 CHAPTER 2 – HOW ECONOMICS AFFECTS BUSINESS: 

THE CREATION AND DISTRIBUTION OF WEALTHPRIVATE 

LEARNING GOALS

After you have read and studied this chapter you should be able to:

1.
Explain basic economics.


2. 
Explain what capitalism is and how free markets work.


3.
Compare socialism and communism.

4. Analyze the trend toward mixed economies.

5. Describe the economic system of the United States including the significance of key economic indicators (especially GDP), productivity, and the business cycle.

6. Contrast fiscal policy and monetary policy and explain how each affects the economy.

LEARNING THE LANGUAGE

Listed below are important terms found in this chapter. Choose the correct term for each definition 

below and write it in the space provided.

	Brain Drain
	Free market economies
	Monopoly

	Business cycles
	Gross domestic product
	National debt

	Capitalism
	Inflation
	Oligopoly

	Command economies
	Invisible hand
	Perfect competition

	Communism
	Keynesian economic theory
	Producer price index

	Consumer price index
	Macroeconomics
	Recession

	Deflation
	Market price
	Resource development

	Demand
	Microeconomics
	Socialism

	Depression
	Mixed economies
	Stagflation

	Disinflation
	Monetary policy
	Supply

	Economics
	Monopolistic competition
	Unemployment rate

	Fiscal policy
	
	


1.
The quantity of products that manufacturers or owners are willing to sell at different 
prices at a specific time is known as ____________.


2.
The part of economic study that looks at the behavior of people and organizations in particular markets is called_________.

3. 
The country is in a ________when GDP has declined for two consecutive quarters. 

4.
The economic system known as ______________ is one in which all or most of the factors of production and distribution are privately owned and operated for profit.

5.   
____________ is the quantity of products that people are willing to buy at different prices at a specific time.


6.  
We define the ___________________ as the number of civilians at least 16 years old who are unemployed and tried to find a job within the prior four weeks.

7.   
In economic systems considered ___________ the market largely determines what goods and services get produced, who gets them, and how the economy grows.
 

8. 

The ___________ consists of monthly statistics that measure the pace of inflation or deflation. 



9. 

The sum of government deficits over time is called the ___________.

10. 

A course in ___________ will teach us how society chooses to employ resources to produce goods and services and to distribute them for consumption among various competing groups and individuals.

11.  
Government economists keep a close watch on  ____________, which is the general rise in the price level of goods and services over time.

12.  
One key economic indicator is __________________, the total value of goods and services produced in a country in a given year.

 13.  

Some countries operate under  ________________, economic systems in which the government largely decides what goods and services will be produced, who will get them, and how the economy will grow.

14.

In developing _______________ the government is managing the money supply and interest rates. 

15.

________________ is a situation in which price increases are slowing (the rate of inflation is slowing. 


16. 
A severe recession is known as a(n)_____________________, and is usually accompanied by disinflation.

17.

________________ is an economic system based on the premise that some, if not most basic businesses should be owned by the government so that profits can be evenly distributed among the people.

18.

When the federal government makes an effort to keep the economy stable, it may use _________________, by increasing or decreasing taxes or government spending.

19.
___________________are economic systems where some allocation of resources is made by the market and some by the government.

20.
The economy is experiencing ______________ when prices are actually declining.

21.
A ______________ is a market in which only one seller controls the total supply of a product or service and sets the price.

22.
The market situation known as _______________ is where there are many sellers in a market and no seller is large enough to dictate the price of the product.

23.
Adam Smith coined the term ____________ to describe the process that turns self-directed gain into social and economic benefits for all.

24.
 A form of competition where the market is dominated by just a few sellers is called 
       a(n)___________________.

25.
The part of economic study called __________looks at the operation of a nation’s economy as a whole.

26.
The study of _____________focuses on how to increase resources and to create the conditions that will make better use of those resources.

27.
The _____________is the price determined by supply and demand.

28.
________________is the market situation in which there are a large number of sellers that produce similar products, but the products are perceived by buyers as different.

29.
The economic and political system called ___________is one in which the state (the government) makes all economic decisions and owns almost all the major factors of production.

30.
The index that measures prices at the wholesale level is the ________________.



31. 
_____________________describe the periodic rises and falls that occur in all economies over time.
32.
The loss of the best and brightest people to other countries is called the _______________.

33.
A situation known as _______________ is occurring when the economy is slowing, but prices are still going up.

34.
An economic theory called __________________________is the theory that a government policy of cutting taxes and increasing spending could stimulate the economy in a recession.


ASSESSMENT CHECK

Learning Goal 1

How Economic Conditions Affect Businesses

1.
How is macroeconomics different from microeconomics? 

2.
How can businesses contribute to an economic system through resource development?

3.
What do followers of Thomas Malthus (neo Malthuasians) believe?  How do their views   differ from other economists?

4.
What kinds of freedom did Adam Smith believe were vital to the survival of any economy? Why?
5.
Describe Adam Smith’s theory of the invisible hand and how wealth would be created.

Learning Goal 2

Understanding Free-Market Capitalism

6.
In a capitalist system, who/what owns the businesses and decides what to produce, how much to produce, how much to pay workers and how much to charge for goods?

7.
The foundation of the U.S. economic system is: _________________________________

8.
What are the four basic rights of a free market (capitalist) system?

a.____________________________

c.____________________________

b.____________________________

d.____________________________

9.
Describe how decisions about what to produce, and in what quantities are made in a free market system.

10.
What is “supply” in economic terms, and what happens to quantity supplied as price goes up?

11.
What is “demand” in economic terms and what happens to demand as price goes up?

12.
The key factor in determining quantity supplied and quantity demanded is: _____________

13.
Label the graph
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  D                                                      
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14.

What is the equilibrium point and what is its relationship to price?

15.
Describe what proponents of a free market system say about government involvement in a free market system.

16.
What happens in countries where there is no mechanism, such as a free market, for businesses to determine what and how much to produce?

17.
Describe, including examples:


a.  perfect competition: _____________________________________________________________ 

_________________________________________________________________________________



b.  monopolistic competition: _______________________________________________________


_________________________________________________________________________________

 c.  oligopoly: _____________________________________________________________________


_________________________________________________________________________________

d.  monopoly: ____________________________________________________________________


_________________________________________________________________________________

18.
What has been the benefit of the free market system for industrialized countries?

19.
The text describes the limitation of the free market system as inequality.  What does that mean?

20. How have ethics been compromised by the free market system?

Learning Goal 3

Understanding Socialism

21.
What is the basic premise of socialism? 

22.
Describe the major benefits of socialism.

23.
What are the negative consequences of socialism?

Understanding Communism

24.
In a communist system, how are economic decisions made?

25.
What are two problems associated with communism, and what have been the results?

Learning Goal 4

The Trend Toward Mixed Economies

26.
What is the major principle of each of the two major economic systems in the world?

a. Free market economies: __________________________________________________

  _________________________________________________________________________


b. Command economies: ____________________________________________________

  _________________________________________________________________________


27.
Experience has shown that neither capitalism nor socialism has had optimal results in                     terms of the economy.  What are the problems with:

a.  A free market system  (Capitalism) _____________________________________

___________________________________________________________________________

b.  Socialism/communism: ______________________________________________

___________________________________________________________________________

c.  As a result of those problems, the trends in free market economies and in socialist and communist countries has been: _________________________________________

____________________________________________________________________________

28.
What kind of economic system do we have in the United States?  Why is it considered to be this type of system?

Learning Goal 5

Understanding the Economic System of the United States
29.

What are three major indicators of economic health?


a. _________________________________


b._________________________________


c._________________________________

30.

Is the production output for foreign companies, such as Honda, included in GDP figures?


31.

What is one major influence on the growth of GDP?

32.

Describe the four types of unemployment.


a. ______________________________________________________________________


b. ______________________________________________________________________


c. ______________________________________________________________________


d. ______________________________________________________________________

33.

What is the difference between inflation and disinflation?

34.

What is the difference between inflation and deflation?

35.

What is happening during a period of stagflation?

36.

List two measures of price changes over time.


a. _______________________________
b. __________________________________
37.

The CPI is an important figure because: _____________________________________



________________________________________________________________________

38.

Describe the C-CPI.

39.
In addition to the Producer Price Index, what other measures are included in the indicators of the economy’s condition?



a.  ____________________________



b.  ____________________________



c.  ____________________________

40.

Why are business people eager to increase productivity?

41.

What is a problem with regard to measuring productivity in the service sector?

42.

The four phases of long-term business cycles are:

a. _______________________________
c.
_________________________________



b.
_______________________________
d.
_________________________________

43.
What is the difference between a “boom” and a recovery?


44.
What three things happen when a recession occurs?


a. _______________________________________________________________


b. _______________________________________________________________


c. _________________________________________________________
45.

Identify three negative consequences of a recession.



a.  ______________________________________________________________



  b.
______________________________________________________________



c.  ______________________________________________________________

Learning Goal 6

Stabilizing the Economy Through Fiscal Policy

46.
What 2 areas are addressed with fiscal policy?



a. ______________________________ 
b. ___________________________

47.

Theoretically, high tax rates could: __________________________________


      ________________________________________________________________


48.

What is meant by the term “national deficit”?  How is the national deficit related to the national debt?

49.
One way to reduce annual deficits is to _______________________________________
50.
Describe the basic ideas of Keynesian economic theory.

Using Monetary Policy to Keep the Economy Growing

51.

What is the Federal Reserve Bank (The Fed)?

52.

What are two areas managed by monetary policy?

a. ______________________________________________________________


b.    ______________________________________________________________

53.

What action does the Fed take when the economy is booming? What happens in the economy as a result?


54.

What happens when the Fed lowers interest rates?

CRITICAL THINKING EXERCISES

Learning Goal 1

1. 
They're everywhere! McDonald's hamburgers can be purchased in cities and suburbs, on riverfronts, in college football stadiums and in discount stores. There are fast food restaurants at most major road intersections, and billions of dollars are spent annually to advertise everything from fast food frozen yogurt to kid's meals.  Grocery stores have even gotten into the act with their own versions of fast food restaurants.

Families with sick children can stay in Ronald McDonald houses located close to the hospital where the children are receiving treatment, and businesses routinely come to the aid of disaster victims. 

How does the founding and growth of entrepreneurial ventures like McDonald's and the resulting growth in other, similar businesses illustrate Adam Smith's invisible hand theory?

Learning Goal 2

2. 
There are four basic rights under the capitalist economic system;


Private property

Competition


Profit


Freedom of choice


Read the situations below and determine which of these is being demonstrated.

a. ___________     The owners of Pro Performance, Inc. make a profit for the owners for the first time in their history and decide to pay themselves a dividend. 


b. ____________    The owners of Pro Performance, Inc. bought a piece of land for investment 



     purposes.


c. ____________     Proctor and Gamble spends over $5 billion a year on advertising to keep their brand names at the top of the consumer mind.

d. _________​__     Tom Oswalt decided to take a job as manager of an insurance agency after      he graduated from college.

e. ____________    Arthur Tower receives a patent for a new method he devised to make     metal springs

f. ____________     Alfred Rockwood, after he retired, decided to move to northern Michigan   and start his own fly-tying business.

g. ___________     Nintendo introduces a new video game console, the Wii, and many games to accompany the console in order to grab a larger share of the toy market. 

h. ___________     The Andersens, a young, dual income couple, draw up a will, making their children their beneficiaries of their home, property and other assets.

3. 
Plot a supply curve using the information below:



Unit price (dollars)
Amount supplied (units)
 



$125



500


 
100



400


 
 75



300


 
 50



200


 
 25



100





On the same graph, plot the demand curve using the information listed below.



Unit Price (dollars)
Amount Demanded (units)


$125



100



 100



200



  75



300


  
  50



400


  
  25



500


a. 
What is the equilibrium price? _____________________________________________


b.   
How many units will be supplied and purchased at that price? ________________

4. 
Indicate whether the market price of a product will most likely go up or down in the                      following situations:


a. ____________        There is a drought in the Midwest (bushel of wheat) 


b. ____________        Strawberries are in season with an abundant crop. 


c. ____________        It's the ski season (price of motel rooms in ski areas).

d. ____________        A nutrition study indicates that red meat should be eaten only in   moderation, if at all. (price of red meat)



e. ____________ 
A major corporation announces that it has to borrow money from the 

        
 
government in order to stay in business. (price of its stock)

5.
There are four degrees of competition:


perfect competition


oligopoly


monopolistic competition

monopoly


Match the type of competition to the situation described below


a. ____________
Murray Barnard takes his soybean crop to the grain elevator in Decatur 
Illinois.  He found that because of government price supports he would




make a nice profit this year. 


b. ____________
Because it is the only provider of electrical service in the area, AmerenUE is carefully regulated by the Missouri Public Service Commission.


c. ____________
Cheer cleans in all temperatures.  Ivory Snow is gentle enough to launder a baby’s clothes     and Tide cleans the dirtiest clothes.  Procter and Gamble makes these brands, as well as several others, which all appear to be different.  Procter and Gamble competes with many other manufacturers and retains control over advertising, branding and packaging. 


d. ____________
The purchasing agent for a steel specialty products company says that he buys the steel the company uses to make their sign posts primarily on the basis of the best delivery date and the highest quality, rather than price, since all of his suppliers charge the same dollar amount per ton. The company has very few competitors.

Learning Goals 2, 3

6.
Julie Marshall’s first cousin, Jean-Paul, lives and works in Belgium.  They have had long “discussions” via e-mail about the benefits and drawbacks of living in the U.S., a capitalist system, vs. living in Belgium a socialist economic system.  Both Julie and Jean-Paul defend their country’s system.  What do you think Julie would say about the benefits of living in the U.S. and the drawbacks of living in Belgium, and how would Jean-Paul respond?

Learning Goals 2, 3, 4

7.  
Four basic economic systems are:

Capitalism    


Socialism     


Mixed Economy    

Communism

Read the following examples and using the table in the text as well as other material in the text determine which system is MOST likely being described:

a. ____________
John works for a large business in a major industry which is owned by the government (public ownership) of the country in which he lives.  He is considered to be a government employee. John’s brother owns his own small printing business, and John is thinking of opening a small business of his own. The problem is the tax rate he knows he has to pay on his earnings.
b. ____________
Because the market is "ruled " by supply and demand with little government involvement, Maria has a wide variety of goods and services available for purchase where she lives and there are rarely shortages of goods and services.

c. ____________ 

Many of the products Maria purchases have been made or assembled outside her country.  These products are available because the government of her country does not control or interfere with trade with other countries.

d. ____________
Although he disagrees with many of his government’s policies, Ahmo cannot protest any of the government actions, and he is unable to buy the home he would like for his family.

e.  ____________
Hong's uncle works for a large corporation where promotions and raises are given to those who work hard and do a good job. The only problem is, the tax rate is so high there is little incentive for anyone to work that hard.  Hong is a teacher in a public school, and the government controls his wages.

f. ____________
Sam is a farmer in his country, and is being paid government subsidies so that over supply of the crops he grows is controlled.

g. ____________ 
Ramon works hard at his job because where he lives and works, profits are kept by the owners of the company, and he is one of the owners. The government controls the pricing in his company because he works in an industry that is a monopoly.

h. ____________
Enrique has a cousin in another country who tries to supply him with blue jeans and other products which are in very short supply in his country.  Enrique often finds that some basic things, such as some food and clothing products are in short supply.

Learning Goal 5

8.    
Discuss the relationship between productivity and price levels.  What is the relationship between productivity and Gross Domestic Product?

9.
There are four types of unemployment:


frictional



cyclical


structural



seasonal


Match the situation being described to the type of unemployment

a. ___________
As sales of new homes decline, the constructions industry lays off thousands of workers. 

b. ____________ 
A migrant worker, finished with his job in the potato fields in Idaho, travels to Michigan to look for a job harvesting fruit. 

c. ____________ 
A middle manager is laid off. His job has been eliminated with the installation of high tech information processing equipment. 

d. ___________
A businessman quits his job over a major disagreement with company policy. 

Learning Goal 6

10.
Determine whether fiscal policy or monetary policy is being discussed:


a. ____________ 
Congress debates a major income tax revision. 


b. ____________ 
The Federal Reserve raises interest rates to combat inflation. 

c. ____________ 
A candidate for major political office promises to cut spending for social programs to reduce the national debt. 


d. ____________ 
Major government programs lose federal funding. 


e. ____________
In an attempt to ease unemployment, the Fed increases the money supply. 


f. ____________ 
A proposal is made to cut defense spending, but to raise taxes to fund

   

defense spending. 


g. ____________ 
American taxpayers express concern over tax loopholes for the rich.

h. ____________
A debate centers on whether to lower the national debt through an increase in the tax rate, less spending, or both.


11.
Political campaigns often revolve around the issue of taxes and how an increase or a decrease will affect government spending and revenues.  Since government revenues come from collecting taxes, discuss how a tax decrease could have the effect of raising government revenues. (Some of this answer will come from what you learned in Chapter 1)
PRACTICE TEST

MULTIPLE CHOICE- Circle the best answer

Learning Goal 1

1. __________ is the study of how to increase resources and to create conditions that will make better use of those resources.


a.
Economics




b.
Macroeconomics



 


c.  Microeconomics


d. Resource development 

2. The foundation of the U.S. economic system is considered to be:

a. capitalism.

b. socialism.

c. a command economy.

d. a mixed economy

3. Adam Smith’s theory of the “invisible hand” means that

a. people should work in order to provide funding for charitable causes.

b. through working for their own prosperity, people will actually help the economy grow and prosper.

c. governments should own major businesses so that resources are equally distributed.

d. the government manages the economy through monitoring government taxes and government spending.

Learning Goal 2

4. One of the problems with_________ is that it naturally leads to unequal distribution of wealth.


a.
communism 





b.
socialism





c. 
a command economy

d.
capitalism

5. Willie Hayes owns his own landscaping business, including all the land on which they grow their nursery plants, and all the equipment.  Willie’s son Josh has just graduated from college with an architectural landscaping degree.  Willie hopes to retire in a few years and turn the business over to Josh, and Josh will inherit the business when Willie dies.  This is an example ______________ in a capitalist system.
a. The right to have a job.

b. The right to private property.
c. The right to compete.
d. The right to freedom of choice.
6. Typically, the quantity of products that manufacturers are willing to supply will ______ when prices _____.

a. increase/increase



b. decrease/increase



c.   stay the same/increase

d.   increase/stay the same
7. One holiday season a few years ago, there was a toy called Tickle My Elbow that was all the rage.  Demand for this toy was so high that stores couldn’t keep them on the shelf! There was quite a shortage of Tickle My Elbow that year.  When a shortage such as this exists, what generally happens?

a. the price goes up

b. the price stays the same, and mothers everywhere fight for the last toy

c. the government intervenes, and forces the manufacturer to make more of the toy

d. when customers realize they can’t get the toy, they give up, and the price goes down

8. A(n)________shows the amount people are willing to buy at the prices at which sellers are willing to sell.

a.  supply curve





b. demand curve





c. 
marginal revenue point

d. 
equilibrium point

9.
What’s going on here?  As soon as Dewey Cheatum and Howe Motors increases the 
prices on their sport utility vehicle, then so does their only competitor, You Betcha Motors!  Their prices are basically the same for similar vehicles, although their advertising says their products are really very different.  What kind competition exists here?


a. 
perfect competition





b.  monopoly





c. 
oligopoly

d. 
monopolistic competition

Learning Goal 3

10.
Citizens of socialist nations can rely on the government to provide all of the following except:

a. education.




b. health care.

c. unemployment and retirement benefits.

d. money to start a business.

11.
Socialist systems tend to:

a. encourage innovation.

b. keep up with countries like the U.S. in the areas of job and wealth creation.

c. discourage the best from working as hard as they can.

d. have relatively low tax rates.

12.
What kind of a system exists when the government largely determines what goods and services get produced, who gets them and how the economy grows?

a. Capitalist economy 




b. Socialist economy 




c.   Free market economy

d.
Communist economy

Learning Goal 4

13.
For the last several years, the country of Amerensk has been moving from a communist country to a more mixed economic system.  Which of the following most likely would NOT occur in Amerensk?

a. An increase in the level of government involvement in trade.  

b. Private ownership of business. 

c. An increase in the rate at which jobs are created.

d. More incentives for workers to work harder.

14.
In terms of economic systems, the trend has been for:


a.
countries that are mostly socialist to move toward communist systems.


b.
countries that are mostly capitalist to move toward more socialism.


c.
countries that are capitalist to move toward communism.


d.
countries to remain primarily within the economic system the country has in place.
Learning Goal 5

15.
Which of the following would not be considered a key economic indicator?


a. 
GDP 





b. 
The unemployment rate 




c. 
The tax rate


d. 
The price indexes

16.
Juan Valdez was laid off from his job at the coffee factory, because the demand for coffee has weakened. The kind of unemployment Juan is experiencing would be:

a. frictional. 





b. seasonal. 





c. 
structural.


d. 
cyclical.

17.   When the economy in the United States began to slow, price increases, while still measurable, began to slow.  This situation is known as:


a. inflation.


b. disinflation.


c. deflation.


d. fiscal policy.

18.
Which of the following won’t occur during a recession?


a. 
high unemployment





b. 
increase in business failures



c.  drop in the standard of living

d.  increase in interest rates 

19.
The nation of Finlandia is experiencing an economic crisis.  The country has seen prices rise with increases in the price of oil and petroleum related products.  At the same time, many businesses are experiencing profit problems because of the rising prices, and have begun to lay people off in order to cut costs.  So, unemployment is rising.  Finlandia is experiencing:


a.
a depression


b.
 a period of stagflation


c.
disinflation


d.
 deflation
Learning Goal 6

20.
Fiscal policy is at issue when:

a. The Federal Reserve raises interest rates.

b. The Federal Reserve debates combating inflation by cutting the money supply.

c.   Congress debates a proposal to cut defense spending, and raising taxes to support spending for education.

d.
Unemployment goes up as the country slides into a recession.

21.
Which of the following is not a part of the business cycles that occur in economics over time?

a. Economic boom.

b. Depression

c. Structural unemployment

d.  Recovery

22.
When President Barack Obama was elected, the economy of the United States was in trouble, and had slid into a recession. Consumer spending was low and getting worse.  In an effort to stop the decline, President Obama proposed an economic stimulus package which included government spending on roads, bridges, schools among other things, and a tax cut that each U.S. worker would see in their paycheck.  Apparently, President Obama was a proponent of:


a.
Malthusian economics.


b.
Monetary policy.


c.
Keynesian economic theory.


d.
 Communist economic theory.

23. 
The sum of all the federal deficits over time is known as the:


a.
national debt.





b. 
gross national debt.


c.  fiscal policy.

d.  aggregate demand for money.
TRUE-FALSE

Learning Goal 1

1. _____
The world’s population is growing more slowly than expected, and there are some industrial countries in which growth may be so slow that there will be too many old people and too few young people to support them.     

2. _____

Today many U.S. businesspeople are becoming more concerned about social issues and their obligation to return to society.

3. _____
Microeconomics looks at the operation of a nation’s economy as a whole.
Learning Goal 2

4. ______
In a free market system, price is determined through negotiation between buyers and sellers.

5. _____
When there is a surplus of products, manufacturers will tend to raise the price so that they will make a profit from those products they are able to sell.   
6. ______
 Monopolistic competition exists when just a few sellers dominate a market.

7.  _____
As capitalist systems have evolved in the United States and other parts of the world, wealth has become more equally distributed.

Learning Goal 3

8.  _____
One of the consequences of a socialist system is a high tax rate on those who do work, in order to pay for services for those that don’t, or can’t, work.

9.  _____
A negative consequence of socialism has been brain drain.

10.  ____
Socialism and communism are popular terms used to describe free market economies.

11. _____
A communist system is based upon the premise that the government owns all major forms of production and all economic decisions are made by the government

Learning Goal 4

12. _____   
The United States is a purely free market economy.

13.  _____
Mixed economies exist where some allocation of resources is made by the marketplace, and some by the government.

Learning Goal 5

14. _____
Production from a foreign company located in the U.S., like Honda, is not included in calculating GDP. 

15. _____ 
Betty Bixler worked for Chrysler for 20 years before being laid off when her 



job was eliminated because updated technology made her job obsolete. Betty 



is structurally unemployed.


16. _____

The PPI is important because some government benefits, wages and salaries, 



rents and leases, tax brackets, and interest rates are all based upon this figure.

17. _____

It has become relatively easy to measure productivity in the service sector due to the influx of machinery.

18. _____

An increase in productivity means the same worker produces more in the 



same amount of time.

19. _____

During a recession, we could experience an overall drop in our standard of 



living, high unemployment, and increased business failures.

20. _____

During a period of disinflation, prices are actually going down.

Learning Goal 6

21. _____

When a political candidate indicates that the only way to cut the deficit is to cut spending and raise taxes, the candidate is addressing fiscal policy.

22. _____

High tax rates are encouraged by small business owners because the increase in government revenues from higher taxes will be used by the government for small business loans.

You Can Find It on The Net

Many economic statistics can be found on government sites.  Visit the Bureau of Labor Statistics at

www.bls.gov .

What is the most recent change in the Consumer Price Index?

Use the inflation calculator to determine the cost of tuition at your school in 10 years.  What would tuition have been 10 years ago?

What is the most recent unemployment rate for the United States?

Go to the International Statistics link. How do the unemployment rate and the changes in the Consumer Price Index in the United States compare to other major countries such as Canada, Japan and parts of Europe?

Click on the map of the United States on your state. What is the unemployment rate in your state? 

What is the trend over 6 months, indicated on this web page?

ANSWERS

LEARNING THE LANGUAGE

	1.  Supply
	12. Gross Domestic Product
	23. Invisible hand

	2.  Microeconomics
	13. Command economies
	24. Oligopoly

	3.  Recession
	14. Monetary policy
	25. Macroeconomics

	4.  Capitalism
	15. Disinflation
	26. Resource development

	5.  Demand
	16. Depression
	27. Market price

	6.  Unemployment rate
	17. Socialism
	28. Monopolistic competition

	7.  Free market economies
	18. Fiscal policy
	29. Communism

	8.  Consumer price index
	19. Mixed economies
	30 Producer Price Index

	9.  National debt
	20. Deflation
	31. Business cycles

	10. Economics
	21. Monopoly
	32. Brain drain
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ASSESSMENT CHECK

Learning Goal 1

How Economic Conditions Affect Business

1.
Macroeconomics looks at the operation of a nation’s economy as a whole, and microeconomics looks at the behavior of people and organizations in particular markets.  

2.
Businesses contribute to an economic system and resource development by inventing products that increase available resources.  Businesses may discover new energy sources or new ways of growing food.

3.
Followers of Thomas Malthus believe that there are too many people in the world and that the solution to poverty is birth control.  However, statistics show that populations in some countries are growing so slowly that there may be too many old people and too few young people to care for them.


These views differ from other economists because there are macroeconomists who believe that a large population can be a valuable resource, especially if the people are educated.  They believe that one of the keys to economic growth in the world is to educate people better.

4.
Adam Smith believed that freedom was vital to the survival of any economy, especially the freedom to own land or property and the freedom to keep the profits from working the land or running a business.  He believed people will work hard if they have the incentive to do so. People have a desire to improve their “condition in life”, and as long as workers can see economic reward for their efforts they will work long hours and work hard.  As a result of those efforts the economy would prosper.

5.
 The “invisible hand” is how Smith believed an economy grows and prospers, through the production of needed goods and services. The idea is that people working for their own benefit will provide goods and services, which are needed by others.  To become wealthy business owners have to hire workers to produce those goods and services.  As a consequence, an area has plenty of goods and services, and many people have jobs.
Learning Goal 2

Understanding Free-Market Capitalism

6.
In a capitalist system, all or most of the factors of production and distribution are owned by individuals, and are operated for profit.  So, in a capitalist system, business people decide what to produce, how much to pay workers, how much to charge for goods and services, whether to produce certain goods domestically, import them, or contract to have them made in other countries, and so on.

7.
The foundation of the U.S. economic system is capitalism

8.
The four basic rights of a free market (capitalist) system are:


a.  The right to own private property





b.  The right to own a business and keep the profits


c.  The right to freedom of competition


d.  The right to freedom of choice

9.
In a free market system decisions about what to produce and in what quantities are made by the market. Consumers in a free market economy send signals to producers that tell the producers what and how much to make by choosing to buy, or not to buy, products and services, at the price we are charged in the store.  
10.
Supply refers to the quantity of products that manufacturers or owners are willing to 

sell at different prices at a specific time. In general, as price goes up, the quantity supplied will go up because sellers can make more money with a higher price.

11.
Demand refers to the quantity of products that people are willing to buy at different


prices at a specific time. In general, as price goes down, quantity demanded will go up.

12.
The key factor in determining the quantity supplied and the quantity demanded is price.

13.
A.
Price

D.
Demand curve


B.
Quantity

E.
Equilibrium point

C.
Supply curve

14.
The equilibrium point, or equilibrium price, is the point on a graph where the quantity supplied is equal to the quantity demanded.  In the long run, that price becomes the market price.

15.
Proponents of a free market system argue that there is no need for government to set price.  When quantity supplied exceeds quantity demanded, a signal is sent to sellers to lower the price.  If shortages develop, when quantity demanded exceeds quantity supplied, a signal is sent to sellers to increase the price.  Eventually supply and demand will again be equal, if nothing interferes with the market forces.

16.
In countries where there is no mechanism for businesses to determine what and how much to produce there are often shortages or surpluses.  In these countries the government decides what to produce and in what quantities, but without the price signals, the government has no way of knowing proper quantities.

17.
a. 
Perfect competition exists when there are many sellers in a market and no one producer is big enough to dictate the price of a product. Sellers produce products that appear to be identical.  An example would be agricultural products.


b.  
Monopolistic competition exists when a large number of sellers produce products that appear similar, but are perceived as being different by the buyers.  Product 

differentiation is the key to success in this type of competitive situation.  Examples are personal computers and T-shirts.
  c.  
In an oligopoly, just a few sellers dominate the market, as is the case in the tobacco, gasoline, and aircraft industry for example.  The initial investment to enter an oligopoly is very high, and prices are similar.  Product differentiation is usually the main factor in market success.


d.  
A monopoly exists where there is only one seller for a product or service.  One seller controls supply, and so could raise prices dramatically.  For this reason laws in the United States prohibit monopolies, except for approved monopolies such as utility service.

18.
The benefit of the free market system for industrialized countries is that it was a major factor in creating the wealth these countries now enjoy.  Capitalism encourages businesses to be more efficient so they can successfully compete on price and quality.

19.
Even as the free market system has brought prosperity to the United States and many other parts of the world, it has brought inequality at the same time. A free market economy leads to inequality of wealth because business owners and managers will make more money and have more wealth than workers.  Further, there will be people who are unable or unwilling to work or start a business.  Others may not have the talent or drive to do so.  So there is an unequal distribution of wealth.
20.
One of the dangers of a free market system is that business people may let greed dictate how they act in order to increase personal assets. There are many examples of corruption in may different industries. To overcome this limitation of capitalism some countries have adopted socialism.
Learning Goal 3

Understanding Socialism

21.
The basic premise of socialism is that most basic businesses, such as steel mills, coal mines, and utilities, should be owned by the government so that profits can be evenly distributed among the people.  Entrepreneurs often own and run small businesses, but private businesses and individuals are taxed steeply to pay for social programs. Socialists believe the government should carry out the distribution of wealth and be more involved in protecting the environment and providing for the poor.
22.
The major benefit of socialism is social equality, because income is taken from the wealthier people through taxes and redistributed to the poorer members of the population though government programs.  Benefits include free education through college, free health care, free childcare, longer vacations, shorter workweeks, and more generous employee benefits.

23.
One of the negative consequences of socialism is brain drain. Brain drain is the term used to describe the trend for professionals like doctors and lawyers, and business people and others with high incomes, to leave socialist countries for more capitalistic countries with lower tax rates.  Socialism also results in fewer inventions and less innovation because those who come up with the ideas usually don’t receive as much reward as they would in a capitalist system.

Understanding Communism

24.
In a communist system all economic decisions are made by the government and the government owns all the major factors of production.

25.
One problem with a communist system is that a government doesn’t always know the right amount to produce because prices don’t reflect supply and demand.  As a result, there can be shortages of many goods, even basics such as food.  Another problem with communism is that it doesn’t inspire businesspeople to work hard because there are no incentives.   Therefore communism is slowly disappearing as an economic form.  Communist countries today are suffering severe economic depression and some people are starving.

Learning Goal 4

The Trend Toward Mixed Economies

 26.
a.
Free market economies exist when the marketplace largely determines what 



goods and services get produced, who gets them and how the economy grows.



The popular term for this system is capitalism.


b. 
Command economies exist when the government largely decides what goods 



and services to produce, who will get them and how the economy will grow.



Socialism and communism are terms used to describe this type of system.

27.
a.
Many believe that a free market system is not responsive enough to the needs of the old, the disabled, the poor. Many believe businesses in free market economies have not done enough to protect the environment. 


b.
Socialism and communism have not created enough jobs or wealth to keep economies growing fast enough.   Communist governments are disappearing and socialist governments are cutting back on services.

c.
The results of these problems have been a trend for free market economies, such as the United States, to move toward socialism and for socialist countries to move toward capitalism.  

28.
The United States is a mixed economy because of government involvement in the economy.  The government is now the largest employer in the United States.

Learning Goal 5

Understanding the Economic System of the United States

29.
Three major indicators of economic health are:


a.
the gross domestic product


b.
the unemployment rate


c.
the price indexes
30.
Production values from foreign manufacturers are included in the U.S. GDP as long as the company is located within the country’s boundaries.

31.
A major influence on the growth of GDP is the productivity of the workforce.

32.
a.  Frictional unemployment refers to those people who have quit work, and who haven’t yet       found a new job.

 b.
Structural unemployment refers to unemployment caused by the restructuring of firms or by a mismatch between the skills or location of job seekers and the requirements or location of available jobs.

 c.
Cyclical unemployment refers to unemployment caused because of a recession or similar downturn in the business cycle.
 d.
Seasonal unemployment occurs where demand for labor varies over the year.

33.
Inflation is a rise in prices, and disinflation is a condition where the rise in prices is slowing, or in other words, the inflation rate is declining.

34.
Inflation is a rise in prices of goods and services over time, and deflation is a situation where prices are actually declining. 

35.
During a period of stagflation, the economy is slowing, but prices are still going up.

36.
Two measures of prices changes over time are:


a.
consumer price index


b.
producer price index

37.
The CPI is an important figure because some government benefits, wages and salaries, rents and leases, tax brackets, and interest rates are all based on the CPI.

38.
The C-CPI is also known as the Chained Consumer Price Index. It is a new index created by the government because the CPI failed to take into account that consumers would shift their purchases as prices went up or down.  So, if the price of beef went up, consumers may switch to chicken which is less expensive. The C-CPI factors in those decisions.

39.
Other indicators of the economic conditions are:


a.
housing starts


b.
retail sales


c.
changes in personal income

40.
Business people are eager to increase productivity because an increase in productivity means that a worker can produce more goods and services than before.  Higher productivity means lower costs in producing goods and services and lower prices. This can help to make a firm more competitive.

41.
Measuring productivity is a problem in the service industry because technology may add to the quality of the service provided, but not to the output per worker, which is defined as productivity.

42.
The four phases of long-term business cycles are:

a. boom

b. recession

c. depression

d. recovery

43.
A boom is a time when businesses are doing well.  When we are in a recovery, we are coming out of a recession, and the economy is stabilizing and starting to grow.  This will eventually lead to a boom, starting the cycle over again.

44.
When a recession occurs


a.   prices fall


b.   people purchase fewer products


c.   more businesses fail

45.
Three negative consequences of a recession are:


a.  high unemployment


b.  increased business failures



c.  overall drop in living standards

Learning Goal 6

Stabilizing the Economy Through Fiscal Policy

46.
Two areas addressed by fiscal policy are:


a.  taxes

b.  government spending
47.
Theoretically, high tax rates could slow the economy because they draw money away from the private sector and put it into the government.  High tax rates also may discourage small-business ownership.

48.
The national deficit is the amount of money that the federal government spends over and above the amount it gathers in taxes.  The national debt is the sum of the deficits over time.

49.
One way to reduce annual deficits is to cut government spending.
50.
The idea of Keynesian economic theory suggest that increased government spending, for example on roads, bridges, schools and utilities ( infrastructure), and a cut in taxes will stimulate the economy in a recession. 


When the economy is growing too fast, this idea is to cut back government spending or increase taxes, which is fiscal policy.  These are supposed to be short term solutions to wide swings in the business cycles.
Using Monetary Policy to Keep the Economy Growing

51.
The Federal Reserve Bank, or the Fed, is a semi-private organization that is not under the direct control of the government, but its members are appointed by the President.

52.
Two areas managed by monetary policy are:


a.  money supply


b.  interest rates

53.
When the economy is booming, the Fed tends to raise interest rates.  This makes money more expensive to borrow.  Businesses borrow less, and the economy slows.  Businesspeople spend less money on everything they need to grow, including labor and machinery.
54.
In theory when the Fed lowers interest rates businesses tend to borrow more and the economy takes off.

CRITICAL THINKING EXERCISES

Learning Goal 1

1.
Adam Smith believed that an economy would prosper when people were allowed to produce needed goods and services and keep the profit in an attempt to improve their own standard of living.  When people saw the potential gain from working hard and hiring others to help work, Smith argued that new businesses would be created, fueled by a desire for wealth.  The invisible hand turned individual gain into social and economic benefits.  Ray Kroc, the founder of McDonald’s saw a need for fast food in the marketplace.  He took an idea and developed it into a multibillion-dollar corporation.  He became a self-made millionaire, and spawned several companies along the way.

These companies have provided jobs for thousands of people, from high school kids working the counter after school to the franchisee who owns twenty restaurants to the advertising executive in charge of the McDonald’s account.  The companies benefiting from McDonalds’ success provide a service U.S. consumers need and want, make a living providing goods and services and give people jobs.  McDonald’s also goes beyond jobs and other tangible economic benefits, with Ronald McDonald Houses providing a social benefit beyond economic measure.
Learning Goal 2

2.
a. Profit


e. Private property


b. Private property

f. Freedom of choice


c. Competition


g. Competition


d. Freedom of choice

h. Private property


3.

                           125

                           100



           
     75

Price   
  

                             50     
  

25                                 
                        
                                                        



100           200          300            400          500



Quantity


a.   The equilibrium price is $75.


b.   300 units will be supplied at that price.
 

4. 
a.  up

d. down

  
b. down              
e. down

         c.  up

5.
a. perfect competition

c. monopolistic competition


b. monopoly


d. oligopoly

Learning Goals 2, 3

6.
In her discussions with Jean-Paul, Julie might defend capitalism by saying that one benefit of the free-market system is that it allows open competition among companies.  Businesses must provide customers with quality goods and services at fair prices with good service or they will lose customers to other companies that do just that.  She might also say that in the U.S. there is a benefit to working hard because we have the incentive of being able to keep the rewards of our work – i.e. profits.
Julie might say further that the drawback of living in a socialist system is that the tax rate is so high that there is little incentive to work hard, be innovative and create new products because the government takes away so much of what you earn.  Consequently, there are fewer inventions and less innovation because those who come up with new ideas usually don’t receive as much reward as they would in a capitalist system.

Jean-Paul may respond that a major limitation of capitalism is the inequality of wealth distribution in a capitalist system.  Business owners make more money than the workers, and some people who are old, disabled or don’t have the talent to run a business can’t create wealth for themselves.  A major benefit of socialism is social equality.  There is more equality because income is taken from the richer people in the form of taxes and redistributed to the poorer members of the population through various government programs such as free education, free health care, and free child care.  Workers in these countries get longer vacations and tend to work fewer hours per week and have more employee benefits than workers in capitalist countries.
Learning Goals 2, 3, 4

7.
a.
 Socialism


f. Mixed economy


b. Capitalism


g. Could be either capitalism or mixed economy


c.  Capitalism


h. Communism


d. Communism


 


e.  Socialism





Learning Goal 5

8.
Increases in productivity mean that the same amount of labor is able to produce a greater output. Costs are thus lower in producing goods and services, and so prices can be lower. So, efficiency in both manufacturing and the service sector can help to hold down inflation.  If productivity slows, GDP growth could also slow.  This would have a negative effect on the economy.

9.
a. cyclical

c. structural

  
b. seasonal

d. frictional

Learning Goal 6

10. 
a. Fiscal policy

e. Monetary policy

  
b. Monetary policy
f. Fiscal policy

  
c. Fiscal policy

g. Fiscal policy

   
d. Fiscal policy

h. Fiscal policy


11.
Small business owners, who create many of the jobs and much of the wealth for the economy, are often severely affected by changes in the tax rates. In theory, these business owners may add jobs and hire more people when they know their tax liability will be lower as a result of a tax reduction.  Consequently, while tax rates may be lower, a greater number of people will be paying in to the system, and this could have the effect of increasing government tax revenues.

PRACTICE TEST

MULTIPLE CHOICE 



TRUE-FALSE
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