughout the state. In many states, tax
dollars also support agricultural and tech-
nical colleges, teacher’s colleges, and two-
year community colleges.

State governments also provide financial
help to their local governments, which
run elementary, middle, and high
schools. Some states pay a larger share
of local schools’ costs than other states
do. The amount of money that each
state spends per student also varies. The
national average is $7,920 per student
per year.

Public Safety
State police are a familiar sight along the
nation’s highways. This police force
enforces traffic laws and helps motorists in
emergencies. State police also maintain
crime labs that can assist local law-
enforcement agencies.

State governments build and run correc-
tions systems. These institutions house
people convicted of state crimes.



Highways and Transportation

Building and maintaining highway systems
is another major state expense. State crews
resurface roads and repair bridges. Some
money for roads comes from the federal
government. In turn, states contribute
money to federal and interstate highway
systems.

States pay at least some of the costs of
other kinds of transportation facilities,
such as waterways and airports. Money for
such projects may also come from federal
and local government budgets.

Public Welfare

States look after the health and welfare of
the public in various ways. State funds
support some public hospitals and clinics.
State regulators inspect water supplies and
test for pollution.

As you read in Section 2, states also
help pay for many of the federal programs
that assist individuals, such as unemploy-
ment compensation benefits. Because
states determine their own benefits, they
can meet local needs better than the
federal government can. For example,
during a local recession, they may decide
to extend the number of weeks that people
can claim benefits.

Arts and Recreation

If you’ve hiked in a state forest or picnicked
in a state park, you've enjoyed another
benefit of state tax dollars, Parks and
nature reserves preserve scenic and historic
places for people to visit and enjoy. States
also run museums and help fund music and
art programs.

Administration

Besides providing services, state govern-
ments need to spend money just to keep
running. Like the federal government,
state governments have an executive
branch (the governor’s office), a legislature,
and a court system. State tax revenues pay
the salaries of all these and other state
workers, including maintenance crews in
state parks, the governor, and state court
judges.

State Tax Revenue

For every dollar a state spends, it must take
in a dollar in revenue. Otherwise, it cannot
maintain a balanced budget. The 50 states
now take in more than $500 billion a year
from taxes. Where does this money come
from? Sales and individual income taxes
provide the largest part of state revenues.
The pie chart on the left in Figure 14.7
shows you other sources of state revenue.

Limits on State Taxation

Just as the United States Constitution limits
the federal government’s power to tax, it
also puts limits on the states. Because trade
and commerce are considered national
enterprises, states cannot tax imports or
exports. They also cannor tax goods sent
between states.

State governments cannot tax federal
property, such as military bases. Nonprofit
organizations, religious groups, and chari-
ties are usually tax exempt; that is, they are
not subject to taxes.

Chapter 14 m Section 4

tax exempt not subject
to taxes

< Funds for plowing
state highways are
included in state
budgets. Would you
expect these funds
to be included in a
state’s operating
budget or capital
budget?
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real property physical
property such as land
and buildings

personal property
possessions such as
Jewelry, furniture, and
boats

Sales Tax

As Figure 14.7 shows, sales taxes are a main
source of revenue for state governments. As
you read in Section 1, a sales tax is a tax on
goods and services. The tax—a percentage
of the purchase price—is added on at the
cash register and paid by the purchaser.

All but a few of the 50 states collect sales
taxes. Sales tax rates range from 3 to 8
percent. Some local governments have their
own, additional, sales tax.

In every state, some categories of
products are exempt from sales tax. Many
states do not charge sales tax on basic
needs such as food and clothing. Some do
not tax prescription medicines.

Even states without a sales tax impose
excise taxes that apply to specific products
and activities. Some are sin taxes—taxes
that are intended to discourage harmful
behavior—on products like alecoholic
beverages and tobacco. Other taxes apply
to hotel and motel rooms, automobiles,
rental cars, and insurance policies. Many
states also tax gasoline. This state gasoline
tax is in addition to the federal rax.

State Income Taxes
Individual income taxes are another large
contributor to many states’ budgets. People
pay this state income tax in addition to the
federal income tax. Figure 14.7 shows that
state individual income taxes contribute
about 17 percent of state revenue.
Some states tax incomes at a flat
percentage rate (that is, as a

proportional  tax). Some

FAST FACT

New Hampshire legislators were
faced with a dilemma: how to fund
the state’s education system, without
placing undue hardship on fow- and
middle-income taxpayers. Their
solution: establish an education trust
fund. This fund created a uniform
statewide education property tax
with provisions for tax relief for
certain qualified taxpayers. It also
dedicated to education revenue from
increases in the tobacco tax and from
tobacco settlement funds, as well as
from various tax increases on
businesses.

charge a percentage of a
person’s federal income rax.
Others have progressive rates,
with a tax structure like the
federal income rtax. A few
states tax only interest and
dividends from investments,
not wages and salaries.

Corporate Income Tax

Most states collect corporate
income taxes from compa-
nies that do business in the
state. Some states levy taxes
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at a fixed, flat rate on business profits. A
few charge progressive rates—that is,
higher tax rates for businesses with higher
profits.

As you can see from Figure 14.7, corpo-
rate income taxes contribute only a small
percentage of state tax revenues—about 2
percent. Nevertheless, corporate income
taxes can influence a state’s economy.

Low corporate taxes, along with a well-
educated work force and good public
services, can make it easier to attract new
businesses to a state. Politicians deciding
on state corporate tax rates keep this fact in
mind when they determine their state’s
policies.

Other State Taxes

Besides the corporate income tax, busi-
nesses pay a variety of other state taxes and
fees. Do you want to be a hairdresser, a
carpenter, or a building contractor? If so,
you will have to pay a licensing fee. A
licensing fee is a kind of tax that people pay
to carry on different kinds of business
within a state.

Some states charge a transfer tax when
documents such as stock certificates are
transferred and recorded. Other states tax
the value of the stock shares that corpora-
tions issue.

Many states have rich natural resources,
such as gold, oil, natural gas, fish, or
lumber. Some states place a tax, called a
severance tax, on companies that take (or
“sever”) these resources from the state’s
land and waters.

As you read in Section 2, the federal
government taxes the estate of a person
who has died. States, in turn, usually
charge an inheritance tax on the value of
the property that goes to each heir.

Some states also tax property. That
includes real property, such as land and
buildings, or “real estate.” It also includes
personal property, such as jewelry, furniture,
and boats. Some states even tax intangible
property, such as bank accounts, stocks,
and bonds. Today, however, most property
taxes, especially on real estate, are levied by
local governments.



Figure 148 Local Revenue and Spend
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Major sources of local revenue include property taxes and state and federal funds

Government What are the major categories of local government spending? How do
c““"\"' they differ from the major categories of state government spending shown on page 3767

Local Government Spending
and Revenue

Your local government plays a part in
many aspects of everyday life, including
public grade, middle, and high schools.
Local governments hire police and fire-
fighters. They build roads, libraries, hospi-
tals, and jails. They pay teachers. Even
though this is the level of government
closest to you, it may be the one you know
the least about.

Forms of Local Government

You probably think of “local govern-
ment” as a town or city. There are other
types as well, including townships,
counties, and special districts, such as
school districts. All units of local govern-
ment are created by the state govern-
ment. The state gives them their powers
and authority.

Today, there are more than 87,000 local
government units in the United States.
Together they collect about $370 billion in
tax revenues.

The Jobs of Local Government
Local governments carry major responsi-
bilities in these areas:

e Public school systems

e Law enforcement (local police, county

sheriff’s departments, park police)

Fire protection

Public facilities such as libraries, airports,

and public hospitals

® Parks and recreational facilities such as

beaches, swimming pools, and zoos

Public health (restaurant inspectors,

water treatment plants, sewer systems)

e Public transportation

Elections (voter registration, preparation

of ballots, election supervision, vote

counting)

Record keeping (birth/death certificates,

wills, marriage licenses, and the like)

e Social services (food stamps, child care
and welfare, and similar programs)

Many of these responsibilities are
reflected in the graph showing local
spending (above right). In some towns and
cities, separate commissions or private

Chapter 14 m Section 4
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A Local taxes pay for city and town recreation areas like this playground.

tax assessor an official
who determines the
value of a property

Key Terms and Main Ideas
1. Describe the difference between a state's operating

budget and its capital budget.
2. Whatis a balanced budget?| HINTi

3. What are the main sources of state revenue? How do
they differ from the main sources of local revenue? | HINT i

corporations carry out some of these jobs.
You can see, though, that local govern-
ments touch our lives every day.

Property Taxes

Property taxes are levied on property
owners in local communities to offset the
expense of services such as street construc-
tion or maintenance. An official called a tax
assessor determines the value of the
property. Property taxes are usually figured
as a fixed dollar amount per $1,000 of the

assessed value. They are a main source of
funding for public schools.

Other Local Taxes
Local taxes are similar to the types of taxes
imposed by the states. Besides property
taxes, local governments levy sales, excise,
and income taxes. These taxes affect not
only residents of a community but also
visitors. In fact, many are designed specifi-
cally to raise revenue from nonresidents.
Suppose you've gone on a school trip to
New York City. The room rate for your
hotel is $200 a night. When you see the bill
in the morning, however, it’s $229.25! Three
different taxes have been added—an 8.625
percent sales tax, a 5 percent city tax, and a
$2 per room occupancy tax. Many other
cities have taxes aimed at tourists and
business travelers. They include sales taxes
on hotel rooms and rental cars, airport
taxes, and taxes on movie or theater tickets.
Some large cities collect income taxes as
payroll taxes. In these cities, many workers
are commuters who pay property taxes and
sales taxes in the suburbs where they live, If
the city did not take taxes from their
paychecks, these workers would get a “free
ride” on the city’s services. They would be
using police, street cleaning, and other
services paid for only by the people who
live in the city.

[Progress Monitoring Online

4, Describe the difference between real property and
personal property.

Applying Economic Concepts

5. Using the Databank Study the bar graph showing
Income Taxes per Capita on page 542 of the Databank.
(a) Which are higher, federal income taxes or state and
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| For: Self-quiz with vocabulary practice
Web Code: mna-6148

local income taxes? (b) How much are total income
taxes per capita?
6. You Decide Turn to Figure 14.8 and study the main
categories of local spending. Write a brief essay stating
whether you agree with the spending priorities shown
on the graph.| yiNT

[GO Online
—PHScheol.com
For: Research Activity
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The Bush Tax Cuts

n June 7, 2001, President George W. Bush signed the Fconomic Growth and
Tax Relief Reconciliation Act of 2001, called “TRA 2001” for short. This
law largely fulfilled his campaign promise to reduce taxes in light of the projected

federal budgetary surplus. Two years later, on May 28,
2003, President Bush signed a second major tax cut bill.
President Bush argued that this bill, known as the Jobs
and Growth Tax Relief Reconciliation Act of 2003, would
encourage growth in a sluggish economy.

Lower Tax Brackets The 2001 law reduced the four highest
tax brackets from their 2000 levels. It also created a new
lowest tax bracket with a 10% tax rate. The 2003 tax cut
moved up several tax rate reductions planned for the late
2000s in the first tax cut. Overall, the top marginal income
tax rate was lowered from 39.6% to 35%.

Children and Students The Bush tax bills increase the tax
credit for dependent children under 17 from $500 in 2000

Monetary and Fiscal Policy

IPORTANT!
must enter
r SSN(s) above.

Note. Checkin
“Yes" will not

change your 1z

reduce vour re

to $1000 in 2003. The Treasury mailed tax refund checks
to eligible parents during the summer of 2003 in order to
anticipate this increased deduction.

The new laws also make it easier for parents to afford
to send their children to school. The amount that can be
saved in an Education IRA grew from $500 to $2000 a year. Students will be
able to withdraw money from special tuition-saver programs without having to
pay taxes. More students and their parents will be able to deduct tuition expenses
and student loan interest from their taxable income.

A President George W. Bush
signs the 2001 tax hill.

Easier Retirement Savings Taxpayers will also be able to contribute more to their
retirement accounts. For example, the allowable contribution to an Individual
Retirement Account (IRA) goes up from $2000 a year in 2000 to $4000 in 2005
and $5000 in 2008. Workers over age 50 will be allowed to contribute an extra
$500 a year (until 2005) and $1000 a year (starting in 2006).

Will These Changes Last? Nearly all the changes in the new tax laws were phased
in over several years, and then will disappear by the early 2010s when the laws
expire. This means that future Congresses and future presidents will have to
decide whether to extend these provisions or return to the law as it was in 2000.

Applying Economic Ideas

1. Why did concerns about the slow economy generate support for the president’s
second tax cut plan?

2. What are some potential problems with having a tax cut that evaporates in
20112 Why might Congress have decided to do it this way?

Gross
Income

_wovlngexpms Attach Form 39803 .

Mmﬁmmmmmmm

Ons-hdfﬂfsg!f-empbyment tax. Attach Scheduls SE
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Chapter Summary

summary of major ideas in Chapter 14 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 14.

Section 1 What Are Taxes? (pp. 359-363)

The United States Constitution gives the government
power to collect taxes to fund government pro-
grams. A tax base is a value on which a tax is calcu-
lated, such as income, property, or profits.
Fconomists describe three different types of tax
structures: proportional, progressive, and regressive.
Many taxes in the United States are based on a prin-
ciple of ability-to-pay. Other taxes are based on a
benefits-received principle. Economists use supply
and demand analysis to determine the incidence of a
tax, or who bears the final burden of a tax.

Section 2 Federal Taxes (pp. 365-369)

The federal government has six major sources of
revenue, or income. They are individual income taxes,
corporate income taxes, social insurance payments
(including Social Security, Medicare, and unemploy-
ment taxes), excise taxes, estate and gift taxes, and
tariffs, or taxes on imports. Individual income taxes
are paid on a pay-as-you-earn basis through payroll
withholding. Each year, people with income must file
a tax return and pay taxes on all taxable income.

Section 3 Federal Spending (pp. 371-374)
Much of the federal government’s spending is
mandatory spending, that is, it is required by existing
law. The remainder of the budget is discretionary
spending. Major categories of government spending
include entitlements, such as Social Security and
Medicare, defense, and interest on the national debt.

Section 4 State and Local Taxes and Spending (pp. 375-380)
Like the federal government, state and local govern-
ments fund their programs by levying taxes. States
have two budgets, an operating budget and a capital
budget. Most state and local government revenues
fall into the following categories: income tax, sales
tax, severance tax, inheritance tax, and property tax.
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Key Terms

Match the following terms with the definitions
listed below. You will not use all of the terms.

| HINT

[

taxable income balanced budget | HINT |
revenue withholding | iNT
discretionary mandatory [
spending spending l——'

'HINT i progressive tax real property |H|N1'l

1.

Income received by a government from
taxes and nontax sources

. Physical assets such as land and buildings
. Budget category in which funds are com-

mitted to certain programs by law

. Total income minus exemptions and deduc-

tions

. Tax structure with a rate that increases

with the amount or value being taxed

. Amount taken out of an employee’s pay-

check as a prepayment on taxes

Using Graphic Organizers
7.

Copy the double web map below on a sep-
arate sheet of paper. Complete the double
web map by writing examples of sources of
federal and state government revenue in the
circles. You may add more circles as needed.

income tax

revenue




Reviewing Main ldeas

8. Why are some taxes considered to be regressive?
9. How can you determine the incidence of a tax?

10. List and describe four sources of state govern-
ment revenue. | HINT l
1. What are entitlement programs? Give three

examples of entitlement programs and explain

their purposes. [ HINT ]

Critical Thinking
12

Synthesizing Information Review the powers of
and limits to taxation in the United States. How
does the Constitution limit federal and state
powers of taxation?

13. Predicting Consequences Assume that you are a
representative to Congress. What forms of
mandatory and discretionary spending do you
support? What are possible consequences of
showing your support or lack of support for dif-
ferent forms of spending?

Making Comparisons Create a table in which you
identify types of taxes at the local, state, and
national levels and describe the economic impor-
tance of each.

Expressing Problems Clearly In your opinion,
should a tax be applied at the same rate to all
people, or should those who are wealthier be
expected to pay at a higher rate? Support your
opinion with concrete examples.

14.

15.

Problem-Solving Activity

16. Review the criteria economists use for determin-
ing a good tax. Then create a proposal for a new
tax that meets those criteria. Would you be will-
ing to pay the tax you've just proposed?

Economics Journal

Essay Writing Review your Economics Journal
entry for this chapter. Write a summary of the
types of taxes you pay on a regular basis, and
indicate whether you think the taxes you pay are
fair or not.

Skills for Life

Evaluating Historical Debates Review the steps
shown on page 364; then answer the following ques-
tions using the selection below.

17. Which statements in the excerpt below are facts?
18. Which statements in the excerpt below are opin-
ions?

What is Representative Johnson's point of view
on tax policy?

{a) Describe how Representative Johnson pres-
ents evidence to support his opinions. (b} Is there
an alternative point of view that could be sup-
ported by the same facts? Why or why not?

Has Representative Johnson supported his point
of view well? Explain your answer.

19.

20

21

Representative Sam Johnson:
“Working to Reduce Your Tax Burden™

1 believe that our current tax code is eco-
nomically destructive, impossibly complex,
and overly intrusive. It has impeded our
ability to creare jobs, encourage savings
and investment, and realize the American
dream.

This is illustrated by the fact that our cur-
rent tax code has grown from 11,000
words to over 7 million. According to West
Publishing, who is an official publisher of
the tax code, it takes two volumes and
1,168 pages to publish the code, plus, an
additional 6,439 pages of Federal Tax
Regulations that apply to income raxes. To
make it easier to comply with these regula-
tions, the IRS has created abour 480 forms
with an additional 280 to explain how to
fill our the 480. I think this is ridiculous.
That is why this system should not be
changed, but replaced. . . .

Progress Monitoring Online
For: Chapter 14 Self-Test  Visit: PHSchool.com

Web Code: mna-6141

As a final review, take the Economics Chapter 14 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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'I_Jntributions

ne reason that governments tax their citizens is to pay for

services that benefit the entire community, including

education, public transportation, garbage collection, and
fire protection. Ideally, all these public services could be provided by

voluntary contributions. People would
i J help pay for these services simply
because it is the right thing to do.

In reality, many people would take a
“free ride™ and not contribute, In this
simulation, you will have a chance to
look at the kind of choices citizens
might make and the results of those
choices. You'll see how “free riders”
affect the general good.

Materiale Preparing the Simulation

Suppose you live in a state in which the

Notebook paper : :
money spent on public education caus-
Play money es a decrease in other costs in the state
{or handmade budget. For every dollar contributed to
equivalent); education, the cost of welfare and crim-
inal justice decrease by a total of three
ik $.|0, thre‘e %5, dollars. These budget savings are
and five $1 bills for returned to citizens as tax refunds. Each
each citizen- citizen's refund equals the total budget

savings divided by the number of citizens—
regardless of the amount each citizen
contributes. See the budget table for an
example of how these savings would be
calculated.

group, plus the
state treasury of
$500 in mixed bills

Step 1: Select two students from your class
who will act as state treasurer and budget
director. The rest should form groups of
three to five students. Each group works
together and makes decisions as one
“citizen.” One member of each citizen-
group should be in charge of the group’s
money and record keeping.

Step 2: Each citizen-group begins the simu-
lation with $30: one $10 bill, three $5 bills,

P,

4 In this town meeting, citizens are discussing
how to pay for public education. Can it be
paid for through vol y contributions?

and five 81 bills. The state treasurer has
$500 in mixed bills. He or she can also write
“l0Us" for citizen tax refunds. Each citizen-
group should use a sheet of notebook
paper to make a contributions and refunds
record, using the table on the next page as
a model.

Step 3: The state budget director should
use a sheet of notebook paper to make a
budget worksheet using the table on the
next page as a model.

Conducting the Simulation
This simulation is run in three sessions.

Session 1: Each citizen-group decides
whether it wants to make a contribution to




public education, and if so, how much it wants to give.
Each group can choose to contribute between $0 and
$10in each session. Record your contribution on your
Contributions and Refunds Record, and give the
money in cash to the state treasurer.

The state budget director adds up all the first ses-
sion’s contributions to education. Then he or she fig-
ures the state’s budget savings using the Budget
Worksheet, keeping in mind that every dollar collected
for education results in three dollars saved from wel-
fare and criminal justice. The state budget director
gives this information to the state treasurer, who then
gives each citizen-group its refund in dollars. If no
cash is available, the treasurer will issue 10Us.

Session 2: Each citizen-group again decides whether
to make a contribution to public education. Even if you
have received a refund, you can still contribute only
$10 each day. Record your contribution on your
Contributions and Refunds Record, and give the
money to the treasurer.

Balance at b_ﬂgin'
ning of session

Total contributions

% $3.00 = -
Total budget savings

Total budget savings
= Number of
citizen-groups
_ Tax refund per
citizen-group

The state budget director again adds up the total
contributions, using the Budget Worksheet. He or she
figures the savings, and the treasurer gives each
citizen-group its refund.

Session 3: Each citizen-group decides again whether
to make a contribution to education, using the same
process as in earlier sessions. When refunds for this
session have been calculated and given, each group
adds up all the money it has in cash and 10Us. The
total amount of money is the citizen-group’s score.

i

3 "_‘"c- e

Budget Table for a 10-Citizen|State

$20.00 $6.00
$50.00 | s15000 | $15.00
$60.00 | s2000 L s
$100.00 $300.00 | £30.00

Simulation Analysis

Discuss these questions as a group.

1. From the state treasurer’s Budget
Worksheet, analyze whether all the
citizen-groups were equally gener-
ous in their contributions. Did any
citizens try to get a free or almost-
free ride? Did this tactic pay off for
them? How did that affect other
groups that did make contributions?

2. Each citizen-group began with $30.
How does this compare with the

\ amount that each one has now?

\ 3. Which session brought in the
| largest total amount of contributions
\ to education?
] 4. Determining Relevance What does
| this experiment demonstrate about
the need for governments to use
| taxes to pay for public services?
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pending more money than you earn is usually a b
idea. But what if you face an unexpected need for
more cash than vou have? How do you decide whether
should borrow money or not spend the mone
The federal government deals with this dilemma every
- W hm it pn,paru its buds,et gnmetlmca hmmwuw

List five items in your mtv or town— |
buildings, infrastructure, or
services—that are built, run, or

funded by government.

-Go @nline

‘" PHSchool.com
For: Current Data
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Understanding Fiscal Policy

Objectives
After studying this section you will be able to:

1. Describe how the government uses fiscal
policy as a tool for achieving its economic
goals.

2. Explain how the government creates the
federal budget.

3. Analyze the impact of fiscal policy decisions
on the economy.

4. Identify the limits of fiscal policy.

Section Focus Key Terms

The federal government takes in fiscal policy
money for the budget through federal budget
taxation and borrowing. The fiscal year

decisions the government makes Office of Management
about taxing and spending can have and Budget (OMB)
a powerful impact on the overall Congressional Budget
economy. Office (CBO)

appropriations bill
expansionary policies
contractionary policies

he word fiscal comes from the Latin

word fisc, which means “basket™ or
“bag.” Over time, the word came to be
linked with a bag of money. Specifically, it
meant the “bag,” or pool, of money held
by the government. In Chapter 14, vou
read about how the government collects
money, primarily through taxes, and how
the government spends its money on a wide
variety of programs. In this section you will
read about fiscal policy. Fiscal policy is the
use of government spending and revenue
collection to influence the economy.

Fiscal Policy as a Tool

As you learned in Chapter 14, the federal
government takes in and spends huge
amounts of money. The federal govern-
ment spends about $250 million every
hour, $6 billion every day, and abour $2.3
trillion a year. The tremendous flow of cash
into and out of the economy has a large
impact on aggregate demand and supply in
the economy.

Fiscal policies are used to achieve
economic growth, full employment, and
price stability. Fiscal policy decisions—how
much to spend and how much to tax—are
among the most important decisions the

federal government makes. These decisions
are made each year during the creation of
the federal budget.

The Federal Budget

The federal budget is a written document
indicating the amount of money the
government expects to receive for a certain
year and authorizing the amount the

fiscal policy the use of
government spending
and revenue collection
to influence the
economy

federal budget a plan
for the federal
governments revenues
and spending for the
coming year

A Federal budget costs include Transportation Security Administration
workers who screen airline passengers and luggage for security threats.

Chapter 15 m Section 1
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11 |
Figure 15.1 Creating the Federal Budget ﬁ
Federal agencies send requests for maney to the
Office of Management and Budget.

The Office of Management and Budget works with
the President to create a budget. In January or
February, the President sends this budget to
Congress.

Congress makes changes to the budget and sends
this new budget to the President.

The President vetoes the
budget. If Congress cannot
geta %majnrityto override the
Prasident’s veto, Congress
and the President must work
together to create a new,
compromise, budget.

The President signs the budget
into law.

SUIL0IN .

Congress and the White House work together over the
course of the year to put together a federal budget.
Government Who takes the first step in the budget

s ?
15 Goncev. Process?

fiscal year a twelve-
month period that can
begin on any date

Office of Management
and Budget (OMB)
government office that
manages the federal
budget

Congressional Budget
Office (CBO)
government agency
that provides
economic data to
Congress
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Fiscal Policy

government can spend that year. The
federal budger is just a plan to pay for the
federal government’s expenditures. Much
like a family’s budget, it lists expected
income and shows exactly how the money
will be spent.

The federal government prepares a new
budget for each fiscal year. A fiscal year is a
twelve-month period that is not necessarily
the same as the January-to-December
calendar year. The federal government uses
a fiscal year that runs from October 1
through September 30.

The federal budger takes about 18
months to prepare. During this time,
citizens, Congress, and the President debate
the government’s spending priorities. There
are four basic steps in the federal budget
process.

Spending Proposals
The federal budget must fund many offices
and agencies in the federal government,

and Congress cannot decide all of their
needs. Before the budget can be put
together, each federal agency writes a
detailed estimate of how much it expects to
spend in the coming fiscal year.

These spending proposals are sent to a
special unit of the executive branch, the
Office of Management and Budget (OMB). The
OMB is part of the Executive Office of the
President. As its name suggests, the OMB 1s
responsible for managing the federal
government’s budget. Its most important
job is to prepare the federal budget.

In the Executive Branch

The OMB holds several meetings to review
the Federal agencies’ spending proposals.
Representatives from the agencies must
explain their spending proposals to the
OMB and convince the OMB to give them
as much money as they have asked for.
Usually, OMB gives each agency less than
they say they need.

The OMB then works with the Presi-
dent’s staff to combine all of the individual
agency budgets into a single budget
document. This document gives the Presi-
dent’s overall spending plan for the coming
fiscal year. The President presents the
budget to Congress in January or February.

In Congress

The President’s budget is only a starting
point, and the number of changes Congress
makes depends on the relationship between
the President and Congress. Congress care-
fully considers, debates, and modifies the
President’s proposed budget. For help,
members of Congress rely on the assistance
of the Congressional Budget Office (CBO).
Created in 1974, the CBO gives Congress
independent economic data to help with its
decisions.

Much of the work done by Congress—
the House of Representatives and the
Senate—is done by small committees.
Working at the same time in different
houses of Congress, committees in the
House and Senate analyze the budget and
hold hearings at which agency officials and
others can speak out about the budget. The



House Budget Committee and Senate
Budget Committee combine their work to
propose one initial budget resolution,
which must be adopted by May 15 of the
year. This resolution is not intended to be
final, but gives initial estimares for revenue
and spending to guide the legislators as
they continue working on the budget.

Then, in early September, the Budget
Committees for each house of Congress
propose a second budget resolution that
sets binding spending limits. Congress must
pass this resolution by September 13, after
which Congress cannot pass any new bills
that would spend more money than the
budget resolution allows.

Finally, the Appropriations Committees
for each house submit bills to authorize
specific spending. By this time, the new
fiscal year is about to start and Congress
faces pressure to get these appropriations bills
adopted and submitted to the President
quickly before the previous year’s funding
ends on September 30. If Congress cannot
finish in time, it must pass short-term
emergency spending legislation known as
“stop-gap funding” to keep the government
running. If Congress and the President
cannot even agree on temporary funding,
the government “shuts down” and all but
the most essential federal offices will close.

In the White House

Congress sends the appropriations bills to
the President, who can sign them into law.
If he vetoes any of these bills, Congress
must either come up with enough votes to
override the veto—usually, this is impos-
sible—or work with the President to write
an appropriations bill on which both sides
can agree. Once that is completed, the
President signs the new budget into law.

Fiscal Policy and
the Economy

Government officials who take part in the
budget process debate how much should
be spent on specific programs such as
defense, education, and scientific research.

They also consider how much should be
spent in total. The total level of govern-
ment spending can be changed to help
increase or decrease the output of the
economy. Similarly, taxes can be raised or
lowered to help increase or decrease the
output of the economy.

Fiscal policies that try to increase output
are known as expansionary policies. Fiscal
policies intended to decrease output are
called contractionary policies. By carefully
choosing to follow expansionary or
contractionary fiscal policies, the federal
government tries to make the economy run
as smoothly as possible.

Expansionary Fiscal Policies

Governments use expansionary fiscal
policies to raise the level of outpur in the
economy. That is, they use expansionary
policies to encourage growth, either when
the economy is in a recession or to try to
prevent a recession. Recall from Chapter 12
that a recession is the part of the business

appropriations bill &
bill that sets money
aside for specific
spending

expansionary policies
fiscal policies, like
higher spending and
tax cuts, that
encourage economic
growth

contractionary policies
fiscal policies, like
lower spending and
higher taxes, that
reduce economic
growth
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cycle that occurs when output declines for
two quarters, or three-month periods, in a
row. Expansionary fiscal policies fall into
either or both of two categories: increasing
government spending and cutting taxes.

Increasing Government Spending

If the federal government increases its
spending or buys more goods and services,
it triggers a chain of events that raises
output and creates jobs. Government
spending increases aggregate demand,
which causes prices to rise. (See Figure 15.2.)
According to the law of supply, higher
prices encourage suppliers of goods and
services to produce more. To do this, firms
will hire more workers. In short, an increase
in demand will lead to lower unemploy-
ment and to an increase in output, as shown
in Figure 15.3. The economy will be
encouraged to expand.

Cutting Taxes

Tax cuts work much like higher govern-
ment spending to encourage the economy
to expand. If the federal government cuts
taxes, individuals have more money to

Figure 15.3 Flowchart of Effectsiof.
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spend, and businesses keep more of their
profits. Consumers will have more money
to spend on goods and services, and firms
will have more money to spend on land,
labor, and capital. These actions will
increase demand, prices, and output.

Contractionary
Fiscal Policies

At some stages in the business cycle, the
government may choose contractionary
fiscal policies. Contractionary fiscal policies
try to decrease aggregate demand, and by
decreasing demand, reduce the growth of
economic output. If contractionary fiscal
policies are strong enough, they may slow
the growth of outpur to zero, or even lead
to a fall in GDP.

The government sometimes tries to slow
down the economy because fast-growing
demand can exceed supply. When demand
exceeds supply, producers must choose
between raising output and raising prices.
If producers cannot expand production
enough, they will raise their prices, which
leads to high inflation. As you read in
Chapter 12, inflation is an increase in
prices over time. Inflation cuts into
consumers’ purchasing power and discour-
ages economic growth and stability. Fiscal
policies aimed at slowing the growth of
total output generally fall into either or
both of two categories: decreasing govern-
ment spending and raising taxes.

Decreasing Government Spending

If the federal government spends less, or
buys fewer goods and services, it triggers a
chain of events that may lead to slower
GDP growth. A decrease in government
spending leads to a decrease in aggregate
demand because the government is buying
less than before. Decreased demand tends
to cause lower prices. According to the law
of supply, lower prices encourage suppliers
to cut their production and possibly fire
workers. Lower production lowers the
growth rate of the economy and may even
reduce GDP.



This chain of events is the exact opposite
of what happens when the government
increases spending. The government uses
the same tools to try to influence the
economy in both cases, but in different
ways, and with very different goals.

Increasing Taxes

When the federal government raises taxes,
individuals have less money to spend on
goods and services or to save for the future.
Firms keep less of their profits and decrease
their spending on land, labor, and capital.
As a result of these decreases in demand,
prices tend to fall. Producers of goods and
suppliers of services tend to cut production.
This slows the growth of GDP.

Limits of Fiscal Policy

On paper, fiscal policies look like powerful
tools that can keep the economy in perfect
balance. In reality, fiscal policies can be
clumsy and difficult to put into practice.

Difficulty of Changing Spending Levels
Increasing or decreasing the amount of
federal spending is not an easy task. As you
read in Chapter 14, many of the spending
categories in the federal budget are entitle-
ments thar are fixed by law. Nearly 60
percent of the federal budget is set aside for
programs such as Medicaid, Social
Security, and veterans’ benefits before
Congress even begins the budget process.
The government cannot change spending
for entitlements under current law. As a
result, significant changes in federal
spending generally must come from the
small part of the federal budger that
includes discretionary spending. This gives
the government less leeway for increasing
or lowering spending,.

Predicting the Future

Governments use fiscal policies to prevent
big changes in the level of GDP. Despite the
statistics, however, it is difficult to know
the current state of the economy. As you
read in Chapter 12, no one can predict how
quickly the business cycle will move from

Figure 154 Effects|of Contractionary FiscallPolicy,
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one stage to the next, nor can anyone
identify exactly where the economy is at
any specific point in the cycle. Fconomists
often disagree about the meaning of statis-
tics, whether they show the economy is in
good condition or ready for a recession.

Predicting future economic performance
is even more difficule. As a result,
lawmakers may put off making changes in
fiscal policy until they know more about
how the economy is performing. By then, it
may be too late to act.

In addition, when lawmakers put fiscal
policies in place, they base their decisions
partly on the past behaviors of individuals.
It is risky to assume that people will, for
example, respond the same way to a tax
cut in the future as they have in the past.

Delayed Results

Although changes in fiscal policy affect the
economy, changes take time. Once govern-
ment officials decide when and how to
change fiscal policy, they have to put these
changes into effect within the federal
budget, which itself takes over a year to

Chapter 15 m Section 1
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A Cutting govern-
ment spending is
difficult because
some voters will
object to cuts that
impact their interests.

develop. Finally, they have to wait for the
change in spending or taxing to affect the
economy.

By the time the policy takes effect, the
economy might be moving in the opposite
direction. The government could propose
massive public spending on highways in the
middle of a recession, only to have the
economy recover before construction
begins. In these cases, fiscal policy would
only add to the new trend, instead of
correcting the original problem. If the
government continued to spend lots of
money on highways in the middle of a
recovery, it could lead to high inflation and
a labor shortage.

Global Connections

Experimenting in Japan Japan used expansionary fiscal
policies in the 1990s to try to end an economic slump. When real estate prices
and stock prices decreased sharply in Japan in the early 1990s, investars,

businesses, and banks lost much of their wealth. Consumers and businesses
spent less, and banks could not afford to lend maney for new investment, so
the economy suffered. The Japanese government tried to increase demand by
spending money on new roads, government-sponsored loans, and tax cuts.
Between 1992 and 1999, the government passed nine major bills spending a

total of $1.1 trillion, or nearly $30,000 for every man, woman, and child in Japan.

The plan failed to revive the economy and burdened the government with
enormous debts. By 2004, government debt had reached 173% of GDP but the
economy was still struggling.

392  Fiscal Policy

Political Pressures

The President and members of Congress,
who develop the federal budget and the
federal government’s fiscal policies, are
elected officials. If they wish to be
reelected, they must make decisions that
benefit the people who elect them, not
necessarily decisions that are good for the
overall economy.

For example, government officials have
an incentive to practice expansionary fiscal
policies by increasing government spending
and lowering taxes. These actions are
usually popular with voters, although in
Section 3 you will read about why some
people  disapprove of government
spending. Government spending benefits
the firms that receive government contracts
and the individuals who receive direct
payments from the government. Lower
taxes leave more disposable income in
people’s pockets.

On the other hand, contractionary fiscal
policies that decrease government spending
or raise taxes are often unpopular. Firms
and individuals that expect income from the
government are not happy when the income
is reduced or cut off. No one likes to pay
higher taxes, unless the tax revenue is spent
on a specific, highly valued good or service.

Coordinating Fiscal Policy

For fiscal policies to be effective, various
branches and levels of government must
plan and work together. This is very diffi-
cult to do. For example, if the federal
government Is pursuing contractionary
policies, ideally state and local govern-
ments should pursue consistent fiscal
policies. Yet, state and local governments
may be pursuing different goals for fiscal
policy than the federal government.

For example, after the federal govern-
ment cut income taxes in 2001 and 2003,
many state and local governments raised
income and property taxes to close budget
deficits and avoid deep spending cuts. The
federal goverment was willing to cut taxes
and run a deficit in poor economic times,
but most state and local goverments were
legally forbidden to do so.




Businesspeople, politicians, and econo-
mists often disagree about how well the
economy is performing, and whart the goals
of the fiscal policy should be. Also,
different regions of the economy can expe-
rience very different conditions. California
and Hawaii may have high unemployment
while Nebraska and Massachusetts face
rising prices and a labor shortage.

In addition, in order for the federal
government’s fiscal policy to be effective, it
must alse be coordinated with the
monetary policies of the Federal Reserve.
You'll read more about monetary policy in
the next chaprer.

Even when all of these obstacles are
overcome, fiscal policy faces still another
limitation. The short-term effects of fiscal
policy can be different from the long-term
effects. A tax cut or increased government
spending will give a temporary boost to
economic production and to employment.
However, as the economy returns to full
employment, high levels of government
spending combined with market spending
will lead to increased inflation as the
economy overheats.

Similarly, an increase in taxes or a
decrease in government spending may
“cool” the economy and lead to a reces-

Key Terms and Main Ideas

sion. However, in the long run, reduced
government spending will allow other
types of spending to increase without
risking higher inflation. If there is more
private investment spending, this could
lead to higher economic growth in the long
run. In this way, slow growth or even reces-
sion in the short term can lead to prosperity
and more jobs in the future.

< New community-
built pools, like this
one in California,
have an economic
impact on the local
level by providing
jobs.
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Skills for

LIFE

Comparing Circle Graphs

A circle graph enables you to compare parts with a whole. Together, the sec-
tions of the circle add up to 100 percent. The circle graphs below show
how the federal government spent its money in 1995 and 2004. The different
sizes of the circles reflect the increase in spending befare taking inflation into
account. Use the following steps to analyze the circle

graphs below.

1. Identify the kind of information
presented in the graph. Match the
colors in the circle graph to the
spending categories listed in the key.
{a) What percentage of the budget
was spent on defense in 19952 (b) In
20047 (c) What program used the
largest percentage of the federal bud-
get in 20042

2. Look for relationships among the data.
{a) Which programs increased their
percentages of the budget between
1995 and 20042 (b) Which three pro-
grams used the largest percentages of

the budget in 19957 (c) In 2004?

Federal Spending, 1995 and 2004

1995
$1.51 wrillion

2%

Source: Office of Management and Budget

3. Use the graphs to draw conclusions.
Social Security benefits grew by 23 per-
cent between 1995 and 2004. Based on
this figure, some people might argue
that government is providing more ben-
efits to each recipient. What is another
way to interpret this statistic?

Additional Practice

Locate federal budget data for any
year between 1941 and 1945. Draw
a circle graph showing all the
programs that accounted for at
least 3 percent of the budget. How
does this budget differ from the
2004 budget?

M Defense

M Social Security

B Interest

M Income Security

W Medicare

& Health (Medicaid}
Education
Veterans Bennefits

W Other

2004
$2.29 rrillion



Objectives

After studying this section you will be able to:

1. Compare and contrast classical economics
and Keynesian economics.

2. Explain the basic principles of supply-side
economics.

3. Understand the role that fiscal policy has
played in American history.

or thousands of years, governments

have collected taxes and spent money.
Until the 1930s, however, most economists
believed that a government should keep its
role in the economy small. These econo-
mists belonged to a school of thought
called classical economics.

Classical Economics
Throughout this book, you have read about

the workings of a free market economy. In
a free market, people act in their own self-
interest, causing prices to rise or fall so that
supply and demand will always return to
equilibrium. This idea that free markets
regulate themselves is at the heart of a
school of thought known as classical
economics. Adam Smith, David Ricardo,
and Thomas Malthus are all considered
classical economists. For more than a
century, classical economics dominated
economic theory and government policies.

The Great Depression that began in
1929 challenged this thinking. Prices fell
over several years, so demand should have
increased enough to stimulate production
as consumers took advantage of low prices.
Instead, demand also fell as people lost
their jobs and bank failures wiped out their
savings. According to classical economics,

Fiscal Policy Options

Section Focus

Fiscal policy is the use of government
spending and taxes to work toward
low unemployment, low inflation, and
steady economic growth. Keynesian
economic theories and supply-side
economic theories suggest two very
different ways for government to
encourage growth.

Key Terms

classical economics
productive capacity
demand-side
economics
Keynesian economics
multiplier effect
automatic stabilizer
supply-side economics

Council of Economic
Advisers (CEA)

the market should have reached equilib-
rium, with full employment. But it didn’t,
and millions suffered from unemployment
and other hardships. Many people were
too poor to buy enough food for their
families, while farmers lost their farms
because corn was selling for seven cents a
bushel, beef for two and a half cents a
pound, and apples were five for a penny.

Chapter 15 m Section 2

classical economics
the idea that free
markets can regulate
themselves

¥ The economic
hardships brought
about by the Great
Depression chal-
lenged the ideas of
classical economics.
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productive capacity
the maximum output
that an economy can
produce without big
increases in inflation

demand-side
economics the idea
that government
spending and tax cuts
help an economy by
raising demand

Keynesian economics
a form of demand-side
economics that
encourages
government action to
increase or decrease
demand and output

The Great Depression highlighted a
problem with classical economics: it did not
address how long it would take for the
market to return to equilibrium. Classical
economists recognized it could take some
time, and looked to the “long run” for equi-
librium to reestablish itself. One economist,
who was not satisfied with the idea of
simply waiting for the economy to recover
on its own, commented: “In the long run
we are all dead.” That man was John
Maynard Keynes (pronounced CANES).

Keynesian Economics

British economist John Maynard Keynes
developed a new theory of economics to
explain the Depression. Keynes presented
his ideas in 1936 in a book called The
General Theory of Employment, Interest,
and Money. He wanted to develop a
comprehensive explanation of economic
forces. Such an explanation should, he
argued, tell economists and politicians how
to get out of economic crises like the Great
Depression. It should also tell them how to
avoid crises in the first place. In sharp
contrast to classical economics, Keynes
wanted to give government a tool it could
use now, in the short run.

Figure 15.5 Keynesian Economics ||‘ IIH
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businesses and consumers
do not demand as much as
the economy can produce,
Keynes argued that
government spending can
bring the economy up to its
productive capacity.

Consumer
spending

Business
spending

Keynes added government spending to the classical

demand.

Government What role did Keynes envision for
government in the economy?

A Broader View
A key to Keynes’s ideas was a broader view
of a country’s economy. Classical econo-
mists had always looked at the equilibrium
of supply and demand for individual
products. In contrast, Keynes focused
instead on the economy as a whole.
Keynes looked at the productive capacity
of the entire economy. Productive capacity,
often called full-employment output, is the
maximum output that an economy can
sustain over a period of time without
increasing inflation. Keynes attempted to
answer the difficult question posed by the
Great Depression: why does the actual
production in an economy sometimes fall
far short of its productive capacity?
Keynes argued that the Grear Depression
was continuing because neither consumers
nor businesses had an incentive to spend
enough to cause an increase in production.
After all, why would a company spend
money to increase production when no one
had enough money to buy its products?
How could unemployed consumers spend
money they didn’t have? The only way to
end the Depression would be if someone,
somewhere, started spending.

A New Role for Government
Keynes thought that the spender should be
the government. In the early 1930s, only
the government still had the resources to
spend enough to affect the whole economy.
In effect, the government could make up
for the drop in private spending by buying
goods and services on its own. This, Keynes
argued, would encourage production and
increase employment. Then, as people went
back to work, they would spend their
wages on more goods and services, leading
to even higher levels of production. This
ever-expanding cycle would carry the
economy out of the depression, and the
government could then step back and
reduce its spending. This is known as
demand-side economics because it involves
changing demand to help the economy.
These ideas form the basis of Keynesian
economics. Keynesian economics is basically
the idea that the economy is composed of



three sectors—individuals, business, and
government—and that government actions
can make up for changes in the other two.
Keynesian economics proposes that by
using fiscal policy the government can, and
should, help the economy.

Avoiding Recessions and Depressions
Keynes argued that fiscal policy can be used
to fight the two fundamental macroeco-
nomic problems. These two opposing
problems are periods of recession/depres-
sion and periods of inflation.

The federal government, Keynes argued,
should keep track of the total level of
spending by consumers, businesses, and
government in the economy. If rotal
spending begins to fall far below the level
required to keep the economy running at
full capacity, the government should watch
out for the possibility of an upcoming
recession or depression.

The government can respond by
increasing its own spending until spending
by the private sector returns to a higher level.
Or, it can cut taxes, so that spending and
investment by consumers and businesses
increases. As you read in the previous
section, raising government spending and
cutting taxes are expansionary fiscal policies.

President Franklin D. Roosevelt carried
out expansionary fiscal policies after his
election in 1932, His New Deal put people
to work building dams, planting forests,
and constructing schools across the country,
all paid for by the government.

Many people argue that instead of
creating new jobs, such public works
projects only shift employment from the
private to the public sector. The taxes
required to pay for them reduce demand in
the private sector as much as they increase
it in the public sector. In addition, work
relief jobs are less productive than private
sector jobs because their goal is employ-
ment, not efficient production.

Controlling Inflation

Keynes also argued that the government
could use a contractionary fiscal policy to
prevent inflation or reduce its severity. The

government can reduce inflation either by
increasing taxes or by reducing its own
spending. Both of these actions decrease
overall demand.

The Multiplier Effect

Fiscal policy, although difficult to control,
is an extremely powerful tool. The key to
its power is the multiplier effect. The multi-
plier effect in fiscal policy is the idea that
every one dollar change in fiscal policy—
whether it be an increase in spending or a
decrease in taxes—creates a greater than
one dollar change in the national income.
In other words, the effects of changes in
fiscal policy are multiplied.

Suppose the federal government finds
that business investment is dropping. It
fears a recession. To prevent a recession,
in the next budget, the government
decides to spend an extra $10 billion to
stimulate the economy. How will this
affect the economy?

With this government spending, demand,
income, and GDP will increase by $10
billion. After all, if the government buys an
extra $10 billion of goods and services, then

Chapter 15 m Section 2

A During the
Depression, the
government's
Works Progress
Administration
(WPA) hired artists
to paint murals in
public places like
this California post
office.

multiplier effect the
idea that every one
dollar of government
spending creates more
than one dollar in
economic activity
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an extra $10 billion of goods and services
have been produced. However, the GDP
will increase by more than $10 billion.
Here’s why:

The businesses that sold the $10 billion
in goods and services to the government
have earned an additional $10 billion.
These businesses will spend their addi-
tional earnings on wages, raw materials,
and investment, sending money to
workers, other suppliers, and stock-
holders. What will the recipients do with
this money? They will spend part of it,
perhaps 80 percent, or $8 billion. The
businesses that benefit from this second
round of spending will then pass it back to
households, who will again spend 80
percent of it, or $6.4 billion. The next
round will add an additional $5.1 billion
to the economy, and so on. When all of
these rounds of spending are added up,
the initial government spending of $10
billion leads to an increase of $50 billion
in GDP. The multiplier effect gives fiscal
policy initiatives a much bigger kick than
the initial amount spent.
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Automatic Stabilizers

Fiscal policy is used to achieve many
economic goals. One of the most important
things that fiscal policy can achieve is a
more stable economy. A stable economy is
one in which there are no rapid changes in
the economic indicators you read about in
Chapter 12. What’s more, set up properly,
fiscal policy can come close to stabilizing
the economy automatically.

Figure 15.6 shows how real GDP in the
United States changed each year from 1928
to 2004, Prior to World War II, there were
much larger changes in GDP from year to
year than afrer World War II. Although
GDP still fluctuates, these fluctuations have
not been as large as they were before World
War II. Economic growth has been much
more stable in the United States in the last
50 years.

Why did this happen? After the war,
federal taxes and spending on transfer
payments—two key tools of fiscal policy—
increased sharply. Taxes and transfer
payments, or transfers of cash from the
government to consumers, stabilize
economic growth. When national income is
high, the government collects more in taxes
and pays out less in transfer payments. Both
of these actions take money away from
consumers, and therefore reduce spending.
This decrease in spending balances out the
increase in spending that results from rising
income in a healthy economy.

The opposite is also true. When income
in the country is low, the government
collects less in taxes and pays out more in
transfer payments. Both actions increase
the amount of money held by consumers,
and thus increase spending. This increase in
spending balances against the decrease in
spending that results from falling income.

As the graph shows, taxes and transfer
payments do not eliminate changes in the
rate of growth of GDP, but they do make
these changes smaller. They are known as
stabilizers because they work to stabilize
economic growth. It is important to note
that policymakers do not have to make
changes in taxes and transfer payments for
them to have their stabilizing effect. Taxes



and most transfer payments are tied to the
GDP and to personal income, so they
change automarically. Thus, taxes and
transfer payments are known as automatic
stabilizers.

Some stabilizers are no longer automatic.
The former Aid to Families with Dependent
Children, often called “welfare,” lost its
entitlement status in 1996 and was
renamed Temporary Assistance for Needy
Families (TANF). Now, the federal govern-
ment gives the states a set amount of money
each year to spend as they wish. However,
the stabilizer effect was not completely lost.
When the economy boomed in the late
1990s, state spending on TANF fell.

Supply-Side Economics

Another school of economic thought,
supply-side economics, promotes a different
direction for fiscal policy. Supply-side
economics stresses the influence of taxation
on the economy. Supply-siders believe that
taxes have strong negative influences on
economic output. While Keynesian eco-
nomics uses government to change aggre-
gate demand, supply-side economics tries
to increase economic growth by increasing
aggregate supply.

The Laffer Curve

Supply-side economists often use the Laffer
curve, named after the economist Arthur
Laffer, to illustrate the effects of taxes.
The Latfer curve shows the relationship
between the tax rate set by the government
and the total tax revenue that the govern-
ment collects. The total revenue depends
on both the tax rate and the health of the
economy. The Laffer curve illustrates that
high tax rates may not bring in much
revenue if these high tax rates cause
economic activity to decrease.

Figure 15.7 depicts the Laffer curve.
Suppose the government imposes a tax on
the wages of workers. If the tax rate is zero,
as at point a on the graph, the government
will collect no revenue, although the
economy will prosper from the lack of
taxes. As the government raises the tax

Figure 15,7 Latter Curve

High
revenues
@ b
:
2
Low
revenues 42 &
0% 50% 100%
Low taxes High taxes
Tax rate

Quunm‘.

K couci"“b

rate, it starts to collect some revenue.
Follow this change in Figure 15.7 by
tracing the curve from no taxes at point a
o X percent taxation at point b.

To the left of point b on the curve, higher
tax rates will discourage some people from
working as many hours and prevent
companies from investing and increasing
production. The net effect of a higher tax
rate and a slightly lower tax base is an
increase in revenue,

To the right of point b, the decrease in
workers’ effort is so large that the higher
tax rate decreases total tax revenue. In
other words, high rates of taxation will
eventually discourage so many people from
working that tax revenues will fall sharply.
In the extreme case of a 100 percent tax
rate, no one would want to work! In this
case, shown at point ¢ on the curve, the
government would collect no revenue.

Taxes and Qutput

The heart of the supply-side argument is
that a tax cut increases total employment
so much that the government actually
collects more in raxes at the new, lower tax
rate. Suppose the initial tax on labor is $3
an hour, and the typical worker works 30

Chapter 15 m Section 2

According to the Laffer curve, both a high
and a low tax rate can produce the same
revenues. Incentives Why do higher tax
rates sometimes cause revenues to fall?

automatic stabilizer a
government program
that changes
automatically
depending on GOP and
4 person’s income

supply-side economics
a school of economics
that believes tax cuts
can help an economy
by raising supply
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varied widely throughout the last century.
ent When were top marginal income tax rates
ighest?

hours per week, paying a total of $90 in
taxes each week. If the government cuts
the tax on labor to $2 an hour, and the
worker responds by working 50 hours per
week, the worker will pay $100 in taxes a
week, an increase of $10. If all
workers respond to the tax cut by
working this much harder, the tax
cut will increase total revenue.
Actual experience has proven that
while a tax cut encourages some
workers to work more hours, the
end result is a relatively small
increase in the number of hours

< Increasing production during World
War Il finally ended the high unemploy-
ment of the 1930s.

worked. In the example above, if the tax
cut increased the hours worked from 30
hours to 35 hours, the worker would pay
only $70 in taxes ($2 per hour times 35
hours), down from $90 ($3 per hour times
30 hours). In general, taxpayers do not
react strongly enough to rax cuts to
increase tax revenue.

Fiscal Policy in
American History

As you recall, Keynes presented his ideas at
the same time that the world economy was
still engulfed in the Great Depression.
President Herbert Hoover, influenced by
classical economics, thought that the
economy was basically sound and would
return to equilibrium on its own. His
popular successor, President Franklin D.
Roosevelt, was much more willing to
increase government spending to help lift
the economy out of depression. After the
Democratic party won landslide victories
in the 1932 and 1934 federal elections,
Roosevelt started several programs to
pump money into the economy.

World War Il

Keynes’s theory was fully tested in the
United States during World War II. As the
country geared up for war, government
spending increased dramatically. The
government spent large sums of money to
feed soldiers and equip them with every-
thing from warplanes to rifles to medical
supplies. This money was given to the
private sector in exchange for goods. Just
as Keynesian economics predicted, the
additional demand for goods and services
moved the country sharply out of the
Great Depression and toward full produc-
tive capacity. After the war, Congress
created the Council of Economic Advisers
(CEA), a group of three respected econo-
mists that could advise the President on
economic policy.



The Kennedy Administration

Between 1945 and 1960, the U.S. economy
was healthy and growing, despite a few
minor recessions. The last recession
continued into the term of President John E
Kennedy, with unemployment at 6.7 percent.

Kennedy’s chief financial policy advisor
was Walter Heller, a Keynesian who
thought that the economy was below its
productive capacity. Heller believed that
unemployment would fall to 4 percent if
the economy were at full capacity. He
convinced Kennedy that tax cuts would
stimulate demand and bring the economy
closer to tull productive capacity.

As Figure 15.8 shows, tax rates were
extremely high in the early 1960s. The
highest individual income tax rate was
about 90 percent, compared to about 40
percent today. The top business rate was
52 percent, compared with 35 percent in
recent years. So Kennedy proposed tax
cuts, both because he agreed with Heller,
and because tax cuts are popular.

A modified version of Kennedy’s tax cuts
was enacted in 1964, after Kennedy’s assas-
sination. At the same time, the Vietnam
War raised government spending. Over the
next two years, the economy grew rapidly.
Consumption and the GDP increased by
more than 4 percent a year. While there is
no way to prove that the tax curt caused this
increase, the result is what Keynesian
economics had predicted.

Key Terms and Main Ideas )
1. Whatis the central idea of classical economics? | HINT i

2. Why is full-employment output another way to describe
productive capacity? | HINT

3. Compare and contrast Keynesian economics and
supply-side economics.

4. Explain the multiplier effect. H";"-i

Applying Economic Concepts

5. Critical Thinking Why can low tax rates encourage
investment and increase employment and wages?

Supply-Side Policies in
the 1980s

Keynesian economics was
used on many other occa-
sions in the 1960s and 1970s
to try to adjust the national
economy. During the late
1970s, however, unemploy-
ment and inflation rates
soared. Ronald Reagan
became President in 1981
and instituted new policies
based on supply-side
economics. In 1981, Reagan
proposed a tax cut that was
put in place and reduced

taxes by 25 percent over three years. Unlike
Reagan did not believe that
government spending should be used to
bring the economy out of a recession, After
a brief but harsh recession in 1982, caused
partly by the Fed’s tightening of the money
supply to reduce inflation, the economy

Keynes,

recovered and flourished.

For many reasons, however, government
spending continued to rise each year while
Reagan was in office. During the Reagan
and George H.W. Bush presidencies and
the first years of Bill Clinton’s first term, the
federal government spent much more
money than it took in. This gap caused
increasing concern among economists and
policymakers. In the next section, you’ll
read about these concerns in detail.

THE WALL STREET JOURNAL.

CLASSROOM EDITION

In the News Read more about tax policy
in “Deficit Dilemma, " an article inThe
Wall Street Journal Classroom Edition.

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events

Visit: PHSchool.com
Web Code: mnc-6152

Progress Monitoring Online
For: Self-quiz with vocabulary practice
Web Code: mna-6156

6. Try This Keynes suggested that building pyramids was

answer,

good for the Egyptian economy. Why would Keynes have

suggested this, and can you think of an analogy in our

society for the building of the pyramids? Explain your
HINT b

(Go@nline

For: Research Activity

Visit: PHSchool.com
Web Code: mnd-6152
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John Maynard Keynes

(1883-1946)

A government official, teacher, and writer, Jobn Maynard Keynes is
one of a bandful of economists who bave substantially affected the

| | course of history. His revolutionary theories on supply, demand, and

unemployment led to the first use of government programs to belp

manage the nation’s economy.

Early Career and Accomplishments
Keynes graduated from the University of
Cambridge with a degree in mathemartics in
1905. Rising through government service,
he served as Britain’s economic advisor at
the Versailles Conference, where the peace
treaty to end World War I was drafted.

Upset over the harsh treaty, Keynes
resigned from government and returned to
Cambridge to teach. In 1919, he wrote The
Economic Consequences of the Peace,
which correctly predicted thart the treaty’s
economic penalties on Germany would lead
to future problems in Europe.

Keynes and the Great Depression
At the height of the Great Depression in
1936, Keynes completed his most famous
book, The General Theory of Employment,
Interest and Money. In analyzing the causes
and effects of the Depression, he revolu-
tionized thinking about government’s role
in a nation’s economy.

Before Keynes, most economists believed
that government should leave the economy
alone as it passed through the low points of
the business cycle. In this view, the laws of
supply and demand—as they applied to

CHECK FOR UNDERSTANDING

Economist

employment and wages, consumption and
production, and prices—would lead to
€CONOMIC recovery.

Keynesian Economics
Keynes claimed that in a depression, a
natural recovery is impossible because the
private sector cannot consume all it can
produce. He argued that government
should lower interest rates and taxes to
encourage investment and increase
spending on public projects to stimulate
demand for goods and create jobs. Keynes
recognized that raising spending while
cutting taxes would lead to budget deficits,
but he accepted that liability if it boosted
employment and led to economic recovery.
Keynes’s theories were controversial at
the time, and remain so today, even though
other economists have greatly revised and
expanded upon his ideas. In the United
States, politicians have followed his
program of government intervention in
good economic times as well as bad. This
has led some critics to blame Keynesian
economics for the huge federal budget
deficits that the United States built up from
the 1960s to the mid-1990s.

3. Learn More  Find out what

1. Source Reading Explain the fol-
lowing Keynes statement: “Formerly
there was no expenditure out of the
proceeds of borrowing that it was
thought proper for the State to incur
except forwar. . .. Therefore, we have
not infrequently had to wait for a war
to terminate a major depression.”

2. Critical Thinking How would
government spending programs stim-
ulate employment, cansumption, and
production in the private sector of the
economy?

involvement Keynes had with interna-
tional economic institutions after
World War Il, and explain how these
institutions now reflect Keynes's eco-
nomic thearies.
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Budget Deficits and the
National Debt

Objectives

After studying this section you will be able to:

1. Explain the importance of balancing the
budget.

2. Analyze how budget deficits add to the
national debht.

3. Summarize the problems caused by the
national debt.

4. Identify how a government can reduce
budget deficits and the national debt.

Section Focus Key Terms
Fiscal policy decisions can lead the balanced budget
federal government to spend more budget surplus
money than it brings in, causing budget deficit
budget deficits and a national debt. hyperinflation
Economists, lawmakers, and citizens Treasury bill
debate whether the benefits of Treasury note
government spending outweigh the Treasury bond

costs of debt.

national debt

crowding-out effect

A s you have learned, the federal govern-
ment uses fiscal policy—taxing and
spending—to make changes in the
economy. Fiscal policy is a powerful tool.
It can be used to help stimulate demand,
increase production, create jobs, increase
GDP, avoid recessions, control inflation,
and stabilize economic growth. As you’'ll
read in this section, raising government
spending can lead to yearly budget deficits
that add up to an enormous debt. The
costs of this debt must be measured
against the benefits of higher government
spending.

Balancing the Budget

The basic tool of fiscal policy is the federal
budget. It is made up of two fundamental
parts: revenue (taxes) and expenditures
(spending programs). When the federal
government’s revenues equal its expendi-
tures in any particular year, the federal
government has a balanced budget. There is
the same amount of money going into and
coming out of the Treasury.

In reality, the federal budget is almost
never balanced. Usually, it is either running
a surplus or a deficit. A budget surplus
occurs in any year when revenues exceed
expenditures. In other words, there is more

money going into the Treasury than coming
out of it. A budget deficit occurs in any year
when expenditures exceed revenues. In
other words, there is more money coming
out of the Treasury than going into it.

OUR:NATIONAL DFBT:
BRI ESIO RS

vOul e ranty snared 1 .71 =1L

THE NATIONAL DEB
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balanced budget a
budget in which
revenues are equal to
spending

budget surplus a
situation in which the
government takes in
mare than it spends

budget deficit a
situation in which the
government spends
mare than it takes in

<« In the early 2000s,
the national debt, the
sum of all the money
owed by the federal
government, seemed
to be spiraling out of
control.
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Assume the federal government starts
with a balanced budget. If the government
decreases expenditures withoutr changing
anything else, it will run a budger surplus.
Similarly, if it increases taxes—revenues—
without changing anything else, it will run
a surplus.

The same sort of analysis describes
budget deficits. If the government increases
expenditures without changing anything
else, it will run a deficit. Similarly, if it
decreases taxes without changing anything
else, it will run a deficit. The deficit can
grow or shrink because of forces beyond
the government’s control. During a reces-
sion, fewer people are working, and rax
revenues fall as spending on antipoverty
programs rises. Surpluses and deficits can
be very large figures. The largest deficit was
about $400 billion, in 2004.

Responding to Budget Deficits

When the government runs a deficit, that
means it did not take in enough revenue to
cover its expenses for the year. When this

happens, the government must find a way
to pay for the extra expenditures. There are
two basic actions the government can take
to do so.

Creating Money

The government could create new money to
pay salaries for its workers and benefits for
citizens. Traditionally, governments simply
printed the bills they needed. Today, the
government can create money electronically
by depositing money in people’s bank
accounts, The effect is the same. This
approach works for relatively small deficits,
but can cause severe problems when there
are large deficits. Why?

When the government creates more
money, it increases the amount of money
in circulation. This increases the demand
for goods and services and can increase
output. But once the economy reaches full
employment, output cannot increase. The
increase in money will mean that there are
more dollars, but the same amount of
goods and services. Prices in the economy
rise so that a greater amount of money will
be needed to purchase the same amount of
goods and services. In other words, prices
go up, and the result is inflation. As you
read in Chapter 13, high levels of inflation
are a serious economic problem.

Covering very large deficits by printing
more money can cause very high inflation,
called hyperinflation. This happened in
Germany and Russia after World War I,
Brazil and Argentina in the 1980s, and
Ukraine i the 1990s. If the United States
experienced hyperinflation, a shirt that cost
$30 in June might cost $50 in July, $80 in
August, and $400 in December!

Borrowing Money

As an alternative to creating money to
cover a budget deficit, the federal govern-
ment can borrow money. The government
commonly borrows money by selling
bonds. As you read in Chapter 11, a bond
is a type of loan: a promise to repay money
in the future, with interest. Consumers and
businesses buy bonds from the govern-
ment. The government thus has the money



to cover its budget deficit. In return, the
purchasers of the bonds earn interest on
their investment over time.

United States Savings Bonds allow
millions of Americans to lend small
amounts of money to the federal govern-
ment for a period as brief as three months
or as long as 30 years. In return, they earn
interest on the bonds. Other common
forms of government borrowing are
Treasury hills, Treasury notes, and Treasury
bonds. Treasury bills are short-term bonds
that must be repaid within a year or less.
Treasury notes cover periods from two to
ten years. Treasury bonds may be issued for
as long as 30 years.

Federal borrowing lets the government
undertake more projects than it could
otherwise afford. These include projects
such as building airports, highways, and
national parks, Wise borrowing allows the
government to create more public goods
and services. Federal borrowing, however,
also has serious disadvantages.

The National Debt

One problem with the government
borrowing money is that it creates a
national debt. The national debt is the total
amount of money the federal government
owes to bondholders. Every year that
there is a budget deficit, and the federal
government borrows money to cover it,
the national debt will grow.

The national debt is owed to investors
who hold Treasury bonds, bills, and notes.
If you have a federal savings bond, that
bond represents money you have loaned
the government.

Bonds issued by the United States federal
government are considered to be one of the
safest investments in the world. The
national debt is owned by investors in the
United States and around the world who
have put their money and their trust in the
federal government. In this way, a modest
national debt is good because it offers a safe
investment for individuals and businesses.

Because the United States federal govern-
ment is widely viewed as stable and trust-

worthy, the federal government can borrow
money at a lower rate of interest than
private citizens or corporations can. Lower
interest rates benefit taxpayers by reducing
the cost of government borrowing,

The Difference Between Deficit

and Debt

Many people are confused about the differ-
ence between the deficit and the debt. The
deficit is the amount of money the govern-
ment borrows for one budget, representing
one fiscal year. The debt, on the other hand,
is a sum of all the government borrowing
up to that time, minus the borrowings that
have been repaid. The debt is the total of all
deficits and surpluses.

Measuring the National Debt

In dollar terms, the size of the national debt
is extremely large. In 2004, it exceeded $7
trillion! Such large numbers can be
confusing. A more useful way to evaluate
the size of the debt is to look at it as a
percentage of GDP.

Historically, debt as a percentage of GDP
rises during wartime, when government
spending increases faster than taxation,
and falls during peacetime. This can be
seen in the graph in Figure 15.10.

Chapter 15 m Section 3

<4 By purchasing a
U.S. Savings Bond,
you are lending
money to the federal
government, A
savings bond repre-
sents a small piece
of the national debt.

Treasury hill 2
government bond that
is repaid within three
maonths to a year

Treasury note a
government bond that
is repaid within two to
ten years

Treasury bond &
government bond that
can be issued for as
long as 30 years

national debt all the
maney the federal
government owes to
bandholders
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Notice how the pattern changed in the Problems of a National Debt
1980s, when the United States began torun The first problem with a national debt is
a large debt, even though the country  that it reduces the funds available for busi-
wasn’t at war. The debt was in parta result  nesses to invest. This is because in order to
of increases in spending during President  sell its bonds, the government must offer
Ronald Reagan’s terms. As youread in the  a high interest rate to attract buyers.
previous section, the Reagan administra-  Individuals and businesses, attracted by
tion also lowered tax rates to pull the the high interest rates and the security of
economy out of a recession. The combined  investing in the government, use their
effect of higher spending and lower tax  savings or profits to buy government bonds.
rates was several years of increased budget However, every dollar spent on a govern-
deficits. The government borrowed billions  ment bond is one fewer dollar that can be
of dollars to cover these deficits, adding to  invested in private business. Less money is
the national debt, Meanwhile, an economic  available for companies to expand their
downturn in 1981-1982 reduced GDP. As  factories, conduct research, and develop
a result, the ratio of debt to GDP grew very  new products, and interest rates rise.

large for peacetime. Economists call this the crowding-out effect,
because federal borrowing “crowds out”™
Is the Debt a Problem? private borrowing by making it harder for

private businesses to borrow. A national
The growth of the national debt during the  debt, then, can hurt investment and slow
Reagan administration led many to focus  economic growth over the long run. On the
the loss of funds for i : 2 :
srivite nwkmantdies || 2 the problems caused by a national debt.  other hand, more investment in the private
to government In general, two problems can arise from a  sector can lead to lower prices, more jobs,
borrowing national debt. and overall higher standards of living.
The second problem with a high national

) |  debt is that the government must pay
Figure 15,10 National Debt as a Percentage of GDE H |I[ interest to bondholders. The more the
120

crowding-out effect

government borrows, the more interest it
has to pay. Paying the interest on the debt is

World War Il : e
e sometimes called servicing the debt. Over
100 4 time, the interest payments have become
very large. At the beginning of the twenty-
& 0 first century, the federal government spent
] e s
s about $250 billion a year servicing the
& 604 debt. Moreover, there is an opportunity
g World War | cost—dollars spent servicing the debt
2 Civil War cannot be spent on something else, like
s 40 - = R
o defense, health care, or infrastructure.
War of 1812
2 Other Views of a National Debt
Not everyone agrees that the national debt
O ) 0 A AL S L A is such a large problem. Traditional
2 : : .

1600 1830 Linﬂnr 1330 b Keynesian economists believe that fiscal
Sources: Economic Report of the President, Historical Statistics of the United States, pUhCY B a11‘1mp<_)rtant tool t‘hat can be used
and Estimated Annual Variations in Gross Domestic Product, 17881903 to he[p achieve full pI'Ddl]Cl’th: capacity. To
by Thomas Seniar Berry - .

- these analysts, the benefits of a productive
oU\LDIV,  War puts special strains on government spending, economy outweigh the costs of interest on

and governments borrow money to pay the high costs. national debt.

&1‘:3;':;1?’"‘ What must governments do when the However, a budget deficit can only be an

CONCE

effective tool if it is temporary. If the
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Figure 15.11 Effects of the Budget Deficit ‘H I|IIII|I]W 1l

The federal government spends more
than it takes in, and has to borrow
money to cover the deficit.

Investars trust the U.5. government
and loan money to the government

by buying bonds.

oUWl Government borrowing “crowds out * private investment by taking away some funds
that could have been invested in private business.
Incentives Why do lenders put their money in government bonds?

CONCE®

government runs large budget deficits each
year, the costs of the growing debt will
eventually outweigh the benefits.

Deficits, Surpluses, and the

National Debt

During the 1980s and into the 1990s,
annual budget deficits added substantially
to the national debt. Several factors frus-
trated lawmakers in their attempts to
control the deficits. As we have seen, much
of the budger consists of entitlement
spending that is politically difficult to
change. Another large part of the budget
consists of interest that must be paid to
bondholders. Finally, specific budget cuts
are often opposed by groups affected.

Efforts to Reduce Deficits

Concerns about the budget deficits of the
mid-1980s caused Congress to pass the
Gramm-Rudman-Hollings  Act, which
created automatic across-the-board cuts in
federal expenditures if the deficit exceeded
a certain amount. This saved lawmakers
from having to make difficult decisions
about individual funding cuts. The Act
exempted significant portions of the budget
{such as interest payments and many enti-
tlement programs) from the cuts.

When the Supreme Court found that
significant portions of the Act were uncon-
stitutional, Congress attempted to correct
the flaws. In 1990, however, lawmakers
realized that the deficit was going to be
much larger than expected. Because

Congress had exempted so many programs
from automatic cuts, funding for non-
exempt programs would be dramarically
reduced.

To resolve the crisis, President George
H.W. Bush and congressional leaders
negotiated a new budget system that
replaced Gramm-Rudman-Hollings. The
1990 Budget Enforcement Act created a
“pay-as-you-go” system that requires
Congress to raise enough revenue to cover
increases in direct spending, so that the
budget deficit cannot grow larger.

In addition, at various times citizens and
politicians have suggested amending the
Constitution to require a balanced budget.
In 1995, a balanced budget amendment
passed in the House and failed by only a
single vote in the Senate. Supporters argued
that the amendment would force the
federal government to be more disciplined
about its spending. Opponents objected
that a constitutional amend-
ment would not be flexible

Banks and investors have less
money to lend private businesses.
Private businesses must pay a higher
interest rate to borrow scarce money.

enough to deal with rapid

changes in the economy.

End-of-Century Surpluses

The late 1990s brought a
welcome reversal of fortune.
For the first time in thirty
years, the President and the
Office of Management and
Budget (OMB) were able to
announce that the government
was running a surplus. How
did this happen? First, the new
budget procedures begun

FAST FACT

Unfike the federal government, most
states already require a balanced
budget. However, what works well at
the state level may not work for the
federal government State
requirements range from strict to
very weak. At least ten states can
carry over budget deficits into the
nextyear or borrow money to cover
the deficit. Also, many states have a
“rainy day” fund, where surplus
maney is stored to pay for future
deficits. Neither would be allowed
under a federal balanced budget
amendment.
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Key Terms and Main Ideas
1. Whatis a balanced budget?| HINT |
2. How might a budget deficit be related to the national

daht?

3. How does a Treasury note differ from a Treasury bill?

under President Bush and extended under
President Clinton did help Congress
control the growth of government
spending. Second, tax increases by
President Clinton in 1993 resulted in more
federal revenue. Finally, the strong
economy and low unemployment during
the 1990s meant that more individuals and
corporations were earning more money—
and thus paying more in taxes.

Return to Deficits
The changeover from deficits to surplus
brought with it a different set of political
concerns. Investors who had come to rely
heavily upon Treasury bonds as the basic
“safe” investment worried that the federal
government would remove all bonds from
the market as it repaid its debt. As a 2000
presidential candidate, George W. Bush
pledged to use the surplus to guarantee
Social Security into the new century,
provide additional medical benefits to
seniors, and reduce income taxes.
However, the surplus was short-lived.
The end of the stock market boom, an
economic slowdown, and a new federal
income tax cut reduced federal revenues.
The terrorist attacks of September 11, 2001

dealt a double blow to the federal budget by
disrupting the economy and imposing new
defense and rebuilding costs. In response,
the federal government returned to deficit
spending. President Bush announced that
national security and economic growth, not
a balanced budget, were his administra-
tion’s primary goals.

In 2003, President Bush signed a second
tax bill that further lowered taxes on
regular income, dividends, and capital
gains. The president promised the bill
would energize the American economy and
create jobs for unemployed workers.
However, the 2004 federal budget included
an approximately $400 billion deficit with
even more borrowing projected for future
years.

In the short term, deficit spending may
help create jobs and encourage economic
growth. The long-term outlook for the
federal budget is uncertain, Federal
spending on Social Security and Medicare
is projected to rise sharply in the next thirty
vears as large numbers of Baby Boomers
leave the job market and retire. With new
retirees  outnumbering new workers,
balancing the budget is expected to become
ever more difficult.

Progress Monitoring Online
For: Self-quiz with vecabulary practice
Web Code: mna-6157

6. Using the Databank Study the Federal Debt and Federal
Deficit graphs on page 542 of the Databank. Summarize
the trends shown in the data for the period from 1980 to
1990 and the period from 1990 to 2004.

Critical Thinking Create a flowchart showing how the

creation of money by the government to pay for a budget

deficit can lead to inflation.

Applying Economic Concepts

4. Try This You're a lawmaker, and you get to decide what
to do with this year's budget surplus. Write a brief
proposal explaining whether the surplus should be used
for new spending, tax cuts, or to buy back bonds and cut
interest payments. Include explanations for your

proposals.

5. Math Practice Use the data in Figure 15.9 to determine
the approximate size of the largest budget deficits in
each of the following decades: (a) 1940s (b) 1970s
(c) 1990s (d) 2000s.

Fiscal Policy
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Public Policy

Will Social Security Survive?

ntil the 1930s, paying for retirement was almost entirely up to the individual.
During the 1930s, however, the Great Depression left nearly half of all senior
citizens unable to support themselves. To help them, the federal government cre-
ated the Social Security program in 1935.

Social Security System Here’s how the program
works, Workers pay a Social Security tax, which
is matched by their employers. After they retire,
workers receive Social Security payments for the
rest of their lives.

Social Security is a “pay as you go” system.
Most of the Social Security taxes paid by today’s
workers are used to pay benefits to today’s
retirees. Any surplus is put into trust funds to
earn interest. In 2001, there were 3.4 workers
paying taxes for every retiree receiving benefits.

Trouble Ahead Many economists are concerned
about whart will happen to Social Security in the
future. If the system continues unchanged,
experts warn that Social Security payments will A President Franklin D. Roosavekt signed the
exceed revenues in the year 2018. By 2042, the Social Security Act into law in 1935,
Social Security trust fund will be exhausted.

Why will this system be broke by the 2040s?
The reason is the “baby boom,” the period between 1945 and 1964 when there
was a large increase in the number of babies born. As baby boomers retire, there
will only be two workers for every retiree receiving benefits. Also, life expectan-
cies are rising, which means that Americans will collect benefits longer.

Possible Solutions In the early 2000s, the President

and Congress began to focus their attention on saving
Social Security. But how should it be done? Some peo-
ple believe that the age of retirement should be further

Projected Population,
2000-2050
(in thousands)

increased. Others believe that the government should Year Americans  Americans aged
invest Social Security reserves in the stock market. aged 25-64 65 and over
However, all agree that depriving Americans of Social 2000 142,883 34,709

Security would be disastrous.
2010 155,660 39,408

Applying Economic ldeas 161,999 53,220

1. Do you think that paying Social Security taxes 2030 162,252 69,379
should be mandatory? Explain. 2040 171,360 75,233
2050 182,621 78,859

Source: U.S. Census Bureau

2. How do baby boomers present a challenge to the
future of Social Security?
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Chapter Summary

summary of major ideas in Chapter 15 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 15.

Section 1 Understanding Fiscal Policy (pp. 387-393)

The government can try to stabilize the economy
through fiscal policy, or changing how much it taxes
and spends. The tool it uses is the federal budget,
which lists how much money the government
expects to take in and how it will spend that money.
Expansionary policies include lowering taxes and
spending more to increase output. Contractionary
policies include raising taxes and cutting spending to
lower economic growth.

Section 2 Fiscal Policy Options (pp. 395-401)

The Great Depression of the 1930s seemed to dis-
prove the idea that free markets always return to
equilibrium. John Maynard Keynes argued that
government spending can raise demand and help
an economy recover. Keynesian economics drove
American policy from the 1930s to the 1970s. In
the 1980s, Ronald Reagan tried to increase output
by putting supply-side economics into practice. He
cut taxes to encourage people and businesses to
work harder.

Section 3 Budget Deficits and the National Debt
(pp. 403-408)

When the government spends more than it takes in,
it runs a budget deficit and must create new money or
borrow money to cover the difference. The govern-
ment borrows money by issuing bonds. The national
debt is all of the money the government owes to
bondholders. The United States debt grew tremen-
dously during the 1980s and early 1990s, causing
problems for private businesses and leading to a
public backlash against deficit spending. Afrer a
brief period of budget surpluses in the late 1990s,
recession, tax cuts, and war caused massive new
deficits in the early 2000s.

410

Key Terms

Choose the italicized word in parentheses that
best completes each sentence.

1.

(Contractionary  policies/Expansionary
policies) are used to increase overall
demand and GDP.

. The theory that states that the economy

regulates itself best is known as (classical
economics/Keynesian economics).

. A (Treasury note/Treasury bond) is a long-

term bond, issued sometimes for as long as
30 years.

. (Budget surpluses/Budget deficits) occur

when the government has money left over
after paying all of its expenses for the year.

. The maximum sustainable economic out-

put of a society is known as its (productive
capacity/automatic stabilizer).

. A government’s (fiscal year/fiscal policy) is

the use of taxing and spending to affect the
overall economy.

. The (national debt/balanced budget) is the

toral amount of money the federal govern-
ment owes.

Using Graphic Organizers

8. Copy the web map below on a separate

sheet of paper. Complete the diagram by fill-
ing in the primary characteristics of classi-
cal, Keynesian, and supply-side economics.

Economic
Theories

Keynesian Supply-Side




Reviewing Main ldeas

9. Describe three problems that limir fiscal policy.
10. Describe the multiplier effect in your own words.
11. Summarize the ways in which fiscal policy has

affected our country since World War I1. | HINT i

How is the national debt measured? HINT
What is the difference between the national
and the budget deficit?

What options does the government have to
respond to an annual budget deficit?| HINT

12.
13.

debt

14.

Critical Thinking

15. Making Comparisons What fundamental differ-
ences exist between classical economics and
Keynesian economics? What events led to the
popularization of Keynesian cconomics?
Drawing Inferences Make a list of ways in which
fiscal policy affects your daily life. Which aspects
of fiscal policy have the greatest effect on you?

16.

17. Recognizing Cause and Effect How do automatic
stabilizers affect our economy? What would our
economy be like without them?

Analyzing Information Use your own words to
describe the crowding-out effect. Explain why it
can influence economic growth over the long run.

18.

19. Drawing Conclusions What would be the benefits
and drawbacks of a balanced budget amendment?

Would you support such an amendment?

Problem-Solving Activity

20. Recommend your own proposal for debt reduc-
tion. Consider the examples in Section 3 when
creating your proposal.

Economics Journal

Essay Writing Look at your list of items paid for
by the government. Which ones do you think are
essential services of government, and which do
you think represent unnecessary spending, if any?
In what ways has government funding helped
your local economy?

Skills for Life

Comparing Circle Graphs Review the steps shown

on page 394; then answer the following questions

using the circle graphs below.

21. How did the percentage of federal spending on
interest payments change between 1980 and 2004?

22. Which category of federal spending has seen the
largest percentage decrease since 19807

23. How have human resource outlays changed as a
percentage of the federal budget?

Federal Spending, 1980 and 2004 [

1380
$590.9 hillion

M Defense

M Interest

M Other

B Human Resources
Physical Resources

Source; Office of Management and Budget

Progress Monitoring Online
For: Chapter 15 Self-Test  Visit: PHSchool.com

Web Code: mna-6151
As a final review, take the Economics Chapter 15 Self-Test
and receive immediate feedback on your answers. The

test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.

m



THE WALL STREET JOURNAL.

DEBATING CURRENT ISSUES: Internet Taxation

In 1998, Congress adopted the Internet Tax Freedom Act, which placed a three-year moratorium on
taxing many online activities, including retail sales. The moratorium has been renewed and extended.

In this debate from The Wall Street Journal Classroom Edition, Maureen Riehl, vice president and
industry-relations counsel for the National Retail Federation, and Grover Norquist, president of
Americans for Tax Reform, argue the benefits and drawbacks of taxing e-commerce.

Should Internet
YES Commerce Be Taxed?

By Mavreen RiEHL

when they don't have to collect sales tax from out-

of-state customers. Not collecting sales tax means
their prices can be as much as 10% lower than bricks-
and-mortar merchants. In an industry where profit
margins can be as small as 1% to 2%, that's a killer.

Retailers should be able to compete under the same
tax rules, regardless of whether they sell their mer-
chandise in a store, through the mail, over the tele-
phone, or on the Internet. Tax policy shouldn't be
allowed to determine the winners and losers in the
retail industry.

Opponents have tried to portray an Infernet sales
tax as a new tax. Nothing could be further from the
truth. Online customers and catalog shoppers who hive
in states with a sales tax have always owed sales tax.
They are legally obligated to report purchases where
sales tax wasn't collected and pay “use” tax on their
state income-tax forms. Unfortunately, few people pay
and enforcement has been lax.

Opponents also claim taxation would discourage
new technology investment and employment growth.
Not true. This is not a tax on an Internet company, it is
a tax on the consumer/customer making the purchase.

When sales tax isn't collected, everyone suffers.
Bricks-and-mortar retailers experience unfair compe-
tition. But the police departments, fire departments,

Intemet retailers enjoy an unfair price advantage

and local schools that depend on sales-tax revenue for
their funding suffer far more.

This isn't an “us vs. them” issue—the National Retail
Federation includes both bricks-and-mortar and
Internet members. And modern retailers are increas-
ingly multichannel retailers who sell their merchandise
through whatever medium the customer demands.

Collecting sales tax won't kill the Internet—a Jupiter
Research study found that the convenience of online
shopping is far more important to consumers than pric-
ing. Instead, it will put Internet retailing on the same
footing with bricks-and-mortar retailing, where everyone
can compete fairly and freely.

s aﬂ‘wbuﬂkﬁ in 1:“
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Should Internet
Commerce Be Taxed?

By Grover NORQUIST
The Internet has become increasingly more

important to the U.S. economy as the number of

companies and jobs created by its existence con-
tinue to increase. Yet, some politicians want to tax
Internet purchases across state lines.

Such taxafion would discourage new technology
investment and employment growth. A study by the
National Bureau of Economic Research found that
Internet taxation will reduce the number of people pur-
chasing goods on the Internet by 25%. And fewer pur-
chases means fewer jobs and more corporate bankruptcies.

Additionally, online taxes impede new technological
growth by limiting people’s access to and use of the
Internet. Small businesses that sell goods over the
Internet will be subject to more than 7,500 different tax
rates on transactions with consumers. As such,
Internet taxation will not simplify the tax code. It will
add new complexities and will limit the goods available
to consumers online because fewer retailers will opt to
sell their goods on the Internet.

Proponents of the tax also argue that Internet retail-
ers enjoy a price advantage over regular retailers. That
is not the case as the shipping costs for an online trans-
action can cancel out any price advantage.

Today’s economy demands a new business model,
one that employs both an Internet and physical pres-
ence. This has allowed Main Street businesses to enter
a worldwide market, while giving consumers a greater
choice of products. Successful companies have readjust-

ed to the changing times, and the retailers pushing for
Internet taxation are the companies who fail to realize
the new realities of the marketplace.

Finally, allowing states to tax out-of-state residents
will force states to forfeit sovereignty over their indi-
vidual tax laws and reverse 300 years of American
history by leading to “taxation without representa-
tion.” Politicians will have an unchecked ability to
raise taxes on consumers in other states who are not
permitted to vote for or against them, thus damaging
the American political system,

E-commerce, 2003

Furniture and
home furnishings
Electronics and
appliances

Books and
magazines

Music and
videos

I T T T T T T T
0 1,000 2000 3,000 4,000 5000 6,000 7,000 8,000
Millions of dollars

Source: U.S. Census Bureau

Billions of dollars worth of goods are sold over the
Internet each year.

DEBATING THE ISSUE

1. Why does Maureen Riehl state that Internet
retailers have an “unfair price advantage” when
they don't collect sales tax from out-of-state cus-
tomers?

2. Why does Grover Norquist disagree with Riehl's
statement?

3. Distinguishing Fact from Opinion Agree or disagree
with the following statement: Taxing the
Internet would discourage new technology
investment and employment growth.

essssssssssssassssanssnnasnnntann

4. Synthesizing Information Why do you think the

value of computer hardware purchased online
was so much greater than the value of books or
clothing purchased online?

[ Go @nline
HSchool.com
For: You Decide Poll i

Visit: PHSchool.com
Weh Code: mnp-6151




S uppose you have a checkbook that allows you
to write as many checks as you wish for any
amount you desire. There is no need to worry
about the balance in your account, and the checks
will always be cashed, no matter how much you
spend. Of course, no person has an account like
this, but the Federal Reserve, our nation’s central
bank, very nearly does.

% Economics Journal _ -

Skim recent newspapers for references
to policies of the Federal Reserve. List
terms you don’t understand. Jot down
their definitions as you read this chapter.
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Objectives
After studying this section you will be able to:

1. Understand banking history in the United
States.

2. Explain why the Federal Reserve Act of
1913 led to further reform.

3. Explain the structure of the Federal
Reserve System.

The Federal Reserve System

Section Focus Key Terms
To stabilize the nation’s banking Board of Governors
system, Congress created the Federal monetary policy

Reserve System in 1913. The Federal
Reserve is owned by individual

Federal Reserve Districts
Federal Advisory

member banks. Itis overseen by a Council (FAC)
small but powerful Board of Federal Open Market
Governors. As a private institution Committee (FOMC)

serving a public function, the Federal
Reserve is a central bank relatively
free from government control.

he American banking system is a
compromise between supporters and
opponents of a central bank. As a symbol of
this compromise, the Federal Reserve
System is the privately owned, publicly
controlled central bank of the United States.

Banking History

As you read in Chapter 10, the issue of a
central bank has been debated hotly since
1790, when Federalists lined up in favor of
a central bank. The first bank of the United
States issued a single currency. It also
reviewed banking practices and helped the
federal government carry out its duties and
powers. Partly because of the continued
debate over state versus federal powers,
however, the first bank lasted only until
1811. At that time, Congress refused to
extend its charter.

Congress established the Second Bank
of the United States in 1816 to restore
order in the monetary system. However,
many people feared that a central bank
placed too much power in the hands of the
federal government. Political opposition
toppled the Second Bank in 1836 when its
charter expired.

A period of confusion followed. States
chartered some banks, while the federal

government chartered and
regulated others. Reserve
requirements—the amount of
reserves that  banks are
required to keep on hand—
were difficult to enforce, and
the nation experienced a
series of serious bank runs.
The Panic of 1907 finally convinced
Congress to act.

The nation’s banking system needed to
address two issues. First, consumers and
businesses needed access to increased
sources of funds to encourage business
expansion. Second, banks needed a source
of emergency cash to prevent depositor
panics that resulted in bank runs.

Federal Reserve Act of 1913

Congress created the National Monetary
Commission (NMC) in 1908 to propose
solutions to the nation’s banking problems.
Based on the NMC’s recommendations,
Congress passed the Federal Reserve Act in
1913. The resulting Federal Reserve
System, now often referred to simply as
“the Fed,” was composed of a group of
twelve independent regional banks. This
central group of banks could lend to other
banks in times of need.

Chapter 16 m Section 1

A The Federal
Reserve System is
headed by the
Federal Reserve
Board of Governors.
The first Federal
Reserve Board of
Governors, here, was
seated in 1914,

415



Board of Governors
the seven-member
board that oversees
the Federal Reserve
System

Continued Need for Reform

Although the Federal Reserve System
helped to restore confidence in the banking
system beginning in 1914, it has also
learned through trial and error the best
ways to fulfill its responsibilities. During
the Great Depression, the financial crises of
1930-1933 were exactly the kinds of
problems that the NMC had hoped to
avoid by creating the Federal Reserve
System. The system did not work well,
however, because the twelve regional banks
each acted independently. Their separate
actions often canceled one another out.
The Governor of the Federal Reserve Bank
of New York (a bank with a close relation-
ship to Wall Street and the investment
community) believed that to counteract the
growing recession, the government needed
to pump money into investment and help
Americans get back to work. Many of the
other regional governors disagreed about

Figure 16.1 Structure of the Federal Reserve System

About 40 percent of all United States banks belong
to the Federal Reserve. These members hold about
75 percent of all bank deposits in the United States.
Government How does the structure of the Fed
reflect a compromise between centralized power
and regional powers?

816  The Federal Reserve and Monetary Policy

what kinds of action to take. They were
more concerned about maintaining gold
reserves and with administrative issues
than with helping the economy to recover
from the widespread recession. By the time
Congress forced the Fed to take strong
action in 1932, it was too little, too late. The
financial crisis had deepened to the point
that recovery became long and difficult.

A Stronger Fed

In 1935, Congress adjusted the Federal
Reserve’s structure so that the system could
respond more effectively to future crises.
These reforms created the Federal Reserve
System as we know it today. The new Fed
enjoys more centralized power so that the
regional banks can act consistently with
one another while still representing their
own districts’ banking coneerns.

Structure of the Federal
Reserve

Member banks themselves own the Federal
Reserve System. Like so many American
institutions, the structure of the Federal
Reserve System represents compromises
between centralized power and regional
powers. (See Figure 16.1.)

The Board of Governors
The Federal Reserve System is overseen by
the Board of Governors of the Federal
Reserve. The Board of Governors is head-
quartered in Washington, D.C. Tts seven
members are appointed for staggered
fourteen-year terms by the President of the
United States with the advice and consent
of the Senate. The terms are staggered to
prevent any one President from appointing
a full Board of Governors and to protect
board members from day-to-day political
pressures. Members cannot be reappointed
after serving a full term. Geographical
restrictions on these appointments ensure
that no one district is over-represented.
The President also appoints, from among
these seven members, the chair of the Board
of Governors. The Senate confirms the




Figure 16.2 Federal Reserve Districts

B
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no single region is dominant?

appointment. Chairs serve four-year terms,
which can be renewed. The chair acts as the
main spokesperson for monetary policy for
the country. Monetary policy refers to the
actions the Fed takes to influence the level
of real GDP and the rate of inflation in the
economy.

Recent chairs of the Fed have been econ-
omists from business, academia, or govern-
ment. Alan Greenspan, whose previous
career was in building economic forecasting
models, has been the most notable chair of
the Fed in recent years. He took office in
1987, serving both Republican and
Democratic administrations. (See page 424
for a profile of Greenspan.)

Twelve District Reserve Banks
The Federal Reserve Act divided the United
States into twelve Federal Reserve Districts,
as shown on Figure 16.2. One Federal
Reserve Bank is located in each of the
twelve districts.

Each Federal Reserve Bank monitors and
reports on economic and banking condi-
tions in its district. Each Federal Reserve

acksomville

[=F Federal Reserve Districts
% Board of Governors,
Washington, D.C.
= Federal Reserve Bank cities
= Federal Reserve branch cities

Most Federal Reserve Districts contain a variety of agricultural, manufacturing, and
service industries as well as rural and urban areas.
Government How does the makeup of the Federal Reserve Districts help ensure that

District is made up of more than one state.
The Federal Reserve Act aimed to establish
a system in which no one region could
exploit the central bank’s power at
another’s expense.

Congress also regulated the makeup of
each Bank’s board of nine directors to
make sure that many groups’ interests
would be represented. Member banks elect
three bankers and three leaders in industry,
commerce, or other businesses to their
district boards. The remaining three direc-
torships, appointed by the Board of
Governors of the Federal Reserve, repre-
sent broad public interests. The district
president is then elected from among these
nine directors.

monetary policy the
actions the Federal
Reserve takes to
influence the level of
real GOP and the rate
of inflation in the
aconomy

Federal Reserve
Districts the twelve
banking districts
created by the Federal
Reserve Act

Member Banks

All nationally chartered banks
are required to join the Federal
Reserve System. The remaining
members are state-chartered
banks that join voluntarily.

Since 1980, all banks have country.

FAST FACT

In 1913, when the Fed was
established, economic and financial
power was concentrated in the East
and Midwest. Notice that no Federal
Reserve Bank exists in Los Angeles,
now one of the largest cities in the

equal access to Fed services like

Chapter 16 m Section 1
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Federal Advisory

check clearing and reserve loans, whether

E::::ri: f:ff: ::?he or not they are Fed members.
Foderal Reserve Fach of the approximately 4,000 Fed

Federal Open Market

member banks contributes a small amount
of money to join the system. In return, they

ﬁ“d’“mi:‘;"' (FOMC) receive stock in the system. This stock
ederal eserve earns them dividends from the Fed at a rate
committee that makes

key decisions about of up to 6 percent.

interest rates and the A research arm of the Fed, the Federal
growth of the United Advisory Council (FAC), collects information
States money supply

about each district and reports to the Board
of Governors about economic conditions
within their districts. It consists of one
member from each Federal Reserve
District—twelve members in all. The
FAC’s main function is to provide feedback
and advice to the Board of Governors
concerning the overall financial health of
cach district. The FAC meets with the
Board of Governors four times a year.

The fact that the banks themselves,
rather than a government agency, own the
Federal Reserve gives the system a high
degree of political independence. This inde-
pendence helps the Fed to make decisions
that best suit the interests of the country as
a whole.

The Federal Open Market Committee

The Federal Open Market Committee (FOMC)
makes key decisions about interest rates
and the growth of the United States money

supply. The committee meets about eight
times a year in private to discuss the cost
and availability of credit, for business and
consumers, across the country. Announce-
ments of the FOMC’s decisions can affect
the financial markets, the rates for home
mortgages, and many other economic insti-
tutions around the world. You will read
more about the effects of monetary policy
later in this chapter.

Members of the Federal Open Market
Committee are drawn from the Board of
Governors and the twelve district banks. All
seven members of the Board of Governors
sit on the FOMC. Five of the twelve district
bank presidents also sit on the committee.
The president of the New York Federal
Reserve Bank is a permanent member. The
four other district presidents serve one-year
terms on a rotating basis. The Board of
Governors holds a majority of the seats on
the FOMC, giving them effective control
over the committee’s actions.

After meeting with the FOMC, the chair
of the Board of Governors announces the
committee’s decisions to the public. The
Federal Reserve Banks and financial
markets spring into action as they react to
Fed decisions. In the next section, you will
read about how the Fed’s decisions are
carried out and what functions the Federal
Reserve serves.

[ Progress Monitoring Online

Key Terms and Main Ideas

Who serves on the Board of Governors of the Federal

HINT h 4
Reserve?

. What is monetary policy?
. Describe the makeup of the Federal Reserve Districts.
. What does the Federal Advisory Council (FAC) do?

. What is the role of the Federal Open Market Committee
(FOMC)?

o, oEs W N

Applying Economic Concepts
6. Critical Thinking How does the banking system of the
United States reflect a free enterprise economy?
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For: Self-quiz with vecabulary practice
Web Code: mna-6165

1. Try This Locate your Federal Reserve District on the
map on page 417. What states make up your district?
What mixture of agricultural, manufacturing, and service
industries does your district contain? Is it made up of
both rural and urban areas?

(Go @nline

For: Current Events Activity
Visit PHSchool.com
Web Code: mnd-6161




Skills for

LIFE

Recognizing Bias in Writing

Bias is the particular opinion or point of view held by a writer on a specific
topic. An author's bias is not always obvious at first glance. As a critical
reader, you must take steps to identify whether or not a piece of writing con-
tains bias. Any piece of writing relating to economic topics may reflect the
author’s point of view on a particular public policy or institution. Read the
selection on the Federal Reserve Board below, and then answer the questions
that follow to help you identify any bias that is reflected in the writing.

1. Identify the source. Begin your critical
reading of a piece by identifying who
the author is, who the audience is, and

2. Look for evidence of bias. Next,
search the excerpt for words or
phrases that may reflect the author’s

any obvious signs of bias.

(a) Who is the author of the excerpt
below? (b) Is this a personal letter,
diary entry, or public document?

(¢} Do you detect any obvious bias?

This morning lawmakers will summon
Fed Chairman Alan Greenspan over to the
Hill for his mandatory semi-annual gabfest.
Accountability is a useful requirement for all
political figures, even mighty central
bankers who stand watch over multitrillion
dollar markets, so we have no trouble with
the notion that Congress has the power to
require Mr. Greenspan's presence and his
report. We do have trouble with Humphrey-
Hawtkins, the law that prescribes the
Chairman's testimony. Its terms assume that
the Fed's job is essentially to choose
between two dark scenarios. The first is
growth, accompanied by inflation. The sec-
ond is no growth, accompanied by no infla-
tion. ... We'd like to suggest that the parties
involved take a deep breath here while we
repeat ourselves: There are plenty of signs
out there that the economy is growing with-
out inflation.

“Phillips Think" [Editorial-Review
& Qutlook], The Wall Street Journal,
February 26, 1997

W

bias. (a) What words does the author
use to describe Mr. Greenspan and
his actions? (b) Which phrases
describe the author’s attitude toward
the Federal Reserve Board? (c) How
does the author describe Humphrey-
Hawkins?

Draw conclusions. Take any signs of
bias into account when drawing con-
clusions about the topic. What point
is the author trying to make in this
article?

Additional Practice

Locate an editorial from a
newspaper on a topic relating to
economics, and identify any bias
in the writing.
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Objectives

After studying this section you will be able to:

1. Describe how the Federal Reserve serves
the federal government.

2. Describe how the Federal Reserve serves

banks.

Section Focus

money supply.

3. Describe how the Federal Reserve
requlates the banking system.

4, Understand the Federal Reserve's role in
regulating the nation’s money supply.

The Federal Reserve functions as
the government’s banker and as a
banker's bank. It regulates the
nation’s banking system. It also
monitors and regulates the nation's

Federal Reserve Functions

Key Terms

check clearing

bank holding company
federal funds rate
discount rate

net worth

¥ The Department
of the Treasury does
its banking at the
Federal Reserve.

A s the central bank of the United States,
the twelve district banks that make up
the core of the Federal Reserve System
carry out several important functions. The
Federal Reserve System does the following:

e provides banking and fiscal services to
the federal government

e provides banking services to member and
nonmember banks

e regulates the banking industry

e tracks and manages the national money
supply to meet current demand and to
stabilize the economy

420 The Federal Reserve and Monetary Policy

Serving Government

The United States government has an oper-
ating budget of about $2.3 trillion. Tt raises
about $1.1 trillion annually in taxes. It
makes about §1 trillion in transfer payments
through programs such as Medicare and
Social Security. For its banking needs, the
federal government turns to the Federal
Reserve.

Federal Government's Banker

The Federal Reserve serves as banker for
the United States government. It maintains
a checking account for the Treasury
Department. It processes payments such as
social security checks, IRS refunds, and
other government payments. For example,
if you receive a check from the federal
government and cash it at your local bank,
the Federal Reserve deducts the amount
from the Treasury’s account.

Government Securities Auctions

The Federal Reserve also serves as a finan-
cial agent for the Treasury Department and
other government agencies. The Fed sells,
transfers, and redeems government bonds,
bills, and notes, or securities. It also makes
interest payments on these securities.



The Treasury Department periodically
auctions off government bills, bonds, and
notes to finance the government’s activities.
The funds raised from these auctions are
automartically deposited into the Federal
Reserve Bank of New York.

Issuing Currency

Under the Federal Reserve System, only the
federal government can issue currency. The
Department of the Treasury issues coins
minted at the United States Mint. The
district Federal Reserve Banks issue paper
currency (Federal Reserve Notes), which is
printed at the Bureau of Engraving and
Printing. As bills become worn or torn, the
Federal Reserve takes them out of circula-
tion and replaces them with fresh ones.

Serving Banks

The Federal Reserve also provides services
to banks throughout the nation. Its most
visible function is in its check-clearing
services. In addition, it safeguards bank
reserves and lends reserves to banks that
need to borrow to maintain legally
required reserves.

Check Clearing

Figure 16.3 shows how checks “clear”
within the Fed system. Check clearing is
the process by which banks record whose
account gives up money and whose
account receives money when a customer
writes a check. The Fed can clear millions
of checks at any one time using high-speed
equipment. Most checks clear within two
days—a remarkable achievement when you
consider that the Fed deals with about 20
billion checks per year.

Supervising Lending Practices
To ensure stability in the banking system,
the Federal Reserve monitors bank reserves
throughout the system. Fach of the twelve
Federal Reserve Banks sends out bank
examiners to check up on lending and
other financial activities of member banks.
They also study proposed bank mergers
and bank holding company charters to

ensure competition in the banking and
financial industries. A bank holding company
is a company that owns more than one
bank. The Board of Governors approves or
disapproves mergers and charters based on
the findings and recommendations of the
Reserve Banks.

The Federal Reserve also protects
consumers by enforcing truth-in-lending
laws, which require sellers to provide full
and accurate information about loan
terms. Under a provision called Regulation
Z, millions of consumers receive informa-
tion about retail credit terms, auto loans,
and home mortgages every year.

Lender of Last Resort

Under normal circumstances, banks lend
cach other money on a day-to-day basis,
using money from their reserve balances.

check clearing the
process by which
banks record whose
account gives up
maoney and whose
account receives
maoney when a
customer writes a
check

bank holding company
a company that owns
mare than one bank

Figure 16.3 The Path of a Check |

1. Check writer

4, Check |
writer's hank

2. Recipient

After you write a check, the recipient presents it at his or

her bank. The check is then sent to a Federal Reserve
Bank. The reserve bank collects the necessary funds from
5 your bank and transfers them to the recipient’s bank. Your
processed check is returned to you by your bank oris
available for you to view on the Internet. Economic
Institutions In what other ways does the Fed serve

banks?
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federal funds rate
interest rate banks
charge each other far
loans

discount rate rafe
the Federal Reserve
charges for loans to
commercial banks

net worth fotal assets
minus total liabilities

These funds are called federal funds. The
interest rate that banks charge each other
for these loans is the federal funds rate.

Banks can also borrow from the Federal
Reserve. They do so routinely and espe-
cially in financial emergencies such as
severe recessions. The Federal Reserve acts
as a lender of last resort, making emer-
gency loans to commercial banks so that
they can maintain required reserves. The
rate the Federal Reserve charges for these
loans is called the discount rate, You will
read more about the role of the discount
rate in the economy of the United States in
Section 3.

Regulating the Banking
System

Banks, savings and loan companies, credit
unions, and bank holding companies are
supervised by various state and federal
authorities. The Fed coordinates all regula-
tory activities.

Reserves

As you read in Chapter 10, the United
States banking system operates as a frac-
tional reserve banking system. Banks hold
in reserve only a fraction of their funds—
just enough to meet customers’ daily needs.
Banks then lend their remaining reserves,
charging interest to earn returns.

Fach financial institution that holds
deposits for customers must report daily to
the Fed about its reserves and activities.
The Fed uses these reserves to control how
much money is in circulation at any one
time. You'll read more about the Fed’s role
in controlling the money supply in the next
section.

Bank Examinations

The Federal Reserve and other regulatory
agencies also examine banks periodically
to make sure that each institution is
obeying laws and regulations. Examiners
may make unexpected bank visits to make
sure that banks are following sound
lending practices.

422  The Federal Reserve and Monetary Policy

Bank examiners can force banks to sell
risky investments or to declare loans that
will not be repaid as losses. If examiners
find that a bank has taken excessive risks,
they may classify that institution as a
problem bank and force it to undergo more
frequent examinations. Examiners would
take the same action for banks that have
low net worth. Net worth equals total assets
minus total liabilities. In addition, any
bank that goes to the Fed for emergency
loans too often will be subject to financial
review and close government supervision.

Regulating the Money Supply

The Federal Reserve is best known for its
role in regulating the nation’s money
supply. You will recall from Chapter 10 that
economists and the Fed watch several
indicators of the money supply. M1 is
simply a measure of the funds that are easily
accessible or in circulation. M2 includes
the funds counted in M1 as well as money
market accounts and savings instruments.
Economists also measure M3. M3 goes
even further to include large time deposits
and some government securities. The Fed’s
job is to consider these various measures
of the money supply and compare those
figures with the likely demand for money.

Factors That Affect Demand for Money
People hold money for a variety of reasons.
The amount of money that firms or indi-
viduals hold depends generally on four
factors:

1. cash needed on hand

2. interest rates

3. price levels in the economy
4. general level of income

People and firms need to have a certain
amount of cash on hand to make economic
transactions—to buy groceries, supplies,
clothing, and so forth. The more of your
wealth you hold as money, the easier it will
be to make economic transactions.

Of course, we can’t earn interest on
money that we hold as cash. As interest
rates rise, it becomes more expensive for



individuals to hold money as cash rather
than placing it in assets that pay returns,
such as bonds, stocks, or savings accounts.
So as interest rates rise, people and firms
will generally keep their wealth in assets
that pay returns. In other words, they
demand less money in the form of cash.
(See Figure 16.4.)

The general price level in the economy
affects the demand for money, too. As price
levels rise, so does the demand for cash. If
your usual cost for an outing with your
friends is $25 and prices rise 10 percent,
you will now need $27.50 for a night out.

The final factor that influences money
demand is the general level of income. On a
personal level, if you take an after-school
job that pays you $75 per week, you will
likely carry around more cash than you did
before. On a national level, as GDP or real
income rises, families and firms keep more
of their wealth or income in cash.

Stabilizing the Economy
The laws of supply and demand affect
money, just as they affect everything else in
the economy. Too much money in the
economy leads to a general rise in prices, or
inflation. A glut of dollars lessens their
value. In inflationary times, it will rake
more money to purchase the same goods
and services. It is the Fed’s job to keep the
money supply stable.

In an ideal world, in which real GDP
grew smoothly and the economy stayed at

Key Terms and Main Ideas
1. What is check clearing?

2. What is a bank holding company?
3. What is the difference between the federal funds rate G

and the discount rate?
4. How is net worth calculated?

B e

Applying Economic Concepts

Figure 164 Demand for Money

T Demand for money

Interest rates
=
|
I
|
I
|
|
1
|
I
|
]
|
|
]
|
I

g As interest rates increase from r;to ry, the
quantity of money demanded falls from M,to M.
e . 7/ Incentives Explain demand for money in terms
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e m‘.t""’ of incentives.

full employment, the Fed would increase
the money supply just to match the growth
in the demand for money. If the Fed could
accomplish this, the country would experi-
ence very low inflation rates and, ideally,
the economy would remain at full employ-
ment. As you read in Chaprer 15, however,
it is hard to predict economic effects.

The Fed uses its tools to stabilize the
economy as best it can. In the next section,
you will read about the tools that the Fed
can use to help the economy function at
full employment without contributing to
inflation.

Progress Monitoring Onlii

For: Self-quiz with vocabulary practice
Web Code: mna-6166

6. Critical Thinking What are the advantages of having
the Federal Reserve oversee the regulation of the
banking system?

(Go@nline

For: Current Events Activity

Visit: PHSchool.com @
5. Try This Create a graphic organizer showing how the Web Code: mnd-6162
Federal Reserve serves the federal government and

banks.
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ECONOMIC

Economist

Alan Greenspan . s

The Federal Reserve Board (the Fed) helps to control the nation’s money
supply. The economist and former professional pop musician at its
head may be the most powerful person in America when it comes to
the nation’s economy. Alan Greenspan’s careful bandling of the
Federal Reserve won him credit for the remarkable economic boom of
the 1990s and a place in the administrations of four presidents.

The Chairman of the Fed

Alan Greenspan’s first term as chairman of
the Federal Reserve Board began in a
dramatic fashion. Soon after he took office
in August 1987, the stock market crashed.
Investors feared that lenders would adopt a
tight-money policy, as banks had done after
the last great market crash in 1929, Instead,
Greenspan responded with actions that
boosted the nation’s money supply. The
stock market quickly recovered, and the
nation avoided the economic meltdown
that could have followed.

Hard Times

Having grown up during the Great
Depression, Greenspan knows hard
cconomic times. As a young child he
showed a gift for numbers and amazed his
parents” friends with his ability to do math
problems in his head. After high school,
however, he decided to develop his musical
talents, and enrolled at New York’s Juilliard
School of Music, During the 1940s, he
toured with a swing band.

Soon tiring of life on the road, Alan
Greenspan returned to New York City and
earned bachelor’s and master’s degrees in
economics at New York University. Moving
to Columbia University to pursue a Ph.D.,

he had to quit school when he ran short of
money. In 1954, he and a friend started an
economic consulting firm.

The Transition to Public Life

Alan Greenspan first went to Washington,
D.C., in 1974 to chair the President’s
Council of Economic Advisors. In 1977, he
returned to New York to complete his
Ph.D., but 10 years later, President Ronald
Reagan recalled him to Washington to head
the Federal Reserve. At the time, many
people were critical of the Fed’s heavy-
handed role in shaping monetary policy.
The previous chairman had thrown the
economy into recession in the early 1980s
when he raised interest rates in an effort to
halt high inflation.

Although Greenspan strongly opposes
inflation, he is sensitive to the loss of jobs
that accompanies any major attempt to
slow the growth of the money supply.
Under Greenspan, interest rate adjustments
were frequent but generally small in scale.
He preferred to use monetary policy to
make minor adjustments in the economy’s
course rather than to drive it in a new
direction. As a result, Greenspan’s terms as
Fed chairman witnessed the longest period
of economic growth in the nation’s history.

S CHECK FOR UNDERSTANDING

1. Source Reading Describe
Greenspan’s approach to using the
powers of the Federal Reserve to
influence the nation’s economy.

3. Learn More  Visit the Federal
Reserve’s Web site and summarize the
most recent Fed activities that are
reported there.

2. Critical Thinking Explain how a
sharp increase in interest rates by the
Fed could slow inflation but also lead
to higher unemployment and a
recession.




Objectives
After studying this section you will be able to:
1. Describe the process of money creation.

2. Explain how the Federal Reserve uses
reserve requirements, interest rates, and
open market operations to implement U.S.
monetary policy.

3. Understand why some monetary policy
tools are favored over others.

Section Focus Key Terms
Banks create money in their day-to- money creation
day operations. The Federal Reserve required reserve ratio
uses the tools of monetary policy to {RRR)
control the amount of money in money multiplier
circulation. formula
excess reserves
prime rate

open market operations

| n early 2001, when it appeared that
economic growth was slowing, the Fed
began reducing interest rates. The September
11 terrorist attacks further increased the
need for such changes in economic policy. By
early 2003, the Fed had cut interest rates 13
times, to 45-year lows. By reducing the cost
of borrowing, the Fed hoped to encourage
consumers to spend more money and stimu-
late economic growth. In this section you
will see why the Fed uses these tactics to
influence economic growth.

Money Creation

The Department of the Treasury is respon-
sible for manufacturing money. The Federal
Reserve is responsible for putting dollars
into circulation. How does this money get
into the economy? The process is called
money creation, and it is carried out by the
Fed and by banks all around the country.
Recall from Chapter 15 the multiplier effect
of government spending. The multiplier
effect in fiscal policy holds that every one
dollar change in fiscal policy creates a
change greater than one dollar in the
economy. The process of money creation
works in much the same way.

How Banks Create Money
Money creation does not mean the printing
of money. Banks create money not by

printing it, but by simply
going about their business.

For example, suppose you
take out a loan of $1,000. You
decide to deposit the money in
a checking account. Once you
have deposited the money,
you now have a balance of
$1,000. Since demand deposit
account balances, such as
your checking account, are
included in M1, the money
supply has now increased by
$1,000. The process of money
creation begins here.

Banks make money by charging interest
on loans. Your bank will lend part of the
$1,000 that you deposited. The amount
that the bank is allowed to lend is deter-
mined by the required reserve ratio (RRR)}—
the fraction of the deposit that must be kept
on reserve. This is calculated as the ratio of
reserves to deposits. The RRR is the
fraction of deposits that banks are required
to keep in reserve. The required reserve
ratio, which is established by the Federal
Reserve, ensures that banks will have
enough funds to supply customers’ with-
drawal needs.

Suppose in our example that the RRR is
0.1, or 10 percent. This means that of your
$1,000 demand deposit balance, the bank
is allowed to lend $900.

Chapter 16 m Section 3

A The daily activities
of banks and their

customers create
money through the
multiplier effect.

money creation the
process by which
maney enters into
circulation

required reserve ratio
(RRR) ratio of reserves
to deposits required of
bhanks by the Federal
Reserve

425



THE WALL STREET JOURNAL.
B C\5SR00M EDITION R

Let’s say the bank lends
that $900 to Elaine, and she

In the News Read more about monetary
policy in “Alan Wha?,” an article in The
Wall Street Journal Classroom Edition.

deposits it in her checking
account. Elaine now has
$900 she didn’t have before.
Elaine’s $200 is now included
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The Wall Street Journal
Classroom Edition

For: Current Events

Visit: PHSchool.com
Web Code: mnc-6163

in M1. You still have your
$1,000 demand deposit
account balance, on which
you can write a check at any
time. Thus, your initial
deposit to the bank, and the
subsequent loan, have caused

the money supply to increase

money multiplier
formula amount of new
maney that will be
created with each
demand deposit,
calculated as 1+ RAR

‘unnm‘.

¥ [ nui"@

In this example of
money creation, the
money supply
increases by $2,710
after four rounds.
Money Suppose
Joshua deposited
only $500 of Elaine’s
payment into his
account. How much
would the money
supply increase then?

by $1,000 + $900 for a rotal
of $1,900.

Now suppose that Elaine uses the $900
to buy Joshua’s old car. Joshua deposits the
$900 from Elaine into his checking
account. His bank keeps 10 percent of the
deposit, or $90, as required reserves. Tt will
lend the other $810 to its customers. So,
Joshua has a demand deposit balance of
$900, which is included in the money
supply, and the new borrower gets $810,
which is also added to the money supply.
This means that the money supply has now
increased by $1,000 + $900 + $810 =
$2,710—all because of your initial $1,000
deposit. (See Figure 16.5.)

Figure 165 Money Creation

$,000 + $900 -+ $810

You deposit $1,000 Your $1,000 deposit

into your checking minus $100 in reserves

account. is loaned to Elaine, who
% gives it to Joshua.

3100 halﬂ in resarvo
00 avaitabla for loans
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The Money Multiplier

This process will continue until the loan
amount, and hence the amount of new
money that can be created, becomes very
small. The amount of new money that will
be created, in the end, is given by the
money multiplier formula, which is calculated
as 1 + RRR. The money multiplier tells us
how much the money supply will increase
after an initial cash deposit to the banking
system. To apply the formula, we multiply
the initial deposit by the money multiplier:

Increase in money supply =

S : 1
initial cash deposit X RRR

In our example the RRR is 0.1, so the
money multiplier is 1 + 0.1 = 10. This
means that the deposit of $1,000 leads to a
$10,000 increase in the money supply.

As of 2003 in the United States, banks
were required to hold 3 percent reserves
against demand deposit assets up to $§41.3
million and 10 percent on all demand
deposir assets exceeding $41.3 million.

In the real world, however, people hold
some cash outside of the banking system,
meaning that some funds leak out of the
money multiplier process. Also, banks

$2,7110

Joshua's $300 deposit At this point, the
minus $30 in reserves maoney supply has
is loaned to anoth i i by $2,710.
customer. 2

k- o




sometimes hold excess reserves, which are
reserves greater than the required amounts.
These excess reserves ensure that banks
will always be able to meet their customers’
demands and the Fed’s reserve require-
ments. The actual money multiplier effect
in the United States is estimated to be
between 2 and 3.

The Federal Reserve has three tools for
adjusting the amount of money in the
economy. These tools are reserve require-
ments, the discount rate, and open market
operations.

Reserve Requirements

The simplest way for the Fed to adjust the
amount of reserves in the banking system is
to change the required reserve ratio. It is
not, however, the tool most used by the Fed.

Reducing Reserve Requirements

A reduction of the RRR would free up
reserves for banks, allowing them to make
more loans. It would also increase the
money multiplier. Both effects would lead to
a substantal increase in the money supply.

Increasing Reserve Requirements

The process also works in reverse. Even a
slight increase in the RRR would force
banks to hold more money in reserves. This
would cause the money supply to contract,
or shrink.

Although changing reserve requirements
can be an effective means of changing the
money supply, the Fed does not use this tool
often because it is disruptive to the banking
system. Even a small increase in the RRR
would force banks to call in significant
numbers of loans, that is, to require the
borrower to pay the entire outstanding
balance of the loan. This may be difficult
for the borrower. For this reason, the Fed
rarely changes reserve requirements.

Setting Rates

As you read in Section 2, the discount rate
is the interest rate that the Federal Reserve
charges on loans to financial institutions.

In the past, the discount rate was changed
to increase or decrease the money supply.
Today, the discount rate is primarily used
as a mechanism to insure that sufficient
funds are available in the economy. For
example, during a financial crisis, there
may not be enough funds available in the
banking system to provide the necessary
loans to businesses and individuals. In that
case, the ability of banks to borrow at the
discount rate from the Federal Reserve
provides an important safety valve.

Today, when the Federal Reserve makes
its decisions on monetary policy, it does so
by setting a target for the federal funds
rate, which is the rate that banks lend
reserves to one another. The Federal
Reserve keeps the discount rate above the
funds rate. Banks will inidally borrow
from one another at the federal funds rate.
But if they need additional funds, they will
turn to the Federal Reserve and borrow at
the discount rate.

BXCESS reserves
reserves greater than
the required amounts

Figure 166 Reserve Requirements

| causes banksto
increase reserves.

Reserve
requirement
A reduction in
- reserve requirements
causes banks to

|

SULLDIN o

When the Fed increases reserve requirements,
the money supply decreases. Monetary and

Fiscal Policy What is the effect of reducing

0?,, . “_'\'0 reserve requirements? Why?
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prime rate rate of
interest banks charge
on short-term loans to
their best customers

open market operations
the buying and selling
of government
securities to alter the
supply of money

When the Federal Reserve increases or
decreases the federal funds rate, the
discount rate will rise or fall with it
Changes in the federal funds rate and the
discount rate affect the cost of borrowing
to banks or financial institutions. In turn,
these changes in interest rates affect the
prime rate. The prime rate is the rate of
interest that banks charge on short-term
loans to their best customers—usually
large companies with good credit ratings.
Changes in the federal funds rate and
discount rate are reflected in the prime
rate.

The discount rate, federal funds rate, and
prime rate are short-term rates. They deter-
mine the cost of borrowing money for a
few hours, days, or months. As you read in
Chapter 12, short-term rates have a limited
impact on the long-term growth of the

economy. To influence long-term interest
rates, the Federal Reserve must use other
tools.

Open Market Operations

The most important monetary policy tool
is open market operations. Open market
operations are the buying and selling of
government securities to alter the supply of
money. Open market operations are by far
the most-used monetary policy tool.

Bond Purchases

When the Federal Open Market
Committee (FOMC) chooses to increase
the money supply, it orders the trading
desk at the Federal Reserve Bank of New
York to purchase a certain quantity of
government securities on the open market.

Figure 16.7 Federal Funds Rate Figure 16.8 Open Market Operations

Federal
funds rate

An increase in the
federal funds rate
makes banks less
willing to borrow
fram ather banks.

Federal
funds rate

A decrease in the
federal funds rate
makes banks mare
willing to borrow
from other banks.

QULLOIN .

Money supply
Banks

Because an increase in the federal funds rate makes borrowing more costly, the

money supply contracts. Banks are more willing to borrow and lend money
when the federal funds rate is low (left). Open market operations (right), however,

p. %
Foncet

are the most-used monetary policy tool.
Fiscal and Monetary Policy How do open market operations differ from

the monetary policy tools shown in Figures 16.6 and 16.77
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The Federal Reserve Bank buys these secu-
rities with a check drawn on Federal
Reserve funds. The bond seller then
deposits the money from the bond sales in
its bank. In this way, funds enter the
banking system, setting in motion the
money creation process described earlier.

Bond Sales

If the FOMC chooses to decrease the
money supply, it must make an open
market bond sale. In this case, the Fed sells
government securities back to bond dealers,
receiving from them checks drawn on their
own banks. After the Fed processes these
checks, the money is out of circulation. This
operation reduces reserves in the banking
system. Banks reduce their outstanding loans
in order to keep reserves at the required
levels. The money multiplier process then
works in reverse, resulting in a decline in the
money supply that is greater than the value
of the initial securities purchase.

Using Monetary Policy Tools

Open market operations are the most used
of the Federal Reserve’s monetary policy
tools. They can be conducted smoothly and
on an ongoing basis to meet the Fed’s goals.
The Fed changes the discount rate less
frequently. It usually follows a policy of

Global Connections

Global Monetary Policy Before 12 European countries
single commaon currency in 2002, the European System of Central Banks (ESCB)
was created to handle the European Union monetary policy. The ESCB includes
the new European Central Bank as well as the central banks of all European

i |
I a

Union member nations. Its job is similar to that of the Federal Reserve. The
ESCB conducts monetary policy for the European Union nations, conducts
foreign exchange operations, and provides banks with services such as check

cashing. The ESCB's tary policy tools i

lude open market operations as

well as reserve requirements. How do the monetary policy tools of the ESCB

resemble those of the Federal Reserve?

keeping the discount rate in line with other |

interest rates in the economy in order to
prevent excess borrowing by member
banks from the Fed. (See the graph “Key
Interest Rates” on page 542 in the
Economic Atlas and Databank.)

Today, the Fed does not change reserve
requirements to conduct monetary policy.
Changing reserve requirements would
force banks to make drastic changes in
their plans. Open market operations or

changes in the discount rate do not disrupt

financial institutions.

The Federal Reserve uses these monetary
policy tools to adjust the money supply.
Why the Fed would want to change the
money supply, and the effects of monetary
policy, are the subjects of the next section.

Key Terms and Main Ideas

. What is money creation?
. What is the required reserve ratio (RRR)?
. State the money multiplier formula.

prime rate to rise or fall?
What are open market operations?

. Why do banks sometimes hold excess reserves?
. If the discount rate rose, would you expect the

[Einir ]
[WINT} .
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{ Progress Monitoring Online

For: Self-quiz with vocabulary practice

checking account deposit will increase the money

supply.

8. Critical Thinking Will the money supply actually
increase by the amount you calculated in Question 77

Why or why not?
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IE 1. Math Practice Suppose the RRR is 0.15. Use the money
multiplier formula to determine by how much a $2,000
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Objectives

After studying this section you will be able to:
1. Understand how monetary policy works.

2. Explain the problems of timing and policy
lags in implementing monetary policy.
3. Explain how predictions about the length

Section Focus

of a business cycle affect monetary policy.
4, Describe two distinct approaches to

monetary policy.

The Federal Reserve uses monetary
policy to try to tame business cycles.
The unpredictable length of business
cycles, however, makes it difficult to
determine when it is wise to
intervene in the economy.

Monetary Policy and
Macroeconomic Stabilization

Key Terms

monetarism

easy money policy
tight money policy
inside lag

outside lag

monetarism the belief
that the money supply
is the most important
factorin
macroecanomic
performance

P Keeping the
economy stable
requires a delicate
balancing act.

dherents of monetarism believe that the

money supply is the most important
factor in macroeconomic performance.
How, then, does monetary policy influence
macroeconomic performance?

How Monetary Policy Works

Monetary policy alters the supply of
money. The supply of money, in turn,
affects interest rates. As you read earlier,

430 The Federal Reserve and Monetary Policy

interest rates affect the level of investment
and spending in the economy.

The Money Supply and Interest Rates

It is easy to see the cost of money if you are
borrowing it. The cost—the price that you
as borrower pay—is the interest rate. Even
if you have your own money, however, the
interest rate still affects you. The interest
rate is also the cost of having money,
because you are giving up interest by not
saving or investing. Thus, the interest rate
is always the cost of money.

The market for money is like any other
market. If the supply is higher, the price—
the interest rate—is lower. If the supply is
lower, the price—the interest rate—is
higher. In other words, when the money
supply is low, interest rates are high.
When the money supply is high, interest
rates are low.

Interest Rates and Spending
Recall from Chapter 12 that interest rates
are important factors of spending in the
economy. Lower interest rates encourage
greater investment spending by business
firms. This is because a firm’s cost of
borrowing—or of using its own funds—
decreases as the interest rate decreases.
Firms find that lower interest rates give
them more opportunities for profitable



investment. If a firm has to pay 15 percent
interest on its loans, it may find few prof-
itable opportunities. If interest rates fall to
8 percent, however, the firm may find that
some opportunities are now profitable.

If the macroeconomy is experiencing a
contraction—declining income—the Fed
may want to stimulate, or expand, it. It will
follow an easy money policy. That is, it will
increase the money supply. An increased
money supply will lower interest rates, thus
encouraging investment spending. Such a
policy may, however, encourage overbor-
rowing and overinvestment, followed by
layoffs and cutbacks.

If the economy is experiencing a rapid
expansion that may cause high inflation,
the Fed may introduce a tight money policy.
That is, it will reduce the money supply.
The Fed reduces the money supply to push
interest rates upward. By raising interest
rates, the Fed causes investment spending
to decline. This brings real GDP down, too.

Even though it can only alter the money
supply, the Fed has a great impact on the
economy. The money supply determines
the interest rate, and the interest rate deter-
mines the level of aggregate demand. Recall
from Chapter 12 that aggregate demand
represents the relationship between price
levels and quantity demanded in the overall
economy. The level of aggregate demand
helps determine the level of real GDP. (See
Figure 16.9.)

The Problem of Timing

Monetary policy, like fiscal policy, must be
carefully timed if it is to help the macro-
economy. If policies are enacted at the
wrong time, they could actually intensify
the business cycle, rather than smooth it
out. To see why, consider Figure 16.10.

Good Timing

Figure 16.10A shows the business cycle
with a properly timed stabilization policy.
The green curve, which shows greater fluc-
tuations, is the business cycle as explained
in Chapter 12. The goal of stabilization
policy is to smooth out those fluctuations—

Figure 16.9 Eff of Monetary Policy

oUlLDIV,  If the economy is experiencing a contraction, an easy
money policy may stimulate growth. If the economy is
experiencing rapid expansion that may cause high inflation,

’conci"‘ a tight money policy may help reduce the price increases.

aggregate demand and GDP.

in other words, to make the peaks a little
bit lower and the troughs not quite as deep.
This will minimize inflation in the peaks
and the effects of recessions in the troughs.
Properly timed stabilization policy smooths
out the business cycle, as shown in the red
curve in Figure 16.10A.

Bad Timing
1f stabilization policy is not timed properly,
however, it can actually make the business
cycle worse, not better. For example,
suppose that policymakers are slow to
recognize the contraction shown as the
green line in Figure 16.10B. Perhaps
because their data are inaccurate or slow
to arrive, government economists simply
do not realize that a contraction is occur-
ring until the economy is deeply into it.
Some period of time may pass before they
recognize the contraction.

Likewise, it takes time to enact expan-
sionary policies and have those policies

Chapter 16 m Section 4

Gross Domestic Product Explain the relationship between

easy money policy
maonetary policy that
increases the money
supply

tight money policy
maonetary policy that
reduces the money
supply
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The timing of monetary
policy measures can
intensify the business
cycle.

Monetary and Fiscal
Policy What are the
effects of proper and
improper timing?

inside lag delay in
implementing monetary
policy

outside lag the time
it takes for monetary
policy to have an effect

Figure 16.10 Business Cycles and Stabilization Policy

Business cycle with

Business cycle properly timed
= stabilization policy

/

=
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Business cycle
with poorly timed
stabilization policy

Real GDP

Business cycle
[

Time

take effect. By the time this takes place, the
economy may already be coming out of the
recession on its own. If the expansionary
effects of a loose money policy affect the
economy while it is already expanding, the
result could be an even larger expansion
that causes high inflation.

If expansionary policies are enacted too
late, the economy may have slowed down
so much that businesses are reluctant to
borrow at any rate for new investment.
This dilemma, in which the central bank is
unable to encourage lending with rate cuts,
is called “pushing on a string.”

Policy Lags
As you can see, there are a couple of

problems in the timing of macroeconomic
policy. These are called policy lags.

Inside Lags
The inside lags are delays in implementing
policy. These lags occur for two reasons.
First, it takes time to identify a problem.
While economists have developed sophisti-
cated computer models for predicting
economic trends, they still cannot know for
sure that the economy is headed into a new
phase of the business cycle until it is
already there. Statistics may conflict and it
can take up to a year to recognize a serious
economic problem.

A good example of this problem
occurred in 1990. Although a recession
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began in July 1990, Alan Greenspan, the
chair of the Board of Governors of the
Federal Reserve, testified in October 1990
that the economy had not yet slipped into
recession. Looking back, however, we
now know that a recession had begun
months earlier. Even Greenspan, an
economic expert with the staff of the Fed
and other resources at his disposal, was
slow to recognize that a recession had
begun.

A second reason for inside lags is that
once a problem has been recognized, it can
take additional time to enact policies. This
problem is more severe for fiscal policy
than for monetary policy. Fiscal policy,
which includes changes in government
spending and taxation, requires actions by
Congress and the President. Since Congress
must debate new plans and ger the
approval of the President, it may take time
before a new policy is enacted.

The enactment of monetary policy, on
the other hand, is streamlined. The Federal
Open Market Committee meets eight
times each year to discuss monetary
policy—more often if necessary. Once it
has decided that changes are called for, the
FOMC can make open market policy or
discount rate changes almost immediately.

Outside lags

Once a new policy is determined, it takes
time to become effective. This time period,
known as the outside lag, also differs for



monetary and fiscal policy. For fiscal policy,
the outside lag lasts as long as is required
for new government spending or tax
policies to take effect and begin to affect
real GDP and the inflation rate. This time
period can be relatively short, as with a tax
rebate that returns government revenues to
houscholds eager for spending money. One
statistical model concluded that an increase
in government spending would increase
GDP after just six months.

Qutside lags can be much longer for
monetary policy, since they primarily affect
business investment plans. Firms may
require months or even years to make large
investment plans, especially those involving
new physical capital, such as a new factory.
Thus, a change in interest rates may not
have its full effect on investment spending
for several years. This conclusion is
supported by several studies that suggest
that the outside lag for monetary policy is
probably rather long. More than two years
may pass before the maximum impact of
monetary policy is felt.

Given the longer inside lag for fiscal
policy and the longer outside lag for
monetary policy, it is not obvious which
policy has the shorter tortal lag. In practice,
partisan politics and budgetary pressures
often prevent the President and Congress
from agreeing on fiscal policy. Because of
the political difficulties of implementing
fiscal policy, we rely to a greater extent on
the Fed to use monetary policy to soften the
business cycle.

Predicting Business Cycles

The Federal Reserve must not only react to
current trends. It must also anticipate
changes in the economy. How should
policymakers decide when to intervene in
the economy?

Monetary Policy and Inflation

You have already read that expansionary
policy, if enacted at the wrong time, may
push an economy into high inflation, thus
reducing any beneficial impact. This is the

Hefl REMEMBER THIS
BREAT CHART FROM
THE NINET &5 ?

@luEm

A Unprecedented economic growth in the 1990s led some
economists to predict an end to the peaks and troughs of past

business cycles. Recession in the early 2000s,
however, showed the cycle beginning again.

chief danger of using an easy money policy
to get the economy out of a recession.

An inflationary economy can be tamed
by a tight money policy, but the timing is
again crucial. If the policy takes effect as
the economy is already cooling off on its
own, the tight money could turn a mild
contraction into a full-blown recession.

The decision of whether to use monetary
policy, then, must be based partly on our
expectations of the business cycle. Some
recessions are short-run phenomena that
will, in the long run, disappear. Some infla-
tionary peaks may also be expected to last
for the short run and end in the long run.
Given the timing problems of monetary

policy, in some cases it may be

wiser to allow the business
cycle to correct itself rather
than run the risk of an ill-
timed policy change.

If a recession is expected to
turn into an expansion in a
short time, the best course of
action may be to take a laissez-
faire approach to the economy
and let the economy correct
itself. On the other hand, if we
expect a recession to last
several years, then all but the
most conservative onlookers

THE WALL STREET JOURNAL

CLASSROOM EDITION

In the News Read more about monetary
policy in “Retirees Forced to Pinch
Pennigs,” an article in The Wall Street
Journal Classroom Edition.

Go @nline

The Wall Street Journal
Classroom Edition

For: Current Events
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Figure 16.11 Fiscal and Menetary Policy Tools

1.increasing government | 1. open market operations:

the economy may take quite a long time to
recover on its own from an inflationary
peak or a recessionary trough, there is time
for policymakers to guide the economy

Expansionary tools : back to stable levels of output and prices.
spending bond purchases
2, cutting taxes 2 decreasing the federal
: funds rate
3. decreasing reserve
deaescins Approaches to Monetary
Contractionary tools | 1. decreasing government | 1. open market operations: POIIGV
spending bond sales s 2
T i S W] In practice, the lags dlscu_ssed here make
funds rate monetary and fiscal policy difficult to
3.increasing reserve apply. Interventionist policy, a policy
fRqurEments encouraging action, is likely to make the
business cycle worse if the economy self-
oW\LDIV,  Both the federal government and the Federal Reserve can adjusts quickly. Laissez-faire economists

influence the nation’s economy.
Fiscal and Monetary Policy How are fiscal and monetary

policy similar? How do they differ?

would recommend an active policy. So the
question is this: How long will a recessionary
or inflationary period last?

How Quickly Does the Economy
Self-Correct?

Economists disagree on the answer to this
question. Their estimates for the U.S.
economy range from two to six years. Since

who believe that the economy will self-
adjust quickly will recommend against
enacting new policies. Economists who
believe that economies emerge slowly from
recessions, however, will usually recom-
mend enacting fiscal and monetary policies
to move the process along.

The rate of adjustment may also vary
over time, making policy decisions even
more difficult. This debate over which
approach to take with monetary policy will
probably never be settled to the satisfaction
of all economists.

Progress Monitoring Online
| For: Self-guiz with vocabulary practice
Web Code: mna-6168

discouraging action. Use information from your textbook
to help craft your argument.

Using the Databank Examine the graphs on Economic
Indicators in the Economic Atlas and Databank on pages
538-539. How would you describe the economic perfor-
mance of the United States at the end of the twentieth
century?

Key Terms and Main Ideas

Why would the Federal Reserve enact an easy money

[y
policy? 8.

@ 2. Why would the Federal Reserve enact a tight money
policy?
3. What are inside lags, and why do they occur?
4. Why does monetary policy have such long outside lags?
5. What is monetarism? G

(Go@nline

For: Presentation Activity
Visit: PHSchool.com
Web Code: mnd-6164

Applying Economic Concepts

6. Critical Thinking Why do business cycles make
maonetary policy difficult to time?

1. Try This With a partner, stage a debate on monetary
policy. One of you will take an interventionist approach,
encouraging action, the other a laissez-faire approach,
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themselves unemployed and lost their homes,
farms, and life savings.

Bank Failures In late October 1929, dropping
stock prices caused many panicked investors
to sell their stocks, which resulted in the col-
lapse of the stock market on October 29,
1929. Banks had invested heavily in the stock
market and lost huge sums. Fearful that banks
would run out of money, people rushed to
their banks demanding their money. To pay
back these deposits, banks had to recall loans
from borrowers, but they could not do so fast
enough to pay all the depositors demanding
their money. Thousands of banks failed.

Emergency Action In 1933, President Franklin
D. Roosevelt took emergency action and
declared a bank “holiday.” All banks closed
temporarily to stop the banking panic.

Congress then passed the Banking Act of 1933, which created the Federal
Deposit Insurance Corporation (FDIC) to insure deposits. This meant that even
if a bank failed, deposits would be guaranteed by the federal government.
Meanwhile, banks became extremely cautious. They made fewer loans and
kept enough cash on hand in case depositors all came at once to withdraw their
funds. Banks began to hold substantial reserves, far in excess of those required

by the Federal Reserve.

Federal Reserve Response These excess reserves concerned the Federal Reserve,
which feared that banks might distribute that money, possibly causing inflation.
In 1937, the Fed raised reserve requirements for the banks, thus lowering the
money supply to prevent inflation. Banks responded by cutting back their loans
even further to have enough cash for depositors.

This Federal Reserve policy had an unintended negative result. Banks reduced
lending, which led to a recession. Since that time the Fed has learned not to

make sharp increases in reserve requirements.

Applying Economic Ideas

1. Why did the Federal Reserve raise reserve requirements in 19372

Banking, Monetary Policy, and
the Great Depression

n 1929, the collapse of the stock market touched off a period of economic
devastation known as the Great Depression. Millions of Americans found

2. Were banks justified in holding excess reserves in the 1930s? Why or why not?
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A Countless investors lost everything in the
Crash of 1929,




Chapter

Assessment

Chapter Summary

summary of major ideas in Chapter 16 appears
below. See also the Guide to the Essentials

Key Terms

Martch the following definitions with the terms
listed below. You will not use all of the terms.

of Economics, which provides additional review and IEI
test practice of key concepts in Chapter 16. THINT inside lag HINT | tight money policy

- discount rate HINT | money creation
Section 1 The Federal Reserve System (pp. 415-418) _@ Board of Governors outside lag | HINT i

To stabilize the nation’s banking system, Congress | HINT I federal funds rate | HINT | easy money policy

created the Federal Reserve System. The Federal | HINT I excess reserves | HINT | prime rate

Reserve is made up of twelve Federal Reserve Districts |y,
and is overseen by a small but powerful Board of
Governors. As a private institution serving a public
function, the Federal Reserve is a central bank rela-
tively free from government control.

Section 2 Federal Reserve Functions (pp. 420-423)
The Federal Reserve serves the banking needs of the
government and of individual banks. It regulates the
nation’s banking system. It also monitors and regu-
lates the nation’s money supply.

Section 3 Monetary Policy Tools (pp. 425-429)
Money creation occurs through the day-to-day opera-
tions of banks. The Federal Reserve uses three tools
of monetary policy to control the amount of money
in circulation. The three tools are changing the
required reserve ratio, changing the discount rate,
and buying or selling bonds on the open marker.

Section 4 Monetary Policy and Macroeconomic
Stabilization (pp. 430-434)
The Federal Reserve enacts monetary policy to lessen
the effects of business cycles. The unpredictable
length of business cycles, however, makes it difficult
to determine when it is wise to intervene in the econ-
omy. Inside lags and outside lags make it difficult to
conduct monetary and fiscal policy.
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District

. Rate the Federal Reserve charges for loans

to commercial banks

. Process by which money enters into circu-

lation

. The seven-member board that oversees the

Federal Reserve System

. Monetary policy that reduces the money

supply

. Reserves greater than the required amounts
. The process by which banks record whose

account giVCS up money and whose account
receives money when a customer writes a

check

. The time it takes for monetary policy to

have an effect

Using Graphic Organizers

8. On a separate sheet of paper, copy the tree

map below. Complete the tree map with the
tools of monetary policy and their expected
effects on the economy.

Tools of Monetary Policy

Open market
operations

Increasing
money supply




Reviewing Main ldeas

9. What was the reasoning behind the creation of
the Federal Reserve?

10. List and describe three services the Federal
Reserve offers banks.

11. Describe the money multiplier formula in your
own words.

12. Explain the different methods the Federal
Reserve uses to change short-term interest rates
and long-term interest rates.

13. How do inside lags and outside lags affect mon-
etary policy?

14. What is the difference between easy money poli-
cies and tight money polices?

Critical Thinking

15. Analyzing Information Review the services the
Federal Reserve offers banks and the regulations
it places on banks. Which service or regulation
do you think is most important to the American
banking system?

16. Analyzing Information Why are open market oper-
ations the most commonly used actions taken by
the Fed? Whar advantages do open market opera-
tions have over other monetary policy tools?

17. Recognizing Cause and Effect If the Federal
Reserve Board were to implement an easy money
policy, what actions would it take? What would
be the expected results of this policy? Whart con-
ditions could lead the Fed to take such actions?

Problem-Solving Activity

18. Suppose the economy is experiencing a high rate
of inflation. As chair of the Federal Reserve
Board, what actions would you take to put the
economy back on track?

Economics Journal

Organizing Information Review your list of
terms and definitions. Use your list and other
information from the chapter to create a graphic
organizer summarizing the role of the Fed in the
United States economy.

Skills for Life

Recognizing Bias in Writing Review the ste

shown on page 419; then complete the followi

activity based on the passage on inflation below.

19. Who is the author of the excerpt below?

20. Is this a personal letter, diary entry, or pub
document?

21. What words does the author use to describe t
actions of Alan Greenspan?

22. Do you detect any obvious bias?

23. What economic attitudes may have influenc
the author’s opinion?

“In the late 1960s, after 20 years in which the gross
domestic product had grown 4% a year, inflation had
remained below 2%, and the Dow Jones Industrial
Average had increased fivefold, the U.S. economy began
a long slide into an economic abyss. Inflation and interest
rates shot up, stock prices stagnated, and by the late
1970s, few thought the U.S. economy could ever recover.

Today, many believe this same fate is once again
awaiting the U.S. economy. According to the pessimists,
the U.S. stock market is in a bubble that is about to burst,
and inflation is about to explode. The recent dip in the
stock market—prompted by more gloomy warnings from
Alan Greenspan—appeared to give credence to these
worrywarts. But they are wrong.”

Brian S. Wesbury, chief economist at Griffin, Kubik,
Stephens & Thompson, “Have No Fear, Inflation Isn't
Here" [Commentary], The Wall Street Journal Interactive
Edition, October 21, 1999

Progress Monitoring Online

For: Chapter 16 Self-Test Visit: PHSchool.com
Web Code: mna-6161

As a final review, take the Economics Chapter 16 Self-Tes!
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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Chapters in This Unit
17. International Trade

18. Economic Development and Transition

Y our shoes were made in Indonesia and
your backpack in China. While many
people take the global economy for granted,
when you step back to consider the entire
flow of goods, services, and money around
the world, the result is mind-boggling.

B Who made your shirt, and how much
were they paid for their labor?

B Which goods does the United States
export, and which goods are imported?

B How does international trade affect the
economy of the United States?

In this unit you’ll read about why nations
trade and actions nations take to restrict or
increase trade. Finally, you'll look at why
standards of living vary greatly from country
to country and the impact of the global econ-
omy on everyone’s future.

Choose five items you own, and identify
where they were made. Compare your list of
items and countries with that of a classmate.




n toda

Americans
other countries.
clothes from l"lll']"i and sit on furniture from
Canada. Th ;
trains or arrive at Ul’lltt’d "-ntua ports 1bua1d
huge freighters like the one vou see here.

-Go @nline

‘————FPHSchool.com

For: Current Data

Visit: PHSchool.com q
Weh Code: mng-7171 5

Economics Journal
P

Check the labels on clothing, appli-
ances, electronics, and other items
that you use every day. Then make a
list of the items and the countries in
which they were made. What does
your list suggest about the impor-
tance of international trade?




Objectives

After studying this section you will be able to:

1. Analyze the locations of resources and
evaluate the significance of these locations.

2. Explain the concepts of absolute and
comparative advantage and apply the
concept of comparative advantage to
explain why and how countries trade.

3. Analyze the impact of U.S. imports and
exports on the United States and its trading
partners.

4. Describe the effects of trade on
employment.

Section Focus

International trade is based on
resources that one country needs
and another can provide. Each

Key Terms

absolute advantage
comparative advantage
law of comparative

country in the world possesses advantage
different resources. By specializing in export
the production of certain goods and import

services, nations can use their
resources more efficiently.
Specialization and trade can benefit
all nations.

ave you logged on to a computer today?

Ridden in a car or bus? Bought a new
sweatshirt or jacket? Chances are these
items all have one thing in common.
They—or some of their components—were
likely made outside the United States.

We know that the United States produces
many products, such as jeans, machinery,
and some types of computers. We don’t,
however, produce most of the world’s video
game systems or VCRs, Why? The answer
lies with resources and their distribution.
The unequal distribution of resources
prevents countries from producing every-
thing their citizens need and want. This is
also why we trade.

Resource Distribution

As you read in Chapter 1, the resources that
are used to make goods and services are
called the factors of production. They
include natural resources (land), human
resources (labor), and capital resources.

Natural Resources

As you have read, natural resources include
those materials found in nature that people
use to make goods and provide services.

Natural resources include arable land
{land that can be farmed), mineral
deposits, oil and gas deposits, water, and
raw materials like timber.

It is easy to see why a region with
fertile soil, such as the central United
States, is likely to have an economy based
on agriculture. Similarly, you can predict
that a region with large oil and natural
gas reserves—such as Southwest Asia—is
likely to have an economy based on
income from the sale of these resources.

Natural resources, as well as climate
and location, help determine what goods
and services an economy produces. They
are not, however, the only influences.

Human Capital
You learned in Chapter 1 that human
capital is the knowledge and skills gained
by a worker through education and expe-
rience. Every job requires some human
capital. To be a surgeon you must learn
about anatomy and acquire surgical skills,
To be a taxi driver, you must know the
layout of the city streets.

How do you measure the amount of
human capital available in a country? One
measure is the literacy rate, or percentage

A Many items of
clothing are traded
internationally.
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Figure 17.1 Resource Distribution
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Total area (sq km)

India
3,287,590

Peru
1,285,220

 Arable land (sq km)
Natural resources

1,664,986

Coal, iron ore, manganese,
mica, bauxite, titanium ore,

chromite, natural gas,
diamonds, petroleum,

38,400

Copper, silver, gold,
petroleum, timber,

fish, iron ore, coal,
phosphate, potash,

United Kingdom

| 244,820
| 60,398
| Coal, petraleum,

natural gas, tin,
limestone, iron
ore, salt, clay,

| 9,629,091
| 1,740,202
| Coal, copper, lead, phosphates,

molybdenum, uranium, bauxite,
gold, iron, mercury, nickel,
potash, silver, tungsten, zinc

limestone, arable land hydropower chalk, gypsum, lead, | petroleum, natural gas, timber
silica, arable land
Population 1.1 billion | 27,949,639 59,778,002 291,765,169
_iabot loros. 298 ndlio) T i 287 ol Emlibon
Literacy rate 52% 88.3% 99% 7%
Telephones* 27 per 1,000 people 64 per 1,000 people | 585 per 1,000 people | 697 per 1,000 people
Airports 335 239 | 470 | 14,695
= LR | B | B i

Sources. CIA World Facthook \.5. Census Bureau
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These countries each possess different natural, human, and physical resources.

Specialization How do a nation’s resources determine what that nation produces?

A
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of people over 15 who can read and write.
A country with a high literacy rate is likely
to have an educated, skilled work force.

Physical Capital

Physical capital includes objects made by
men and women that are used to produce
goods and services. Examples include facto-
ries, machinery, and computers. Physical
capital also includes the public infrastruc-
ture, such as roads and bridges, that allows
raw materials and finished goods to be
manufactured and transported.

Economic Activity Patterns

Five major economic activities are
producing, exchanging, consuming, saving,
and investing. Patterns of production,
distribution, and use develop as the
economic activities become concentrated in
urban, industrial, or agricultural areas.
Geographic and human factors also influ-
ence patterns of economic activity. Ski
resorts develop in the mountains, farming
in the valleys, and mining where there are
ore deposits. Saving and investment also
follow patterns, becoming concentrated in

areas of potential growth.

International Trade

Unequal Resource Distribution

Each country in the world possesses
different types and quantites of land, labor,
and capital resources. Some of these
resources are determined by nature. Others
are not. A nation’s culture and history affect
its human and physical resources. For
example, if a nation has experienced
prolonged civil wars, it may not have been
able to develop its resources fully.

The table in Figure 17.1 provides data on
different types of resources in selected coun-
tries. You can see that the availability of
resources differs greatly from country to
country. For example, the United Kingdom
has over twice as many airports as Peru
despite its smaller land area, suggesting that
the United Kingdom has more physical
capital than Peru. Economists can confirm
this fact with additional data. As you might
expect, because countries differ in
resources, they also differ in their capacities
to produce different goods and services.

The Need for Trade

Specialization occurs when producers—
cither individuals or nations—decide to
produce only certain goods and services,



rather than producing all the goods and
services they need. Specialization is deter-
mined by a nation’s natural resources and
by its human and physical capital. For
example, the world’s wheat is grown in
regions with a cool climate. In the United
States, we grow wheat, soybeans, and other
crops for which we have appropriate soil
and climate conditions, We cannot,
however, produce diamonds or coffee.

When nations specialize in producing
only certain goods, they obtain the goods
they don’t or can’t produce through trade.
For example, Costa Rica specializes in
producing coffee and exports a large
quantity of coffee beans. The country then
uses the money it earns from coffee exports
to buy products that it does not produce.

What about a nation that enjoys an abun-
dance of resources, including a rich natural
environment, a well-educated work force,
and the latest technologies? It can, in theory,
produce almost all that it needs by itself,
without trade. If you were in charge of such
a country, would you engage in large-scale
trading? Or, would you decide to rely
mostly on your country’s own resources and
be largely self-sufficient? Although self-
sufficiency may sound appealing, it actually
is better for countries to specialize in some
products and trade for others.

Absolute and Comparative
Advantage

Trading relationships benefit countries with
abundant resources as well as countries with
few resources. To see why, you need to look
at two related concepts—absolute advan-
tage and comparative advantage.

Absolute Advantage
A person or nation has an absolute advantage
when it can produce more of a given
product using a given amount of resources.
A simple example can illustrate this idea.
Suppose that two of your friends, Carl
and Kate, want to make some extra money.
They decide to print designs on T-shirts and
make birdhouses.

Figure 17.2 Productivity per Hour

T-shirts per hour | Birdhouses per hour
Kate 6 2
Carl 1 1

oULLDIY, Kate has an absolute advantage
in producing both T-shirts and ‘& :
birdhouses.
““‘.‘.‘s Specialization In which good

should each person specialize?

As shown in Figure 17.2, Kate can
either print six T-shirts or make two
birdhouses per hour. Carl can print
one T-shirt or make one birdhouse
per hour. In other words, Kate is
more productive than Carl in making
both T-shirts and birdhouses. In
economic terms, Kate has an absolute
advantage over Carl in producing
both goods.

Suppose that each person is
initially self-sufficient. Both Kate and
Carl produce their own T-shirts and their
own birdhouses. Because Kate enjoys an
absolute advantage in both goods, should
she remain self-sufficient? Or would Kate
be better off if she specialized in either T-
shirts or birdhouses? What should Carl
produce—T-shirts, birdhouses, or both?

Countries have to face the same sorts of
questions as individuals. Should a wealthy
country with many resources be self-suffi-
cient, or should it specialize in a few
products and trade for the goods it doesn’t
produce? How does a poorer nation decide
what to produce? The answer to these ques-
tions lies with the concept of comparative
advantage.

Comparative Advantage

Early in the nineteenth century, British polit-
ical economist David Ricardo argued that
the key to determining which country
should produce which goods is opportunity
cost. Remember that the opportunity cost is

absolute advantage

;s = the ability to produce
what you give up in order to produce a more of a given product
certain product. The nation that has the | using a given amount of
lower opportunity cost in producing a | resources
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Kate gives up three
T-shirts for each
birdhouse she
produces. Carl gives
up only one T-shirt
for each birdhouse
he produces.
Opportunity Costs
What are Kate and
Carl’s opportunity
costs for T-shirts
and birdhouses?

comparative advantage
the ability to produce a
product most efficiently
given all the other
products that could be
produced

law of comparative
advantage the idea that
a nation is better off
when it produces goods
and services for which
it has a comparative
advantage
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Figure 17.3 Opportunity Costs for Kate

and Carl
Opportunity cost Opportunity cost
of a T-shirt of a birdhouse
Kate + hirdhouse 3 T-shirts
Carl 1 birdhouse 1T-shint

certain good has a comparative advantage in
producing that good. A country has a
comparative advantage in the product that it
can produce most efficiently given all the
products it could choose to produce. It is the
nation with the comparative advantage—
not necessarily the absolute advantage—that
should specialize in producing that good.

According to the law of comparative
advantage, a nation is better off when it
produces goods and services for which it
has a comparative advantage. Each
nation can then use the money it earns
selling those goods to buy other goods
that it cannot produce as efficiently. We
can use the example of Kate and Carl to
illustrate the benefits from trade that is
based on comparative advantage.

The Importance of Opportunity Cost

To determine comparative advantage in the
example involving Kate and Carl, you need
to look at the opportunity costs of
producing T-shirts and birdhouses.

e Kate's opportunity costs In an hour,
Kate can make either six T-shirts or two
birdhouses. She therefore sacrifices three
T-shirts for every birdhouse she produces.
In other words, the opportunity cost of a
birdhouse is the three T-shirts she could
have produced instead. Conversely, the
opportunity cost of a T-shirt is one third
of a birdhouse.

o Carl’s opportunity costs Carl sacrifices
only one T-shirt for every birdhouse. His
opportunity cost for a birdhouse is the
one T-shirt that he could have produced
instead.

As you have read, each person should
produce the good for which he or she has a

International Trade

comparative advantage—that is, a lower
opportunity cost than another person.
Carl’s opportunity cost for producing a
birdhouse {one T-shirt) is lower than Kate’s
(three T-shirts), so it is sensible for Carl to
produce birdhouses. Kate’s opportunity
cost for producing a T-shirt (one third of a
birdhouse) is lower than Carl’s (one bird-
house), so Kate should produce T-shirts.

Why is it sensible for Carl to specialize in
birdhouses? Although Kate has an absolute
advantage in making birdhouses, Carl has a
comparative advantage in birdhouses
because he has a lower opportunity cost.
Remember that in order to make a bird-
house, Kate has to give up three T-shirts. In
order to make a birdhouse, Carl has to give
up only one T-shirt.

Benefits for Trading Partners

As you might remember from trading
baseball cards or small toys when vou were
younger, trade usually involves bargaining.
Each side tries to make the best deal it can.
In a modern economy, we don’t exchange
goods directly—we use money. The main
principle, however, remains the same: both
sides agree on a price that benefits both.

When Kate wants a birdhouse, she can
cither produce it herself or produce some
shirts and trade some of them for a bird-
house made by Carl. Suppose Kate and Carl
agree to trade two T-shirts for one bird-
house. In this case, Kate will be better off
producing T-shirts and trading for a bird-
house. That’s because in the time she could
have taken to produce her own birdhouse,
Kate can produce three T-shirts. Once she
pays Carl two T-shirts to get a birdhouse,
she will still have one T-shirt left over. In
other words, trade makes her better off by
one T-shirt. (See Figure 17.4.)

When Carl wants two more T-shirts, he
can either make them himself, or make
some birdhouses and trade some of them
for shirts made by Kate. If Kate and Carl
agree to trade one birdhouse for two
T-shirts, Carl will be better off producing
birdhouses and trading for shirts. In the
time he could have taken to produce two
T-shirts for himself, he can produce two



birdhouses. Once he pays one birdhouse to
Kate to get two T-shirts, he will still have
one birdhouse left over. Trade makes him
better off by one birdhouse.

Kate and Carl both benefit from trade.
Each person specializes in the production of
the good for which he or she has a compar-
ative advantage, and then trades for the
other good. The same is true with nations—
both sides benefit from trade.

Comparative Advantage and Trade

The lessons from this example apply to
trade between nations. According to
Ricardo, the nation that has the lower
opportunity cost in producing a good has
a comparative advantage in producing that
good. Remember that comparative advan-
tage is the ability of one nation to produce
a good at a lower opportunity cost than
that of another nation. It is the nation with
the comparative advantage—not necessarily
the absolute advantage—that should
specialize in producing that good.

Suppose two countries, A and B, produce
bananas and sugar. If A must sacrifice 2 tons
of sugar to produce a ton of bananas, the
opportunity cost of a ton of bananas is 2
tons of sugar. If the opportunity cost of a ton
of bananas in B is 3 tons of sugar, A has a
comparative advantage in producing
bananas. That’s because A’s opportunity cost
{2 tons of sugar) is lower than B’ (3 tons of
sugar). If A specializes in producing bananas,
it could use the money earned from selling
bananas to buy other goods and services.

International trade leads to greater inter-
dependence. When countries are interde-
pendent, events in one country’s economy
influence the other economies as well.
Mexico and the United States have become
more interdependent since 1994.

The United States and Trade

The United States enjoys a comparative
advantage in producing many goods and
services. What, then, is its position as an

Figure 17.4 Benefits From Specialization and Trade for Carl and Kate

X

Net Effect

Specialization Trade

T

Carl specializes, Carl trades 1 birdhouse for Net effect is same | Kate specializes, Kate trades 2 T-shirts for
switching 2 hours 2 T-shirts. number of T-shirts | switching one 1 birdhouse.

from T-shirt and 1 more half-hour from

production to hirdhouse. birdhouse

birdhouse production to

production. T-shirt production.

® l.I..I)m‘,

both better off trading?

Kate and Carl both benefit from specialization and trade.
Trade What is the net effect of trade for Kate and Carl? Why are they

Net effect is the
same number of
birdhouses and

1 more T-shirt.
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Figure 17.5 Major U.S. Imports and Expaorts, 2004 |

Imports
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Industrial supplies
and I

C goods
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parts and
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Industrial supplies

and materials
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Food, feeds, and beverages
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largest exporter. Trade Judging from these graphs, does
the United States export more than it imports or import
more than it exports? Explain.

'/

ronee

The United States is both the world's largestimporter and its

export a good that is
sent to another country
for sale

import a good that is
brought in from anather
country for sale

importer and exporter on the world
market? In the language of international
trade, an export is a good sent to another
country for sale. An import is a good
brought in from another country for sale.

As you can see from the map on page 5435
of the Darabank, the main U.S. trading
partners are Canada, Mexico, Japan, and
China. Trade with China has grown
tremendously in recent years.
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The United States as an Exporter

The United States is the world’s leading
exporter, followed by Germany and Japan.
One reason for the success of the United
States as an exporter is the wide range of its
exports, from telecommunications equip-
ment to soybeans. Another reason is that
the United States has a commanding lead in
manufacturing such products as computer
software, medical equipment, and other
advanced technology.

The United States is also in a good
position to benefit from increased trade in
services. Goods make up the bulk of inter-
national trade, but services are also traded
on the world market. These include
education, information services, computer
and data processing, financial services,
and medical care. Exports of services have
grown rapidly over the last decade. The
United States is the world’s top exporter
of services, so it stands to gain signifi-
cantly from this trend.

The United States as an Importer

Besides being the world’s largest exporter,
the United States is also the world’s top
importer, and by a significant amount. The
United States imports nearly $1.4 trillion in
goods and services, or 17.3 percent of the
world’s total, That amount exceeds total
imports for Germany and Japan combined,
the world’s largest importers after the
United States.

The Effects of Trade
on Employment

Trade allows nations to specialize in
producing a limited number of goods while
consuming a greater variety of goods.
However, specialization can also dramati-
cally change a nation’s employment patterns.

Specialization and Employment

To help you better understand the effects of
international trade on employment, think
back to the example of Kate and Carl. As
you have read, Kate can make six T-shirts
or two birdhouses by herself in an hour.
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Suppose she hires Ari to help her build bird-
houses. She later realizes that she should
specialize only in T-shirts since that is where
her comparative advantage lies. She no
longer needs Ari to help her. Unfortunately,
Ari’s only skill is making birdhouses.

Ari now faces three possibilities: unem-
ployment, retraining, or relocating to a part
of the country where his skills are in
demand. Ari may be able to find a training
program and learn to make T-shirts or
another product. He might even find himself
better off than he was making birdhouses.

If Ari relocates, he may or may not be
better off. How well he does depends on
housing prices, the quality of his new neigh-
borhood, the impact on his family, and a
variety of other factors.

Government assistance is often available
to help retrain laid-off workers for new jobs
or to help them relocate to fit shifts in
employment patterns. However, especially
in the case of older workers or workers with
families, retraining or relocation is not an
easy (or sometimes not a possible) option.
Some workers may become unemployed or
be forced to take lower-paying jobs.

Specialization and
Employment in
the United States
In the United States, signifi-
cant changes in employment
patterns have occurred in
the past two decades as a
result of specialization and
international trade. For
example, during the 1970s,
specialization, new tech-
nologies like robotics, and
high  productivity gave
Japan a comparative advantage in
producing automobiles. As a result,
Japanese cars became less expensive than
many comparable American-made cars. As
more consumers bought Japanese cars,
many American workers lost jobs in auto-
mobile-producing centers such as Detroit.
Many other shifts in employment have
also taken place in the United States in
recent decades as a result of world trade
and other factors. The overall result has
been a shift in population from the manu-
facturing states of the Midwest to the
Sunbelt states of the South and Southwest.

A Workers who lose
their jobs can often
learn new skills.
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6. Try This Make a Productivity Table for yourself and a

friend using the table on page 443 as a model. Choose

1. How do nations obtain goods and services for which
they lack adequate resources?

HINT | 2. Susan grows coffee in a North Dakota greenhouse under
sunlamps. Growing coffee this way takes a lot of effort
and money. She also grows sunflowers, which are easy
to grow in the dry climate in which she lives. In which

crop does she probably have a comparative advantage?
. Why is a nation with abundant resources better off

trading than being self-sufficient?
HINT I 4. Specialization and trade can result in shifting employ-

ment patterns. {a) What possibilities are available to
people who lose their jobs due to changes in employ-
ment patterns? (b) What are the advantages and disad-
vantages of each possibility?

HINT

Applying Economic Concepts

5. Critical Thinking Suppose a nation has a great deal of
human capital but few natural resources. In what kinds
of products might it specialize?

your own goods and estimate production times. Then
decide where you and your friend have a comparative
advantage.

1. Using the Databank Turn to the map showing United
States trading partners on page 545. Considering
geographical location and resources, give reasons to
explain why the countries shown are major U.S. trading
partners.
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Creating a Multimedia Presentation

ultimedia presentations communicate information in a variety of

forms, both audio and visual. The preproduction, or planning, stage of
a presentation requires a considerable amount of work if the production
stage and final product are to go well. During the preproduction stage, the
producer drafts an outline and script, decides what media to use and
where, arranges interviews or photography sessions, selects images, and

chooses music.

Suppose that you have been assigned to produce a multimedia presen-

tation on how the global economy affects the lives of people in your region.
Use the following steps and a copy of the preproduction topic analysis
sheet below to prepare your presentation.

1. Plan your content. Select a topic for 2. Plan a script. You must decide whether
your presentation. {(a) What possible to use a running commentary by a
topics might you focus on? (b) How single narrator, comments by several
could you break up your presenta- interviewees, or a combination.
tion into different segments? (¢) How {a) What are the advantages and dis-
do these segments connect with one advantages of using a single narrator?

another?

PREPRODUCTION TOPIC ANALYSIS SHEET
Assignment: The impact of the global economy
on the local community

Possible topics:
1

3

My choice:

Sources for topic information:
Intended audience:

Information to be presented:

Segment description and sequence:
1.

3

Mood:

Type of narration:

Graphics/illustrations, interviews, music
Segment #1

Segment #2

Segment #3

{b) Which script style do you feel
would be most appropriate for a pre-
sentation on the local impact of the
global economy, and why?

Make a list of images, interviews, and
music. The images you choose will
help viewers visualize your message.
{a) What images would fit the
content and mood of each segment?
{b) Which people could you inter-
view? (c) What pieces or types of
music would best enhance the mood
of your presentation?

Additional Practice

Suppose that you are planning a
multimedia presentation on some
aspect of life at your school.
Prepare a preproduction chart
like the one shown here for your
presentation.
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Trade Barriers and
Agreements

Objectives
After studying this section you will be able to:
1. Define various types of trade barriers.

2. Compare the effects of free trade and trade
barriers on economic activities.

3. Understand arguments in favor of
protectionism.

4. Evaluate the benefits and costs of
participation in international trade
agreements.

5. Explain the role of multinationals in the
global market.

Section Focus Key Terms

The free exchange of goods trade barrier

can be restricted by barriers import quota

to trade, such as tariffs, voluntary export

guotas, and voluntary export restraint

restraints. International {VER)

trade agreements and customs duty

organizations work to tariff

reduce trade barriers. trade war
protectionism
infant industry

international free
trade agreement

World Trade
Organization
(WTO0)

European Union
(EU)

euro

free-trade zone

NAFTA

Sc) far, our discussion of trade has
assumed that international trade is not
subject to government regulations. Many
people, however, argue that governments
should regulate trade in order to protect
certain industries and jobs from foreign
competition.

Trade Barriers

Most countries have some form of trade
barriers that hinder free trade. A trade barrier,
or trade restriction, is a means of preventing
a foreign product or service from freely
entering a nation’s territory. Trade barriers
take three common forms: import quotas,
voluntary export restraints, and tariffs.

Import Quotas

An import quota is a limit on the amount of a
good that can be imported. For example, the
United States limits the annual amount of
raw (unprocessed) cotton coming into the
country from other nations. Quotas limit
India and Pakistan to 908,764 kilograms of
cotton, China to 621,780 kilograms, and
Egypt and Sudan to 355,532 kilograms. The
United States will accept no more than these

amounts of cotton from these countries.
Other nations that produce cotton must also
observe quotas of various amounts.

Voluntary Export Restraints

An import quota is a law. A veluntary export
restraint (VER) is a self-imposed limitation on
the number of products that are shipped to
a particular country. Under a voluntary
export restraint, a country voluntarily
decreases its exports in an attempt to

trade barrier 3 means
of preventing a foreign
product or service from
freely entering a
nation’s territory

import quota a limit on
the amount of a good
that can be imported

voluntary export
restraint (VER) a self-
imposed limitation on
the number of products
shipped to a particular
country

4 The cotton used
to make much of the
clothing Americans
wear is subject to
import quotas.
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customs duty & tax on
certain items
purchased abroad

tariff a tax on imported
goods
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Figure 17.6 Average Tariff Rates, 19002005
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Trade What has been the overall trend in the use of tariffs as trade barriers?
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reduce the chances that the importing
country will set up trade barriers.

Tariffs

If you have traveled to a foreign country,
you might have had to pay a tax called a
customs duty on certain items you purchased
abroad. You might also have seen “duty
free™ stores at international borders and
airports selling luxury items like perfume
and chocolate. Countries have agreed that
items purchased in these shops will be free
of customs duty.

Customs duty is one kind of tariff, or tax
on imported goods. As you read in Chapter
14, both individuals and businesses have
to pay tariffs. For example, the United
States collects tariffs on steel, foreign-made
cars, and many other products that are
brought into the country. As you can see
from Figure 17.6, however, tariffs have
become far less important sources of
government revenue than they were in the
late 1800s and early 1900s.

Other Barriers to Trade

Governments sometimes use less formal
methods to limit imports. For example,
sometimes a government will require
foreign companies to obtain a license to sell

International Trade

goods in that country. High licensing fees
or slow licensing processes act as informal
trade barriers.

Health and safety regulations and
requirements are often used by govern-
ments as subtle trade barriers, For
example, suppose a nation treats the fruit it
grows with an insecticide that is widely
accepted in its own country. Another
nation that wants to discourage imports of
this product might ban any fruit treated
with that insecticide. The importing nation
hopes that it will be too troublesome for
potential sellers to meet this condition. In
this way, imports will be sharply reduced
or climinated.

Effects of Trade Barriers

Trade barriers have a number of effects,
some negative and some positive. Simply
put, trade barriers limit supply. You will
recall that the United States limits cotton
imports through import quotas. These
quotas ensure that the United States manu-
facturers of jeans and other cotton clothing
will probably not be able to meet their
needs for cotron with imported cotton
alone. Instead, clothing manufacturers will
have to buy some cotton grown in the



United States to make up their shortfall. In
this way, American cotton growers benefit
from quotas on cotton.

Increased Prices for Foreign Goods
Although producers of many products may
benefit from trade barriers, consumers can
lose out. That’s because trade barriers
result in higher prices. For example,
suppose the market price of an imported
car is $20,000. The United States wants to
use a tariff to restrict the number of
imported cars coming into the country. The
United States government thus places a 10
percent tariff on all foreign-auto imports.
With this tariff, the price of the $20,000
imported car now rises to $22,000.

As a result of this price increase,
American car makers can compete more
casily in the market. American manufac-
turers and workers therefore benefit
through increased sales. On the other hand,
consumers must now pay higher prices for
foreign-made cars. In addition, American
manufacturers lose the economic incentive
to become more efficient and produce their
cars less expensively.

Trade Wars

Escalating economic conflict is another
possible outcome of trade barriers. When
one country restricts imports, its trading
partner may impose its own restrictions
against that country. Such a cycle of increasing
trade barriers is known as a trade war.

Trade wars often lead to a substantial
decrease in trade for both countries. As you
read in Section 1, trade benefits both trading
partners. Conversely, a decrease in trade
hurts both trading partners.

Perhaps the largest and most dangerous
trade war in United States history was
launched by the Smoot-Hawley rariff in
1930, This tariff raised the average tariff on
all products to 50 percent. When the federal
government passed this law, the economy
had begun to slide into a depression.
Consumers were spending less, and many
workers had lost their jobs. Congress hoped
the tariff would protect American workers
from foreign competition.

Other countries responded by raising
tariffs against American-made goods. The
trade war that resulted decreased interna-
tional trade and deepened the worldwide
depression of the 1930s. Most economists
blame the Smoot-Hawley tariff for
increasing American unemployment. The
trade war had closed foreign markets to
American goods and reduced world-wide
demand for all goods.

Trade wars still break out between the
United States and other countries, but most
disputes center on a few products instead of
all imports. Recent conflicts include the Beef
War of 1999 and the Steel Tariff of 2002.

European countries launched the Beef
War by banning the import of American
beef from cows raised with hormones. The
United States responded by imposing tariffs
on European clothing and specific foods,
including certain cheeses, meats, and
mustards.

The Steel Tariff dispute began when the
United States introduced temporary tariffs
on imported steel to help
American  steel  producers
recover from bankruptey. Angry
European nations sued and
threatened to retaliate. An inter-
national panel (see page 454)
ruled these tariffs illegal in 2003.

trade war a cycle of
increasing trade
restrictions

<« Trade wars have

at times resulted in
increased prices for

some imported

foods such as this

mustard from
France.
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protectionism the use
of trade barriers to
protect a nation’s
industries from fareign
competition

infant industry & new
industry

Arguments for Protectionism

Why does a country impose trade barriers?
There are three main arguments that
support protectionism, the use of trade
barriers to protect industries from foreign
competition. These include protecting
workers’ jobs, protecting infant industries,
and safeguarding national security.

Protecting Jobs

One argument for protectionism is that it
shelters workers in industries that would
be hurt by foreign competition. This
reasoning led to the Smoot-Hawley tariff
in 1930. For example, suppose that
nations in East Asia have a comparative
advantage in producing textiles. If the
United States reduced existing tariffs on
textile imports, domestic manufacturers
may not be able to compete with East
Asian imports. They would have to close
their factories and lay off workers.

In an ideal world, the laid-off workers
would take new jobs in other industries. In
practice, however, as you read in Section 1,
retraining and relocation can be difficult.
Many workers do not have the skills to
work in other industries, and obtaining
such skills takes time and money.

In addition, industry and political
leaders often do not want to shut down

“&» Global Connections

Frankenstein Food? When free trade and the warries of the
everyday consumer conflict, trade wars may result. Companies in the United
States have developed genetically modified (GM) crops to be hardier, more nutri-
tious, and more resistant to pests than unmodified crops. Today, much of the
grain used to feed American livestock and bake bread comes from GM plants.

Many European

s and gover ts strongly oppose genetically

modified crops, known in Britain as "Frankenstein Food.” European regulators
banned GM crops for five years on the grounds that they were unsafe to eat,
although they lacked scientific evidence for this claim. The ban prevents
American farmers from selling grain to Europe. In addition, American businesses
can not sell GM seeds to farmers in other countries that export crops to
Europe. Many people argue that the ban is an illegal tactic to protect European
farmers from competition. In 2003, the United States sued the European Union
to end the ban. Who are the winners and losers in a trade war?
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existing industries and lose jobs in their
home regions. For example, the textile
industry is heavily concentrated in the
southeastern United States. Politicians and
industry leaders from the Southeast might
try to keep textile tariffs in place to prevent
loss of jobs and business.

Protecting Infant Industries

Suppose you are learning a new skill, such
as playing ping-pong. At first you find it
difficult to hit the ball, but as you play
more your skills improve. This process is
called “learning by doing.”

Similarly, new industries need time and
practice to become efficient producers.
Tariffs and other protectionist policies are
often defended on the grounds that they
protect new industries in the early stages of
their development. A new industry is often
called an infant industry.

A rtariff shields a young industry from
the competition of its more mature rivals.
After the infant industry grows up—that is,
acquires the ability to produce goods effi-
ciently and at a competitive price—the
tariff can be eliminated because the
industry is able to compete.

Two main difficulties arise, however.
First, a protected infant industry lacks the
incentive to become more efficient and
competitive. Second, once an industry is
given tariff protection, it is difficult to take
the protection away. In other words, the
infant may never “grow up.”

Safeguarding National Security
Certain industries may require protection
from competition because their products
are essential to defending the country. In
the event of a war, the United States would
need steel and other products from heavy
industries. It would also need industries
that provide energy and advanced tech-
nologies. For this reason, the government
wants to ensure that these industries
remain active in the United States.

Even supporters of free trade agree that
some industries need to be protected—or at
least receive government financial help—so




Protectingy’)
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and national security.

Protectionists argue in favor of trade barriers based on protecting infant industries, jobs,

Competition How does protectionism reduce foreign competition?

g

that the United States will not have to
depend on other nations during a crisis.
Free trade supporters argue, however, that
certain industries claim trade protection
when in fact their products are not essential
to national security at all.

International Agreements

Recent trends favor lowering trade barriers
and increasing trade. Many people argue
that free trade is the best way to pursue
comparative advantage, raise living stan-
dards, and further international peace.

To increase free trade, a number of
international free trade agreements have
developed. An international free trade
agreement results  from cooperation
between at least two countries to reduce
trade barriers and tariffs and to trade
with each other.

The Reciprocal Trade Agreement Act
Today’s free trade movement began in the
1930s when the United States began to
promote international trade, which had
declined due to tariffs and depression. The
Reciprocal Trade Agreements Act of 1934
gave the president the power to reduce
tariffs by as much as 50 percent.

The Act also allowed Congress to grant
most-favored-nation (MFN) status to U.S.

trading partners. Today, MFN status is
called normal trade relations status, or
NTR. A country with NTR status pays the
same tariffs as those paid by all NTR
parmers. Therefore, if the United States
lowers the tariff on imported rice from 25
percent to 15 percent for one NTR nation,
all other NTR nations automatically receive
the reduction. (Non-NTR nations may still
be taxed at the higher rate, however.)

The World Trade Organization

In 1948, GATT, the General Agreement
on Tariffs and Trade, was established to
reduce tariffs and expand world trade.
The World Trade Organization (WT0) was
founded in 1995 to ensure compliance
with GATT, to negotiate new trade agree-
ments, and to resolve trade disputes.
Various conferences, or rounds, of tariff
negotiations have advanced the goals
of GATT and the WTO. For example,
the Uruguay round of negotiations,
completed in 1994, decreased average
global tariffs by about a third. From 1930
to 1993, the average tariff in the United
States dropped from about 59 percent to
about 5 percent.

The World Trade Organization also acts
as a referee, enforcing the rules agreed
upon by the member countries. For
example, when the Beef war erupted
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international free
trade agreement
agreement that results
from cooperation
between at least two
countries to reduce
trade barriers and
tariffs and to trade with
each other

World Trade
Organization (WTO)

a worldwide
organization whose
goal is freer global
trade and lower tariffs
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European Union (EU)
a regional trade
organization made up
of European nations

euro a single currency
that replaces individual
currencies among
meambers of the
European Union

free-trade zone a
region where a group
of countries agrees to
reduce or eliminate
trade barriers

NAFTA agreement that
will eliminate alf tariffs
and other trade barriers
between Canada,
Mexica, and the United
States

between the United States and the
European Union, the case was brought
before the WTO. The WTO allowed the
United States tariffs to remain in effect. In
2003, the WTO ruled against the United
States in the case of the steel tariffs.

The European Union

In recent years, many countries have formed
customs unions—agreements that abolish
tariffs and trade restrictions among union
members, and that adopt uniform tariffs for
nonmembers. The most successful example
is the European Union (EU).

The European Union as we know it today
developed slowly over time. In 1957, six
western European nations set up the
Common Market to coordinate economic
and trade policies. In the years that followed,
additional European nations joined the
Common Market. In 1986, member nations
agreed to eliminate tariffs on one another’s
exports. They thereby created a single

market, called the European

FAST FACT

Economic Community (EEC).
The development of the EU

Europe and the United States
account for 55 percent of world
trade, 60 percent of trade in services,
and 80 percent of warld weafth.

illustrates how the global
economy and free trade can
change the role of international
political borders and territorial

sovereignty. In 1993, the

¥ NAFTA has resulted in increased
trade across the Rio Grande.
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European Economic Community nations
formed the European Union. The EU has a
parliament and a council in which all
member nations are represented. It also has
its own flag, its own anthem, and celebrates
Europe Day on May 9. Most EU citizens can
cross borders freely and work in other EU
countries. In early 2002, twelve member
nations replaced their individual currencies
with a single currency called the euro.

NAFTA
In other parts of the world, countries have
developed free-trade zones, or regions where
a group of countries agrees to reduce or
climinate trade barriers. NAFTA (the North
American Free Trade Agreement) will elim-
inate all rariffs and other trade barriers
between Canada, Mexico, and the United
States by 2009. The resulting free-trade
zone is the largest in the world.

Key NAFTA provisions include the
following:

1. Tariffs on all farm products and on some
10,000 other goods are to be eliminated
over 15 years.

2. Automobile tariffs are to be phased out
over 10 years.

3. Special judges have authority to resolve
trade disputes.

4. The agreement cannot be used to
override national and state environ-
mental, health, or safety laws.

5. Trucks are to have free access across
borders and throughout the three mem-
ber countries.

Before the agreement was signed, the
NAFTA measure aroused a great deal of
controversy in the United States. NAFTA
opponents worried that American facto-
ries would relocate to Mexico, where
wages were lower and government regula-
tions, such as environmental controls,
were less strict. The result would be a loss
of jobs in the United States. Supporters of
NAFTA claimed that the measure would
instead create more jobs in the United
States as a result of increased exports to
Mexico and Canada.
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The United States Senate ratified NAFTA
on January 1, 1994, after a bruising
Congressional battle, In 1997, the govern-
ment’s first study of NAFTA revealed that
while some jobs had been created, an almost
equal number had been eliminated. At the
same time, trade between the United States,
Canada, and Mexico increased significantly.
From 1993 to 2002, United States exports to
Mexico increased from $41 billion to $98
billion. Imports from Mexico to the United
States more than tripled, from $40 billion to
$135 billion. To the north, United States
exports to Canada during that time
increased by one half, from $100 billion to
$161 billion. Imports nearly doubled from
$111 billion in 1994 to $211 billion in 2002.

Today, the United States government is
working to negotiate trade agreements
with other countries, including Chile and
Singapore. In 2002, Congress granted the

Many countries are members of major regional trade organizations.
Trade What is the purpose of these organizations?

president “fast track”™ authority to draft
trade agreements with minimal interference
from Congress.

Other Regional Trade Agreements
Throughout the world, many countries
have entered into other regional trade
agreements. In fact, about 100 regional
trading organizations operate in the world
today. The largest of these organizations
include the following.

e APEC The Asia-Pacific Economic Coop-
eration includes countries that lie along
the Pacific Rim, including the United
States, Mexico, and Canada. These
nations have signed a nonbinding agree-
ment to reduce trade barriers among
their nations.

s MERCOSUR The Southern Common
Market is similar to the European Union

PACIFIC
OCEAN
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| HINT | 3. What are the advantages and disadvantages of
protecting an infant industry?

@ 4, Describe the three arguments in favor of protectionism.

HINT | 5 Choose one of the trade organizations or agreements

THE WALL STREET JOURNAL.

CLASSROOM EDITION

In the News Read mare about

the impact of internation trade in “The
Shrinking of the ‘Big Three’,” an article
inThe Wall Street Journal Classroom
Edition.
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The W;:H Street Journal
Classroom Edition

For: Current Events

Visit: PHSchool.com
Web Code: mnc-7172

in its goals. Its members are
Brazil, Argentina, Paraguay,
and Uruguay.

s CARICOM The Carib-
bean  Community  and
Common Market includes
countries from South
America and the Caribbean.

The Role of
Multinationals

Multinational corporations
(MNCs) also contribute to
international trade. As you
read in Chapter 8, a multina-

tional is a large corporation that sells goods

and services throughout the world. For
example, an automobile company might
design its cars in the United States. The
same company might import parts from
Asia and assemble its cars in Canada and
Mexico. As a result, although you might
purchase the automobile from a company
based in the United States, it is not a purely
domestic product.

Many goods besides cars are produced
globally. Some brands of athletic shoes are

designed in the United States but are
produced in East Asia. Some personal
computers are designed in the United States
and assembled abroad with parts and
components from the United States.

The decision to build production facili-
ties in a foreign country benefits both the
multinational corporation and the host
nation. By locating abroad, the corporation
avoids some shipping fees and tariffs, It
may also benefit from cheaper labor in
much of Asia and Latin America. The host
nation benefits by gaining jobs and tax
revenue on the corporation’s income,
profits, and property.

On the other hand, host nations worry
about the effect of multinationals on their
countries. Multinationals in a small
country with a less developed economy
could gain excessive political power. In
addition, host nations are concerned that
multinationals could replace the host
country’s domestic industries and exploit
their workers. In order to address these
concerns, nations have instituted rules that
require multinationals to export a certain
percentage of their products. Host nations
hope that such requirements will help
protect their domestic industries.

Key Terms and Main Ideas

1. Describe the similarities and differences among the
following barriers to free trade: import quotas, voluntary
export restraints (VERs), and tariffs.

HINT i 2. Explain the effects of trade barriers on manufacturers,

workers, and consumers.

HINT

described in the section and explain its purpose.

Applying Economic Concepts

6. You Decide Suppose thatyou were in charge of trade
policy in the United States. Would you recommend that
the United States increase or decrease trade barriers on
video game systems? Explain your answer.
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1. Problem Solving Suppose that a company called
NewMovies, Inc., located in Country X, has decided to
produce and distribute movies. NewMoavies, Inc., would
like the government of Country X to impose a tariff on
foreign-made movies. Why?

8. Critical Thinking \What are the advantages of

international trade agreements? What might be some
disadvantages?
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Carla Anderson Hills

Although a strong believer in free trade, U.S. Trade Representative
Carla Anderson Hills was not afraid to use tariffs and quotas as
tools to pry open foreign markets. Her approach to eliminating over-
seas barriers to American trade earned ber the nickname “the Velvet

Crowbar.”

An Advocate for Free Trade
“The case for free trade does not easily fit
on a bumper sticker,” Carla Anderson
Hills observes. Free trade, she says, results
in a stronger economy with more
innovation and technological development.

As US. Trade Representative from 1989
to 1993, Hills was charged with carrying
out U.S. trade policy. She earned a
reputation as a tough advocate for U.S.
rights in world trade. “With less than §
percent of the world’s population, we
produce more than 20 percent of the
world’s output,” Hills asserts. “We need
access to foreign markets to sell the goods
we produce.”

From Law to International Trade
After graduating from Stanford University,
Hills earned a law degree from Yale in
1958. She joined her husband and three
other attorneys to found their own law
firm in 1962. In 1974, she left California
to work in the Justice Department.

In 1975, President Gerald Ford named
Hills Secretary of Housing and Urban
Development. After Jimmy Carter became
president, Hills returned to the private
practice of law, where she remained until

Economist

{b. 1934)

President George Bush appointed her U.S.
Trade Representative in 1989. Today her
firm, Hills & Company, provides advice on
trade to U.S. businesses.

The Velvet Crowbar
Hills deseribed her negotiating approach
as “a handshake wherever possible [and] a
crowbar where necessary.” To open the
Japanese market to U.S. electronic and
wood products, Hills threatened U.S.
retaliation against Japanese goods. She
said, “I'll never say I'm satisfied until their
market is as open to our entrepreneurs as
ours is to theirs.”

In 1992, Hills threatened to pull the
United States out of global trade talks
unless the European Union agreed to cut
government subsidies to its farmers. When
France resisted, she slapped a 200 percent
tariff on French wine and farm products.

In general, however, Hills opposes this
kind of trade protection. She labels it “the
worst possible policy option to deal with
jobs thought to be lost to foreign
competition, because in the long run it will
cost more jobs by making our companies
less competitive.”

CHECK FOR UNDERSTANDING

1. Source Reading Explain the
reasoning in the following Hills state-
ment: “Itis in our interest to persuade
our trading partners to lower their bar-
riers. That is particularly true with
respect to nations of Asia and Latin
America, the two fastest-growing
regions in the world.”

2. Critical Thinking As U.S. trade
representative, why would Hills have
opposed European governments
who provided subsidies to European
farmers?

3. Decision Making Some oppo-
nents of free trade contend that it
costs American workers jobs. If you
were the U.S. Trade Representative,
waould you try to protect American
companies from foreign competition?

[Pet -
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Objectives

After studying this section you will be able to:

1. Analyze how changes in exchange rates of
world currencies affect international trade.

2. Describe the effect of various exchange
rate systems.

3. Analyze the effects of changes in exchange
rates on the balance of trade.

Section Focus

International trade is complicated
by the fact that different nations
have different currencies.
Countries pay for imports in their
own currencies and receive
foreign currency for exports. If a
nation imports more than it

Measuring Trade

Key Terms

exchange rate

appreciation

depreciation

foreign exchange market
fixed exchange-rate system
flexible exchange-rate system
trade surplus

exports, or vice versa, a trade
imbalance is created.

trade deficit
balance of trade

exchange rate the
value of a foreign
nation’s eurrency in
terms af the hame
nation’s currency

V¥ Tourists can
exchange their
currency for that of
the country they are
visiting at currency
exchange outlets or
centers.
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H ave you ever traveled to a foreign
country? If so, you may have been
unable to purchase goods in that country
using U.S. dollars. Similarly, tourists
buying goods in the United States need to
exchange their home country’s money for
U.S. dollars. In order for foreign visitors to
buy something in another country, they
usually must obtain that country’s currency
before making any purchases.

Exchange Rates

International trade takes place whenever a
good or service is produced in one country
and sold in another. Trade
between countries is more
complex than buying and
selling within the same
country because of the
world’s many currencies and
their changing values.

Foreign Exchange

If you want to buy a news-
paper in Beijing, you will
need to change your
American dollars for Chinese
renminbi. If a Mexican
visitor to New York wants to
buy lunch, she must change
her pesos to dollars.

International Trade

Changing money from one currency to
another is not a simple martter of exchang-
ing, say, one peso for one American
dollar. A dollar might be worth 11
pesos—or 104 Japanese yen, or 8
Chinese renminbi.

The value of a foreign nation’s currency
in relation to your own currency is called
the foreign exchange rate, or simply the
exchange rate. The exchange rate enables
you to convert prices in one currency to
prices in another currency.

Reading an Exchange Rate Table
Exchange rates are listed on the Internet
and in many major newspapers. Figure
17.8 shows a table of sample exchange
rates. If you read down the first column, for
example, you will see that one U.S. dollar
can be exchanged for about one-and-a-
quarter (1.28) Australian dollars, for a bit
less than one euro (0.772), and so forth.

It is important to realize that these rates
are what one U.S. dollar is worth on one
particular day. Exchange rates go up and
down daily.

Determing the Rate of Exchange

The following example will help you calcu-
late exchange rates. Suppose your family is
planning a trip to Mexico this summer and
wants to determine the cost of staying in a



Figure 17.8 Foreign Exchange Rates

Us.§ Aust$ UK. £ Canadian § ¥en €uro Mexican peso | Chinese renminbi
us.s 1 0.781 1.906 0.804 0.0096 1.296 0.0914 0121
Australian § 1.281 1 2.442 1.03 0.0122 1.66 0117 0.155
UK.£ 0.525 0.41 1 0.422 0.00502 0.68 0.04799 0.0635
Canadian § 1.244 0.972 2372 1 0.0112 1.612 0.114 0.151
¥en 104.4 81.5 199 83.9 1 | 1353 95 126
€uro 0.772 0.603 147 0.62 0.00734 | 1 0.07m 0.0934
Mexican peso 10.935 8.54 20.84 8.77 0.105 | 141 1 1.323
Chinese renminbi 8.277 6.464 15.748 6.623 0.0794 0.1 0.757 1
oULLLIV,  Read down the first column of the chart to find what one U.S. dollar was worth in foreign P e
currencies on this particular day. (Example: One U.S. dollar was worth 0.5245 British o I i.‘:,*:m} 8 1 12 g
pounds.) Read across the top row to find out how much a selected foreign currency was I ok L’“;m’féu}n
Cont‘ﬁ"‘b worth in U.S. dollars. {(Example: Dpe British p_uun_d cost 1'.9064 U.S. dollars or about $1.91.) am | e . af.;»f
Money How much were 8.28 Chinese renminbi worth in U.S. dollars? rates
01 $1 miklion

hotel. If a hotel room in Mexico costs 500
pesos per night and the exchange rate is 10.0
pesos per dollar, a hotel room will cost $50:

500 pesos

10.0 pesos per dollar $50.00

If your family decides to go to Mexico
the following fall, however, the exchange
rate will probably have changed. If by fall,
the exchange rate is 11.0 pesos per dollar,
the hotel room will cost only about §45 a
night (assuming that the hotel still charges

500 pesos per night):

500 pesos

11.0 pesos per dollar $45.45

By fall, the exchange rate might,
however, be only 9.0 pesos per dollar. In
that case, your family would need to spend
more money on your visit. The hotel room
would now cost about $56 per night:

500 pesos

9.0 pesos per dollar = $55.55

Strong and Weak Currencies

You have probably heard newscasters talk
about a “strong” or “weak” dollar or a
currency like the Japanese yen “rising” or
“falling.” What do these terms mean, and
are they good news or bad news for the

United States economy?

An increase in the value of a currency

e
is callcFI apprfa::iatiun. When a currency e | B ague % s
appreciates, it becomes “stronger.” If Garoninoy g o
2 107 ﬁlﬂ:‘:‘“ Poung Lm0
the exchange rate between the dollar ™ :uum.,.""’ e i
. nifia. 043
and the yen increases from 100 yen per ™ | i Rupes ng
dollar to 120 yen per dollar, one dollar g9 [ o 2o e o
. - o Ki
will purchase more yen. Since the ., | S, 2 3E
dollar has increased in value, we say ™ | sumpge A 320
3 T Sweden Mom oangsy
that the dollar has appreciated against Swowg fm e
the yen. This appreciation means that M o
people in Japan will have to spend Metals
——

more yen to purchase a dollar’s worth
of goods from the Unired States.

When a nation’s currency appreciates,
that nation’s products become more expen-
sive in other countries. For example, a
strong dollar makes American goods and
services more expensive for Japanese
consumers. Japan will therefore probably
import fewer products from the United
States. That means that total United States
exports to Japan will likely decline.

On the other hand, a strong dollar
means that foreign products will be less
expensive for consumers in the United
States. A strong dollar is therefore likely to

lead consumers in the United States to
purchase imported goods.

A decrease in the value of a currency is
called depreciation. You might also hear
depreciation referred to as “weakening.” If

{

appreciation an
increase in the value of
a currency

depreciation &
decrease in the value
of a currency

the dollar exchange rate fell to 80 yen per

Chapter 17 m Section 3
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foreign exchange
market the banks and
other financial
institutions that
facilitate the buying
and selling of foreign
currencies

Figure 17.9 Effects of a Strong or Wealk:

Dollar on Exports

Strong Dollar

American

exports

oUWlLLIN,  Astrong dollar leads to a
decrease in exports. A weak
dollar leads to an increase in

15 m“"&" exports. Trade What is the

effect of a strong or weak dollar
on imports?

dollar, you would get fewer yen for each
dollar. In other words, the dollar has depre-
ciated against the yen.

When a nation’s currency depreciates, its
products become cheaper to other nations.
A depreciated, or weak, dollar means that
foreign consumers will be able to better
afford products made in the United States.
As you can see from Figure 17.9, exports
are likely to increase as a result of a
weakened dollar. At the same time, other
nations’ products become more expensive
for consumers in the United States, so
imports are likely to decrease.

The Foreign Exchange Market

When a company in the United States sells
computers in Japan, that company is paid
in yen. It must, however, pay its United
States workers in dollars. The company
must therefore exchange its yen for dollars

460 International Trade

in order to pay its workers. This exchange
takes place on the foreign exchange
market. Because each nation uses a
different currency, international trade
would not be possible without this market.

The foreign exchange market consists of
about 2,000 banks and other financial
institutions that facilitate the buying and
selling of foreign currencies. These banks
are located in various financial centers
around the world, including New York,
London, Paris, Singapore, Tokyo, and
many other cities. Wherever they are
located, the banks that make up the
foreign exchange market maintain close
links to one another through telephones
and computers. This technology allows
for the instantaneous transmission of
market information and rapid financial
transactions.

Exchange Rate Systems

As you read in Chapter 10, currencies
varied in value from state to state in early
America. In the United States today, of
course, it doesn’t matter whether you are in
California, New York, or Texas—all prices
are in dollars, and all dollars have the same
value. No one asks whether your dollars
came from San Francisco or Miami. Within
the United States, a dollar is just a dollar.

Think how much more complicated it
would be to do business if each state still
had different currencies. To buy goods
from a mail-order company in Indiana, for
instance, you would have to find out the
exchange rate between your local dollar
and the Indiana dollar. Any large business
in the United States would be overwhelmed
by its efforts to keep track of all the
exchange rates among the states. The
economy would become less efficient as
individuals and businesses spent time
dealing with exchange rates.

You can understand from the above
example how complex transactions would
become if states had different exchange
rates. The same ideas also apply to exchange
rates among nations.



Fixed Exchange-Rate Systems

Wouldn't it be easier if all countries either
used the same currency or fixed their
exchange rates against one another? Then
no one would have to worry about shifts in
exchange rates. A currency system in which
governments try to keep the values of their
currencies constant against one another is
called a fixed exchange-rate system.

In a typical fixed exchange-rate system,
one country with a stable currency is at the
center. Other countries fix, or “peg,” their
exchange rates to the currency of this
central country.

Normally, the fixed exchange-rate is not
just a single value, but is kept within a
certain prespecified range (for example,
plus or minus 2 percent). If the exchange
rate moves outside of this range, govern-
ments usually step in—or intervene—to
help maintain the rate.

How do governments intervene to
maintain an exchange rate? Like the price of
any product or service, the exchange rate
relies on supply and demand. To preserve its
exchange rate, a government may buy or sell
foreign currency in order to affect a
currency’s supply and demand. It will follow
this course of action until the exchange rate
is back within the prespecified limits.

The Bretton Woods Conference
In 1944, as World War I was drawing to a
close, representatives from 44 countries
met in Bretton Woods, New Hampshire.
Their purpose was to make financial
arrangements for the postwar world after
the expected defeat of Germany and Japan.

The Bretton Woods conference resulted
in the creation of a fixed exchange-rate
system for the Untied States and much of
western Europe. Because the United States
was the strongest economic power with
the most stable currency, the U.S. dollar
was at the center of the new system.
Beginning in 1945, the conference partici-
pants agreed to fix their currencies to the
U.S. dollar.

The Bretton Woods conference also estab-
lished the International Monetary Fund

fixed exchange-rate
system a currency
system in which
govemnments try to

(IMF) to make the new system work. Today
this organization promotes international
monetary cooperation, currency stabiliza-

tion, and international trade. You will read | keep the values of their
more about the International Monetary | currencies constant
against one another

Fund in Chapter 18.

Flexible Exchange-Rate Systems
Although fixed exchange-rate systems
make it easier to trade, they require coun-
tries to maintain similar economic policies,
including similar inflation and interest
rates. By the late 1960s, changes were
continually occurring in the international
trading system, and worldwide trade was
growing rapidly. At the same time, the
war in Vietnam was causing inflation in
the United States. These factors made it
increasingly difficult for many countries to
rely on a fixed exchange-rate system.

M W e
|1

Dollars per pound

oI S I
1340 1945 1950 1955 1960 1965 1970 1975 1980 1985 1990 1895 2000 2005

Year

Sources: Statistical Abstract of the United States, 1945-1970;
Federal Reserve Board, St. Louis

QUALDIN .

The United States and Britain shifted from a fixed rate to a
flexible exchange-rate system in the early 1970s.

Money How did this shift affect exchange rates between
Q’tnnﬁ‘*‘ the dollar and the pound?
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and Egypt

In general, the United States has a
negative trade balance. While the
United States may experience an
overall trade deficit, however, trade
with any one country may run a
surplus. For example, the United
States has recently had trade
surpluses with The Netherlands,
Hong Kong, Belgium, and Australia,
as well as with Brazil, Argentina,

In 1971, the West German
and Dutch governments aban-
doned the fixed exchange-rate
system. By 1973, many coun-
tries, including the United
States, had adopted a system
based on flexible, or floating,
exchange rates.

In contrast to the fixed
rate  system, the flexible

flexible exchange-rate
system a currency
system that allows the
exchange rate to be
determined by supply
and demand

trade surplus the result
of a nation exporting
mare than it imports

trade deficit the result
of a nation importing
mare than it exports

balance of trade the
refationship between a
nation's imports and its
exports
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exchange-rate system allows
the exchange rate to be
determined by supply and
demand. With a flexible exchange-rate
system, exchange rates need not fall into
any prespecified range.

Today, the countries of the world use a
mixture of fixed and flexible exchange
rates. Most major currencies, however—
including the U.S. dollar and the Japanese
yen—use the flexible exchange-rate system.
This system accounts for the day-to-day
changes in currency values that you read
about earlier in this section.

When the flexible exchange-rate system
was first adopted, some economists

A Most members of the European Union have
phased out their individual currencies in favor of
a single currency, the euro.

International Trade

worried that changes in the exchange rate
might interrupt the flow of international
trade. In fact, the flexible exchange-rate
system has worked reasonably well since
the breakdown of the Bretton Woods fixed-
rate system. World trade has grown at a
rapid rate, and more nations trade today
than ever before.

The Euro
Although the flexible exchange-rate system
works well, some countries whose

economies are closely tied together want
the advantages of fixed exchange rates.
One way to enjoy the advantages but avoid
some of the difficulties of fixed exchange
rates is to abolish individual currencies and
establish a single currency.

This is just what most of the European
Union countries have done. The EU has
established a new currency, which twelve
EU member nations have adopted. As you
read in Section 2, this single currency is
called the euro. Use of this common
currency requires participating countries to
coordinate their economic policies, but it
also simplifies trade.

The Balance of Trade

When a nation exports more than it
imports, it has a trade surplus. When a
nation imports more than it exports, it
creates a trade deficit. The relationship
between a nation’s imports and its exports
is called its balance of trade.

When a large difference between a
nation’s imports and exports arises, it is
said to have a trade imbalance. A nation
that exports more goods than it imports
has a positive trade balance. A nation that
imports more than it exports has a negative
trade balance.

Understanding the Balance of Trade

Nations seck to maintain a balance of trade
with values of imports equal to values of
exports. By balancing trade, a nation can
protect the value of its currency on the inter-
national market. If a trade imbalance
continues, with one country importing more



than it is exporting, the value of its currency
falls. For example, in the 1980s the United
States imported considerably more than it
exported, and the foreign exchange market
was glurted with dollars. As the value of the
dollar fell, the prices of imports increased
and consumers paid more for the goods.

A trade imbalance can be corrected by
limiting imports or increasing the number
and/or quality of exports. Both of these
actions affect trading partners, of course,
who may retaliate by raising tariffs.
Maintaining a balance of trade thus requires
international cooperation and fair trade.

The United States Trade Deficit
Although the United States sells many
goods abroad (supercomputers, movies,
and CDs, for example), in general it buys
more goods from abroad than it sells
(cars, clothing, and VCRs, for example).
The result is that the United States is
running a large trade deficit, and has been
for several decades.

The United States trade deficit has existed
since the early 1970s. At that time, the
Organization of Petroleum Exporting
Countries (OPEC) dramarically raised the
price of oil. The United States had to
increase the money spent on foreign oil,
thus increasing the money spent on imports.
The total cost of imports to the United
States then exceeded the income from
exports, and a trade deficit developed. (See
the United States Trading Partners map on
page 5435 of the Databank for the names of
the countries that belong to OPEC.)

As you can see from Figure 17.11, the
United States suffered record trade deficits
in 1986 and 1987. In the early 1990s, the
trade deficit began to fall. By the late
1990s, however, the deficit had skyrock-
eted to record levels, largely as a result of
increasing oil prices and an economic
boom that fueled consumer buying.

The United States trade deficit totaled over
$617 billion in 2004, with the largest
amounts owed to China, Japan, Canada,
Mexico, Germany, and oil exporting coun-
tries, such as Venezuela. Imported petroleum
accounted for about 20 percent of the deficit.

Reducing the Trade Deficit THE WALL STREET JOURNAL.

You have read that trade CLASSROOM EDITION
deficit occurs when United

States businesses and Talho Nobes mag oyt ——

: hs international trade in “Power Plant " an
CORSUMELS: PUTEHASE. SOLE article in The Wall Street Journal
goods and services from Classroom Edition.

foreign  producers  than

foreigners buy from the

Go @nline

The Wall Street Journal
Classroom Edition

United States during the same
time period. This means that
Americans are spending more
than they produce.

For the United States to
run a trade deficit, other
countries must be willing to
finance the deficits by lending

For: Current Events

Visit: PHSchool.com
Web Code: mnc-7173

to the United States or buying American
assets. When Americans are buying more
goods abroad than they sell, extra dollars
end up in the hands of foreigners. The
foreigners can then use these dollars to
purchase American assets. As a result of
America’s persistent trade deficits, people

Go @nline

FEBchool.com
Web Code: mng-7175 &

Figure 17.11 U.S. Balance of Trade, 1976-2004
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oUlLDIv,  The United States has had a significant trade deficit since
the mid-1970s.
Trade Describe the U.S. balance of trade in the 2000s.
o
K
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as exporters and importers in 2003?
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Many of the countries listed on this chart are becoming
world trade powerhouses. Trade Which countries grew

from other countries now own a bigger
piece of the American economy. They have
used the surplus dollars they received from

sales to Americans to purchase American
land, stocks, bonds, and other assets.

o SHiline |6 ; e o Some worry that foreign investment
porters fHons m_ﬁ'g mporters ons 2002 _5,%; might not always support the trade deficit.
[ e | Federal Reserve Chairman Alan Greenspan
Germany 748.3 2 United States | 1303.1 9 %
| | has commented that “we do not know how
United States 7238 4 Germany 607.1 2 long net imports and U.S. external debt can
Japan 418 13 China 4131 40 rise before foreign investors become reluc-
) | United tant to continue to add to their portfolios
i 34 390.8 13 ; : :
Ehina 79 ~ Kingdom of claims against the United States.” The
France 386.7 7 France 3905 19 U.S. Trade Deficit Review Commission
United Kingdom ~ 304.6 g Japan 1829 14 reported in 2000 that “Maintaming large
PR S 5 taly e - and growirllg trade deficits 15 neither desir-
able nor likely to be sustainable for the
Italy 2921 15 Netherlands 262.8 20 extended future.”
Canada 2727 8 Canada 2450 8 To reduce the trade deficit, individuals
and companies could purchase fewer
Belgium 253 18 Belgium 254 18 10 ERTIR b
foreign goods or they could sell more

domestic products abroad. Nationally, the
country could cur back spending by
adjusting its monetary or fiscal policy. Or it
could appreciate the exchange rate in order
to make its own goods more expensive on
the world market and make other coun-
tries’ goods correspondingly less expensive.
All of these approaches would result in
fewer surplus dollars ending up in the
hands of foreigners.

Key Terms and Main Ideas
1. Explain why you need to know the exchange rate when

you travel to a foreign country.

Explain what is meant by a strong or a weak dollar. How

do a strong or a weak dollar affect prices of imports and

exports?

3. Whatis the difference between a fixed exchange-rate
system and a flexible exchange-rate system? Why did
the United States shift to a flexible exchange-rate
system in the early 1970s?

4, What is a trade deficit? How would you describe the
current balance of trade in the United States?

Applying Economic Concepts

5. Critical Thinking Assume you have just heard that the
Canadian dollar has weakened. Is this good news or bad
news for travelers from the United States visiting
Canada? Explain your answer.

International Trade

[Progress Monitoring Online
| For: Self-quiz with vocabulary practice
Web Code: mna-7177

6. Math Practice Suppose you are planning to take a train

between the Chinese cities of Beijing and Xian. A ticket
costs 480 renminbi. Use the exchange rate table in
Figure 17.8 to calculate how much money in U.S. dollars
the ticket will cost.

. Try This You have been invited to a local high school to

explain one of the following topics: (a) Understanding
exchange rates or (b) The United States balance of trade.
Choose one of the above topics and prepare notes for a
brief presentation.

(Go Online
—FPHSchool.com
For: Comparison Activity

Visit: PHSchool.com @

Weh Code: mnd-7173
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NAFTA: Is Free Trade a Good Idea?

n the 1980s and early 1990s, debate raged over the North American Free

Trade Agreement (NAFTA). The goal of this agreement was to eliminate all
trade restrictions among Mexico, Canada, and the
United States. It included provisions for more than
9,000 products and services.

Pro-NAFTA Arguments Supporters of NAFTA argued
it would benefit the economies of all three nations.
They believed NAFTA would increase trade and
promote healthy competition. They also argued
that employment in some U.S, industries would
increase, as the elimination of tariffs made
American goods less expensive in Mexico and N
Canada.

ArIItI-NﬂFTﬂ f!lr_gulments NAFTA critics ar_gucd that NAFTA has given Mexico's electronics
without tariffs, items produced in Mexico would assembly industry a boost.

be cheaper than American-made goods, resulting

in widespread unemployment among American

industrial workers. The authors of NAFTA anticipated this possibility and

reduced its effects by slowly phasing out tariffs and by providing compensation

to many workers who lost jobs because of NAFTA.

Consequences NAFTA went into effect January 1, 1994. By 2005, it was clear
that NAFTA had a generally positive impact on the economies of all three trad-
ing partners. American exports of farm

pmd}lcts, technology, and cc.!vdilcs to Major Provisions of NAFTA
Mexico increased over pre-NAFTA levels. ; 3
Canada’s trade with the United States Automobile manufacturing

increased by 80 percent, while its trade with ~ ® 20% Mexican tariff on U.S. cars eliminated
Mexico doubled. And although the United Agriculture

States did lose thousands of jobs because of ® 57% of all Canadian, U.S., and Mexican tariffs on farm prod-
increased imports, the growth in exports to ucts eliminated immediately

Canada and Mexico resulted in thousands  Remaining tariffs phased out over 15 years

of newly created jobs. Clothing and Textiles

* Canadian and U.S. tariffs phased out over 10 years

Applying Economic Ideas * Mexican tariffs eliminated immediately
1. How has NAFTA benefited the econ- Trucking
omies of all three nations thar signed it? * Mexican, Canadian, and U.S. truck drivers allowed to drive

2. The table shows some of the major pro- A1 siainver ghods anyiiligrs in Neitithmdrico

visions of NAFTA. Which of these provi- ~ Banking
sions benefit the United States? Which » U.S. banks and brokerage firms to have unlimited access to

have a negative impact? Explain. doing business in Mexico
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Chapter Summary

summary of major ideas in Chapter 17 appears

below. See also the Guide to the Essentials
of Economics, which provides additional review and
test practice of key concepts in Chapter 17.

Section 1 Why Nations Trade (pp. 441-447)
Because resources are distributed unevenly through-
out the world, nations specialize in producing cer-
tain goods and services, then trade to acquire the
goods and services that they cannot produce.
Nations, like individuals, specialize in producing
goods and services based on the law of comparative
advantage: that is, nations should specialize in pro-
ducing the goods for which they have the lowest
opportunity cost. As a result of specialization, both
sides in the trading relationship benefit from trade.

Section 2 Trade Barriers and Agreements (pp. 449-456)
Import quotas, voluntary export restraints (VERs), and tar-
iffs are three types of trade barriers. Their overall
effect is to raise prices and protect domestic indus-
tries from foreign competition. People who favor
protectionism argue that these measures are necessary
to protect the jobs of domestic workers, shelter infant
industries, and safeguard national security. Current
trends, however, generally favor international coop-
eration, regional trade agreements, and an overall
reduction in trade barriers.

Section 3 Measuring Trade (pp. 458-464)
After World War II, the United States and many of
its trading partmers used a fixed exchange-rate system
in which exchange rates were fixed relative to the
U.S. dollar. Today, most countries use a flexible
exchange-rate system in which exchange rates shift
according to market forces. As exchange rates
change, currencies weaken and strengthen relative to
other currencies. The difference between a nation’s
imports and exports is called the balance of trade.
When a country imports more than it exports, it has
a trade deficit. The United States has generally had a
large trade deficit since the 1970s.

466

Key Terms

Complete each sentence by choosing the cor-
rect answer from the list of terms below. You
will not use all of the terms.

HINT | comparative (HINT | imports

advantage HINT | infant industry

HINT | appreciation | HINT | protectionism
HINT | exchange rate | HINT | tariff

_HINT | exports HINT | trade surplus
[HINT | free-trade zone | HINT | depreciation

1. The ___ determines how much a foreign
currency is worth in a certain nation.

2. Nations may choose to impose a ____, or
tax, on imports from other countries.

3. A occurs when one nation exports
more goods than it imports.

4. Fconomists use the term __ to refer to

one nation’s currency rising in value in
comparison to another country’s currency.

5. Goods shipped abroad for sale are ____.

6. A country has a when it has the lowest
opportunity cost of producing a good.

1. A young business that is shielded from
foreign competition is called a(n) ____.

Using Graphic Organizers

8. On a separate sheet of paper, copy the web
map below to help you organize information
about trade organizations. Complete the
web map by writing examples of trade
organizations. Include a brief description of
each organization in the blank circles.

EU
European
nations

Trade
Organizations



HINT |
HINT |

Reviewing Main ldeas

9. How do specialization and trade benefit both

trading partners?

10. Explain the concept of a flexible exchange-rate
system.

11. List and describe three arguments in favor of
trade barriers.

12. Why does the United States stand to benefit from
increased trade in services?

Critical Thinking

13. Analyzing Information Suppose the United States
loses its comparative advantage in producing
computers. How would this loss affect employ-
ment in the United States?

14. Drawing Conclusions Suppose you have heard
that the U.S. dollar is strong on world markets.
{a) What does this news mean for imports and
exports? (b) How will it affect American tourists
in other countries?

15. Recognizing Cause and Effect Assume the United
States has established a tariff on clocks. Why
would the United States establish this tariff, and
what are two possible effects of its enactment?

Problem-Solving Activity

16. Divide your class into small groups, each group
representing a country. Have each country
answer the following questions: What goods and
services will you produce? With which other
countries will you trade? Will tariffs and import
quotas exist? Discuss the implications of your
choices for the other countries in your class.

Economics Journal

Organizing Ideas Review your Economics
Journal entry for Chapter 17. Then answer the
following questions: Which countries do the items
represent? Do the countries you have listed have
any similarities, such as where they are located?
What generalizations about the comparative
advantages of these countries or regions can you
make?

Skills for Life

Creating a Multimedia Presentation Review the
steps shown on page 448; then use the chart below to
help you plan your presentation. You have been asked
to create a multimedia presentation on NAFTA,

17. Review the discussion of NAFTA on pages
454-455 and in the Chapter 17 Case Study on
page 465. What aspects of NAFTA should you
learn more about?

18. Into what segments will you divide your
presentation?

19. What types of sources might you use for your
presentation?

20. What sort of audio-visual aids could you use?

PREPRODUCTION TOPIC ANALYSIS SHEET

Assignment: North American Free Trade
Agreement

Aspects of NAFTA to consider:
1.

2

My choice:
Segment description and sequence:
i

2

3.

Sources of information:

Audio-Visual Aids:

Progress Monitoring Online
For: Chapter 17 Self-Test Visit: PHSchool.com

Web Code: mna-7171

As a final review, take the Economics Chapter 17 Self-Test
and receive immediate feedback on your answers. The
test consists of 20 multiple-choice questions designed to
test your understanding of the chapter content.
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= notebook paper

Seper .

Materials

20 slips of paper
{one color)

10 slips of paper
(contrasting color)
10 slips of paper
{third color)

2 small boxes

he laws of supply and demand apply in international

trade as well as in the domestic market. Consumers

and producers negotiate to find a price they can agree on.
In international trade, though, there is often another player—

government. Governments may put cer-
tain kinds of restrictions on particular
goods in order to protect industries and
workers at home. In this simulation,
you will explore some effects that pro-
tectionist policies have on trade.

Preparing the Simulation

In this simulation, you will role-play

foreign and domestic producers who are
competing to sell wool coats. Labor

costs and other factors make domestic
coat manufacturing more expensive.
Certain government policies try to make

up for this to protect domestic manufac-
turing. You will discover how different kinds
of protectionist policies affect the workings
of supply and demand.

Step 1: Your class will be divided into two
equal groups: Consumers and Producers.

Step 2: The Consumers group will prepare
20 slips of colored paper that represent the
prices a Consumer is willing to pay for a
coat. Number these slips from $15to $110
by fives ($15, $20, $25, and so on). Put these
slips into a box.

Step 3: Meanwhile, the Producers group
will prepare two sets of ten slips each
(each set in a different color). These slips
will represent the costs to produce a coat.

Number the Foreign Producers’ slips from
$10 to $50 by tens ($10, $20, etc.). The other
color will designate Domestic Producers.
Number the Domestic Producers’ slips from
$60 to $100 by tens (860, $70, etc.). Each

One color will designate Foreign Producers.

A How might protectionist policies affect the
cost of these foreign-produced coats?

amount will be used twice—two $60 slips,
two $70 slips, and so on. Put all the
Producer slips into a second box.

Step 4: Each member of the Consumer
group will draw a slip from the Consumer
box. This is the maximum price you are will-
ing to pay for a coat. Each member of the
Producer group should draw a slip from the
Producer box. The color indicates whether
you are a Foreign or a Domestic Producer,
and the amount represents your cost to
make a coat.

Conducting the Simulation

There will be three trading periods. Your goal
in each trading period is to make the best
deal you can—to buy below your maximum
price if you are a Consumer, and to sell for
more than your cost if you are a Producer.

If you are a Consumer, your score is your
savings—the difference between the maxi-
mum price you were willing to pay and the




price you actually paid for a coat. For example, if the
price on your slip is $50, and you succeed in buying a
coat for only $30, your score is $20. If you are a
Producer, your score is your profit—the difference
between your cost to produce the coat and the price
at which you can sell it.

You do not have to buy or sell a coat in any trading
period, but if you do not, your score for that round will
be $0. Your teacher will keep a record of all the trans-
actions. You should also keep a record of your own
scores. The final score is the sum of all savings
(Consumers) or profits (Producers).

Trading Period 1

Producers and Consumers will
meet in a trading area and try to
make deals. Each person can buy
or sell one coat in each trading
period. When you reach an
agreement, report the price and
your own score to the teacher.
The trading period will end when

Trading Period 2

Now you will see the results of
one kind of protectionist policy.
The government has imposed a
tariff—an import tax—of $30 on
each imported coat. If you are a
Foreign Producer, add $30 to
your cost amount. Then trade as
before. Record your transaction

Trading Period 3

Another government policy
changes the market. Politicians
from textile-manufacturing
states have succeeded in ban-
ning imports of wool coats. As a
result, the Foreign Producers
cannot take part in this trading
period. Consumers must try to

no more pairs of Producers and
Consumers can make a deal.
Your teacher will list the prices at
which coats were sold and their
origins (domestic or foreign) in
this trading period.

with your teacher.

] Transactions Qhaﬂ “.I

Trading |

Number of
deals made

Number of
Consumers
unable to buy

Number of
Producers
unable to sell
| -

Average price
for a wool coat

Lowest pricé

Highest price

buy coats from the remaining
Domestic Producers. Record
your transaction with your
teacher.

Simulation Analysis

Use a sheet of notebook paper to create a
transaction chart like the one on this page. As
a class, complete the transaction chart using
information that you reported to your teacher.
Discuss the following questions as a group.

1. In which trading period were the largest
number of coats sold?

2. In Trading Period 2, what were the effects of
the tariff on the Foreign Producers? On
Consumers? How did the tariff affect
Domestic Producers?

3. What happened to coat prices when imports
from Foreign Producers were banned in
Trading Period 3? Why?

4. Drawing Conclusions In the real world,
what would domestic coat producers proba-
bly do if imported coats were banned? Why?
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met with a variety of
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Examine the photo on this page.
| What can you infer about the
standard of living in this woman's
country? List your ideas on a
separate piece of paper.
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Levels of Development

Section Focus

Nations throughout the world
exhibit varying levels of
economic well-being. Many
tools are used to measure a
nation’s level of development.

Objectives

After studying this section you will be able to:

1. Understand what is meant by developed
nations and less developed countries.

2. Identify the tools used to measure levels of
development.

3. Describe the characteristics of developed
nations and less developed countries.

Key Terms

development

developed nation

less developed country

per capita gross domestic product
(per capita GDP)

industrialization

subsistence agriculture

literacy rate
4, Understand how levels of development are life expectancy
ranked. infant mortality rate
infrastructure

newly industrialized country (NIC)

hree billion people—half the world’s
population—live in extreme poverty.
The United Nations estimates that 1 billion
people live on less than $1 a day. Concern
over these startling statistics has led to close
examination of the world’s economies.
Social scientists measure the economic
well-being of a nation in terms of its level
of development. Development is the process
by which a nation improves the economic,
political, and social well-being of its people.

Developed Nations and
Less Developed Countries

Some nations enjoy a high standard of
living. Wealthy nations, such as the United
States, Canada, the nations of Western
Europe, Australia, New Zealand, and
Japan, are called developed nations.
Developed nations are those nations with a
higher average level of material well-being.
Most nations, however, have low levels of
material well-being. These are the less
developed countries (LDCs). LDCs include
the world’s poorest countries, such as
Bangladesh, Nepal, Albania, and the

nations of Central and Southern Africa.
They also include nations such as Mexico,
Poland, Saudi Arabia, and the former
republics of the Soviet Union. The coun-
tries in this second group of nations are not
the world’s poorest, but they have yet to
achieve the high standard of living of the
world’s developed nations.

It is important to remember that develop-
ment refers to a nation’s material well-
being. It is not a judgment of the worth of a
nation or its people. The level of develop-
ment does not indicate cultural superiority
or inferiority. Rather, the level of develop-
ment indicates how well a nation is able to
feed, clothe, and shelter its people. It indi-
cates how healthy people are, how well they
are educated, and how productive they are.

Measuring Development

Life expectancy, diet, access to health care,
literacy, energy consumption, and many
other factors are used to measure develop-
ment. As you will read below, the primary
measure of a country’s development,
however, is per capita gross domestic
product (GDP).

Chapter 18 m Section 1

development the
process by which a
nation improves the
ecanomic, political, and
social well-being of its
people

developed nation
nation with a higher
average level of
material well-being

less developed country

nation with a low level
of material well-being

m



Figure 18.1 Per Gapita GDP of Selected Nations, 2003
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Per capita GDP varies greatly among nations.

Standard of Living Which nation on this graph do you think
has the highest standard of living. The lowest?

+ %
€ Cances

per capita gross
domestic product (per
capita GDP) a nation’s
gross domestic product
(GDP) divided by its
total population

industrialization the
extensive organization
of an economy for the
purpose af
manufacture

subsistence agriculture
level of farming in
which a person raises
only enough food to
feed his or her family
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Per Capita GDP

As you read in Chapter 12, gross domestic
product, or GDP, is the total market value
of all the final goods and services produced
within an economy in a given year. It is
used to measure the economic activity of a
nation. GDP measures the value of produc-
tion and also provides a measure of income
for an economy. Per capita gross domestic
product (per capita GDP) is a nation’s GDP
divided by its total population.

Development experts use per capita GDP
figures because GDP alone is not adequate
to compare the living standards within
nations. For example, Australia and India
have similar GDPs, around $465 billion for
Australia and around $540 billion for
India. Yet, Australia enjoys a high standard
of living, while India is very poor. What
accounts for this difference? The answer is
population size.

Australia’s $465 billion is shared by
fewer than 20 million people. India’s $540
billion is shared by about 1.1 billion
people. This is why economists use per
capita GDP to compare levels of develop-
ment. Australia’s per capita GDP is around
$23,570. India’s per capita GDP is around
$500. (See Figure 18.2.)

Economic Development and Transition

These per capita figures indicate that the
average Australian can more easily meet
basic needs than the average Indian. The
average Australian also has income left
over to spend on nonessentials or to save.

Using per capita GDP to measure a
nation’s economic health has its limita-
tions, however. Per capita GDP does not
take into account a country’s distribution
of income. Within every nation, some
people are wealthier than most, while
others are poorer than most. In many less
developed countries, the gap between rich
and poor is especially wide. In some LD Cs,
a small, wealthy elite controls much of the
wealth while most of the nation’s popula-
tion remains poor.

Energy Consumption

Energy consumption is another way to
measure development. The amounts of
fossil fuel, hydroelectricity, and nuclear
energy a nation uses depends on its level
of industrialization. Industrialization is the
extensive organization of an economy for
the purpose of manufacture. Industrial
processes generally require large amounts
of energy. Fo