Guide to the
Essentials of
Economics

PEARSON
W__

Hall

Needham, Massachusetts
Upper Saddie River, New Jersey




To THE TEACHER

The Guide to the Fssentials of Economics is designed to provide students with
the most essential content in their high school Economics cousse in an easy-
to-follow format. The text summaries and graphic organizers will help stu-
dents organize key information. Vocabulary terms are highlighted and
defined in the text narrative, as well as in the Glossary, A chapter test al the
end of each chapter chiecks students’ understanding of the basic content.

You may wish to use the Gulde to the Essentials as a preview or review of the
texthook chapters covered in the course, or as a summary of textbook chap-
fers that cannot be studied in detail because of time considerations.

Copyright € by Pearsons Education, Inc., publishing as Pearson Prentice Hall, Upper Saddle River, New Jersey 074358,
Al rights reserved. Printed in the United States of America. This publication s protected by copyright, and permission
“should be obiained from the publisher priov to any prohibited reproduction, storage in a retrieval system, or transmis-
siom in any form ar by any means, eleceronis, mrechanical, photocopying, recording, or Hkewise, The publisher hereby
grants permission ro reproduce these pages, in part or in whole, for classroon use only, the number not 1o exceed the
number of students in each class, Notice of copyright imust appear on all copics. For information regarding permis-

sionis), write to: Rights and Permiissions Deparement,

PEARSON

e ————

5678910 vO88 1009
ISBN 0-13-063094-2




Natioual Standards in Economics .

Chapter 1 What is Economics?
Chapter 2 Economic Systems
Chapter 3 American Free Enterprise

How Markets
Work

Chapter 4  Demand
Chapter 5 . Supply

Chapter 6 Prices

Chapter 7 Market Structures

Business and
Labor

Chapter 8  Business Organizations
Chapter 9 Labor

Money, Banking,
and Finance

Chapter 10 Money and Banking

Chapter 11 Financial Markets

€ Prentice-Hal, Inc.

iv

16
20
24
28

33
38

42

16

Growth

Chapter 14 Taxes and Government

Spending

Chapter 15 Fiscal Policy

Chapter 16 The Federal Reserve and

Measuring
Economie
Performance

Chapter 12  Gross Domestic Product and

- Chapter 13 Economic Challenges

bovernment and
the Economy

Monetary Policy

' The Global
| Eeonomy

Chapter 17 International Trade

Chapter 18  FEconomic Development and

Transition

Glassary
index

Tabi

30
54

58
63

67

72

76

81
88

fii




The foltowing guide presents the correlation of the voluntary Nutional Content
Sandards in Econowtics to Prentice Hall's Economics: Principles in Action. The stan-
dards were developed by the National Council on Ecopomic Education in part-
nership with the National Association of Lcomomic Educators and the
Foundation for Teaching Economics, The chart on these four pages lists the stan-
dards for grades 4-12 and shows which chapters in Economies: Principles in Action
focus on cach standard. The economic principle for each standard is identified in
the left column; the chapters that address each standard are listed in the right
column,

Content Siandard '_l”

Students will understand that:

Productive resources are limited, Thervefore, people cannot
ave all the goods and services they want; as a result, they
must choose some things and give up others.

Students will understand that:

Effective decision making requires comparing the additional
costs of alternatives with the additional benefits, Most
choices involve doing a little morce or a little less of some-
thing; few cheices are all-or-nothing decisions.

Content Standard 3

Students will understand that:

Different methods can be used to allocate goods and services,
People, acting individunally or collectively through govern-
ment, must choose which methods te use to allocate different
Kinds of goods and services.

Content Standard 4

Students will understand that:

People respond predictably to positive and negative
incentives.

iv Standards Correlation
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Students wilf understand that:

Voluntary e¢xchange occurs only when all participating par-
ties expect to gain. This is trae for trade among individuals
or organizations within a nation, and ameng individaals or
organizations in different nations.

Content Standard 6
S'tudents will understand that:

When individaals, regions, and nations specialize in what
they can produce at the lowest cost and then trade with oth-
ers, both production and consumption increase,

Content Standard 7

Students will understand that:

Markets exist when bayers and sellers interact, This interac-
tion determines market prices and thereby allocates scarce
goods and services,

Content Standard 8

Students will understand that:

Prices send signals and provide incentives to buyers and sell-
ers. When supply or demand changes, market prices adjust,
affecting incentives,

Content Standard 9

Students will understand that:

Conipetition among sellers lowers costs and prices, and
encourages producers to produce more of what consumers are
willing and able to buy. Competition among buyers increases
prices and allocates goods and services to those people who
are willing and able to pay thie most for them.

© Premice-Hall, Ing, Standards Corrglation Y




Content Standard 10

Students will understand that:

Institutions evolve in market economies to help individuals
and groups accomplish their goals. Banks, labor unions, cor-
porations, legal systems, and not-for-profit organizations are
examples of important institutions. A different kingd of insti-
tution, clearly defined and wetl enforced property rights, is
essential to a market economy.

Content Standard 11

Students will understand that:

Money makes it easicr to trade, borrow, save, invest, and
comnpare the value of goods and services.

Content Standard 12

Students will understand that:

Interest rates, adjusted for inflation, rise and fall to balance the
amount saved with the amount borrowed, thas affecting the
allocation of scarce resources between present and firture uses,

Content Standard 13

Students will understand that:

Income for moast people is determined by the market valuc of
the productive resources they sell. What workers carn
depends, primarily, on the market value of what they pro-
duce and how productive they are,

Content Standard 14

Students WEH understand that:

- Entrepreneurs are people who take the risks of organizing
productive resources to make goods and services, Profit is an
important incentive that leads entrepreneurs to accept the
risks of buosiness failure. '

Conten{ Standard 15

Students will understand that:

Investment in factories, machinery, new technology, and the
health, education, and training of people can raise future
standards of Hving. :
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Content Siandard 10

Students will understand that:

There is an economic role for government to play in a market
economy whenever the benefits of a government policy out-
weigh its costs. Govermments often provide for national
defense, address environmental concerns, define and protect
property rights, and attempt to make markets more competi-
tive, Most government pelicies also redistribute income,

Content Standard 17

Students will understand that:

Costs of government policies sometimes exceed benefits, This
mity eccuar becaunse of incentives facing voters, government
officials, and goverament cmployees, because of actions by
special interest groups that can impose costs on the gencral
public, or because social goals other than economic efficiency
are being pursved,

Students witl understand that:

A nation’s overall levels of income, employment, and prices
are¢ determioned by the interaction of spending and produc-
tion decistons made by all households, firms, government
agencies, and others in the economy.

Confent Standard 19

Studeoents will unde:‘stand that:

Unemployment imposes costs on individuals and nations.
Unexpected inflation imposes costs on many people and bene-
fits some others because it arbitrarily redistributes purchas-
ing power. Inflation can reduce the rate of growth of
national living standards, because individuals and organiza-
tiong use¢ resources to protect themselves against the ancer-
tainty of future prices.

Content Standard 20

Students will understand that:

Federal government budgetary policy and the Federal Reserve
System’s monetary policy influence the overall Ievels of
employment, output, and prices.

R4
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What is Economies?

CARCITY AND THE FACTORS
OF PRODUCTION

TEXT SUMMARY

People always have to make decisions  trouble supplyving  goods and services at
aboul how to meet their needs and  current prices, Shortages may  occur
wants. A meed is something people must  because of situations like war or drought.
have to survive, like air, food, and shel-  They may end quickly or last a long time.

ter. A want is something that people Economists call the resources used to
- would like to have but iy make goods and services factors of
not  necessary  for  survival.  produaction. There are three types: land,

Leonomics Is the study of how  labor, and capital. Land inchudes natural
people make choices to satisly  resources like coal, water, and forests,

their peeds and wants, Labor is work for which people receive

_ People have to make such  pay. Capital is a human-made resource

seir necds choices because of scarcity,  used to produce other goods and services.

anst wanfts. the limited amounts of resources Objects made by people, like buildings

St meet unlimited  desires. and tools, are called physical capital,
Gaods are objects, like cars and clothes.  Homan capital refers to the knowl-
Services are actions that people do Tor  edge and skills peaple gain from study
others, such as teaching. A shortage and cxperience. Entreprenenys are
oceurs when a good or service is unavail-  people who put together land, labor, and
able. Shortages occur when people have  capital to create new businesses.

GRAPHIC SUNMIMARY: The Factors of Production

—

Lard
Natural resources used to
produce goods and services Goods and
T _ Entrepreneur Services
Labor Person who combines + Objects and
Work for which peaple are paid | : factors of production to actions that
o ' cregte new businesses satisfy people’s
J— t
Capital needs and wants

Human-made resource used to
make other goods and services

the three factors of production-—land, labor, and capiisl--are used to create goods and services,
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TEXT SUMMARY

When making decisions people face
trade-offs, or altermnatives we give up
when we choose one course of action over
anether. Individuals, businesses, and gov-
ernments all face trade-offs, A person who
chooses to spend more time ar work has
less time to spend at home. A business
that uses all jts factocies to build chairs
cannot build tables at the same time. A
country that decides o produce more
mititary goods has fewer resources o use
for consumer goods. Economists use the
term guns or batter to describe this
trade-off,

A person who chooses one alternative
gives up other aiternatives, The most
desizable alternative given up is called the
opportunity cest. For cexample,

natives = |
15t hour of extra study time

Grade of € on test

OprrorTunITY COST

suppose you have to choose between
sleeping late or getting up carly to study
for a test. The opportunity cost of extra
study time is less sleep. The opportunity
cost ol more sleep s less study time,
Decisions also involve
thirtking at the margin. This
means deciding about adding or
subtracting  one  unit of &
resource, such & one hour of
sleep, In the example above, the
degision was between sleeping
late or studying, But you could
also choose to sleep an hour late,
then wake up to study, To make a
decision at the margin, you
would compare the opportunity cost arnd
benefit of each extra hour of studying,

GRAPHIC SUMMARY: Decision-Making at the Margin

1 hour of sleep

2nd hour of extra study time

Grade of B on test

2 hours of sleep

3rd hour of extra study time

Grade of B+ on test

3 hours af sleep

This grid shows one way to analyze a decision by identifying the opportunity costs and benefits at
the margin,

© Prentice-Hali, Inc.
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used'to ¢xamine the
‘opportanity costs of

these decisions,

THE BIG DA

CHAPTER 1

CURVES

TEXT SUNMMARY

Fronomists use graphs that are called
production possibilities curves to
show alternative ways of using a
country’s sgsources, tor example,
an cconamist might want (o
exagine the production of shoes
and watermelons, A production
possibilities curve can show how
the number of shoes produced is
aftected by the number of water-
metons grown, As the number of
watermelons  produced s
increased  the number of shoes
produced  will decrease. This
happens because land is scarce, and more
land for watermelon farms means less land
for shoe factories. Stmilarly, as more shoes
are produced less resources are avatlable to
grow watermelons,

Efficiency means an economy s
using resources in such a way ay to

5y

This production possibilities
cirve shows a made-up
country's trade-offs in pro-
ducing shoes and watermel
ons, At point 3, it produces
no weatermaions but all pos-
sible shows. At point F, it pro-
duces no shoes andd all possi-
blg watermelons,

Shoes {millions of pairs)

Ia Hoig of
uncargiiization

maxiniize the production of goods and ser
vices. in the above example, efficlency
would mean that the most watenmelons
and shoes possible are being produced,
The line on the curve that shows the max-
imum possible production is called Lhe
production possibilities froatier, If
factory workers and farmers lost their jobs,
fewer shoes and watermelons would be
produced. In this case the economy would
suffer from underatilization, or using
fewer resources than it is capable of using,.
A country’s resources are always changing.

In the fwure, resources may incgease,
causing the cconomy to grow. If more fahor
becores available, there will be more work-
ers to produce more goods, Improvenients
int technology, ot know-how, will also help
the economy grow. This growth can be
shiown by a shift to the right on the pro-
duction possibilities trontier.

GRAPHIC SUMMAMRY: Production Possibilities Curve

§ k!

15 20 2h

Watermelons {millions of fons}

'mv:gﬁ_qu_ﬁ'sriaﬁts |
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Name

Class

APTER 1

Test

IDENTIFYING MAIN IDEAS

Write the letter of the cotrect answer in the blank provided. (10 points each)

e L Economics is the study of how people

2.

3.

I X

s.

© Prentice-MHah, lnc.

A, calculate their income tax.

B. choose from limited resources to meet
their needs.

C. respond to war and drought.

D. gain knowledge and skills from study
and experience.

Shortages occur when

A many people are unemployed.

B, interest rates go up.

C. people have trouble supplving goods
and services at current prices,

. the United States imports more than it
€xXports.

The resources used to make goods and

services are called

A, Tactors of production.

B. gross national product,

C. production possibilities frontier,

B. opporturniity ¢ost.

Entrepreneurs are people who

A. help settle labor disputes,

B, work on the floor of the stock
exchange,

C. put together land, labor, and capital to
create new businesses,

B. produce all of a country’s guns
aned butter.

Giving up one alternative for another is
called

A, underutilization.
B. a trade-off,

C. human capital.
D. efficiency.

6. Countries often have 1o choose between

10
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.

producing military or consumer gaods, a
trade-oft economists call

A. export or import,

B, a free market economy.

C. farm goods or factory goods,

D, guns or butter,

Thinking at the margins means deciding

about

A. maximizing goods and services,

B. investing with borrowed moriey.

C. adding or subtracting one additional
utlit of some resource.

D. increasing or decreasing technological
know-how,

The purpose of a production possibilities

curve is to

A, shiow alternative Ways bO use an econo-
my's resources,

B. show how a factory can use its workers
in different ways.

C. give engineers a new way of deciding
how Lo build manufacturing plants.

1, tell farmers how many watermelons to
plant.

Using resources in such a way as to
maximize the production of goods and
services iy called

A. efficiency.

B. underutilization,

C. thinking at the margins,

B, growth.

A country’s production possibilities
will grow if it

A. produces morte guns than butter,
B. lowers its opportunity costs.

C. makes more trade-offs.

D, increases is resources.




# deciding hiow
to use their scarce
eCONOMIC PESORECes.

Economic Systems

TEXT SUMMARY

Because cconomic resources are limiled,
a vountty must answer three key eco-
nomie questions. These are: 1) What
poods and services should be produced?
23 How should these goods and services
be produced? 3) Who consunes
these goods and services?

In answerkng these questions,
societies must consider thekr eco-
nomic goals, Some goals, such as
cconomic frecdom or economic
equity, are considered more
impaortant Some  countries
than in others. Other goals, like
economic cfficiency, are shared
bv most countries. Anothier {important
goal is growth and innovation. A nation’s
economy must grow in order to improve
ity standard of living, or level of
prosperity.

in

GRAPHIC SUNMIMARY: EFconomic Goals

Four types of economic systems
have developed as societics attempt to
auswer the three economic guestions
according to their goals. An economic

system 15 the method a society uses to

produce and distribute goods and ser
vices. A traditional economy relies
on custom to make most economic dec-
sions, People grow up doing what their
parents did, and there is little innova-
tion or change. In a market economy,
economic decisions are made by individ-
uals and are based on exchange, or trade.
Market economies are aiso known as the
free market. In a centrally planned
cconomy, the governiment makes most
econamic decisions. Most econonmies
today are mixed cconomies, a
combination ot the three other econ-
omic systems,

§ ECONOMIC ECONOMIC ECONOMIC ECONOMIC ECONOMIC
| BFFICIENCY FREEDOM SECURITY AND EQUITY GROWTH AND
: PREDICTABILITY INNOVATION

Rawimizing outplt
of goads and
seervices from the
resources available

Allowing individuals
to make economic
choices aboul
sarming income,

Towning property,

and purchasing
E goods ard services

Assuring peoplie
that goods and
services wilt be
available; providing
aid for retirement
andd i Jifficult
times

Dividing resources
in & way that is
considerad fair

Encouraging the
development of
new ideas and
skills; helping the
economy gl‘OW

While most societies pursue alt of these goals, a society may vatue some goals more than others.

istons made in a mar-

B
ketdcanomy?

E TR
£ Prentica-Hall, Inc.
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TEXT SUVMMARY

None of us can produce ‘everything
we need and want Markets exist so
that people can cxchange the things
they have for the things they want, A
market is an arrangement that allows
buyers and sellers to exchange goods
aned services,

Markets function because of self-interest
and competition. Self-interest means
buyers and sellers are focused on per.
sonal gain, Tt motivates consumers
to buy the goods and services they
want at the lowest prices possible.
Competition is the struggle among
producers for the dollars of consumers.
It keeps prices low as firms attermpt
to make their prices attractive to con-

sumers.  Together, self-interest  and
competition work to regulate the
marketpiace,

The factor market and the product
market are the two main parts of the
free market. In the factor market,
firms purchase land, labor, and
capital—the factors of produc-
tion—{rom households, Firmg
rent larnd, hire workers, and bor.
row roney from investors. In the
product market, houscholds
purchase goods and services pro-
duced by firms.

The free market helps an econ-
Oy meet Mmany cconomic goals.
Itencourages efficiency, ecanomic
freedom, and innovation -and
growth. towever, two other #co-
noemic goals—secarity and equity-—are
ditficult to achicve in & pure market sys-
tem. Many socicties have moditied the
free market to better nieet their goals.

L GRAPHIC SUMMARY: Factor Market and Product Market

Produst market

Phassinids oy I

D for guesds ood
SEAVIES. g
........ Se—

Fray sy L
ngmmehalie, wih

goods and wedoas,
Hoimabudd wiyply
Fieeves witn - s,
Takw. s sasded,

Fitetor markel

Yy gy
Pomahokis o G,
iahat, art e,

This circular flow diagram
‘shows interactions batween -
businesses and housebolds
in the frae market. In the
top half, households pur-
chase preducts made by
businesses, in the bottom
kaif, businesses purchase
land, labor, and capital from
housenaoleds,

T
& Prentica-Hall, Inc.

THE BIG ipEA

are attempting
to meet theiy
economic goals,




tHeE BIG iDEA )

economics.
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B TEXT SUMMARY

In a centrally planned economy, the cen-
tral government, rather than individual
producers and consumers in markets,
answers the key economic questions about
production and consumption, The govern-
ment owns the land and the capital, It con-
trols where people will work and how
rauch they will be paid. It decides what is
produced and at what price
things will be sold.

The tenus soctalismy and
coynmpunism  are  associated
with centrally  controlled
gconomics, Soctalists attach great
value to the goal of economic
equity,. They believe that eco-
nomic equality is possible only
if the public controls the economy.
Socialist countries may be demwocracies.
Communists share many of the goals of
socialists, but believe that these goals can
only achieved through violent revolution.

CENTRALLY PLANNED
ECcONOMIES

In a communist sockety, individuals fack
personal [reediom,

The former Soviet Union was an example
of a communist nation where most eco?
notsie and political power was controlied
by the central government. Under the
Soviet system all workers were guaranteed
gmplovment and income. Factories and
farms had to meet production goals sct by
the government.

Centrally planned economies try to
promote faster economic growth and
more equal distribution of goods and
services. However, these systems almost
always fall short of their goals. Without
the incentive of selt-interest, producers
have no reason to produce more or
Better products. Consumers find it diffi-
cuit to meet their needs or wants, hav-
ing to accept poorly-made merchandise.
In addition, individual freedoms are
limited,

GRAPHIC SUMMARY: Decision Making in a Centrally

Planned Economy

Limited amount of cotton I

\ 4

Government decides producers should make more uniforms than sweaters |

2 |

Less cotton goes
10 sweater factories

More cotton goes
to uniform factories

¥

Less sweaters ‘

for consurners

|

Maore uniforms.
for soldiers

In ¢centrally ptanned economies the government makes all impartant economic decisions,

O

® Prentice-Hall, Iric.




I TEXT SUNMMARY

No economic system has all the answers.
the traditional economy offers little
hope for growth or change. The centrally
planned economy is slow-moving and
offers consumers few choices or freedon.
Market econowmies have many advan-
tages but also have their imitations. For
example, markets do not provide
answers for some of society’s needs, such
as the need for defense, education, and
fast transportation routes. Governments
provide answers to Lthese needs by main-
taining armed forces, schools, and roads
and bridges. Governments also enforce
property rights and rules against unfair
competition.

No country has an economy that is
purcly free market or purely controlled
by the goverminent, All are mixed
economies, combining free mackets with

MODERN ECONOMIES

government intervention, or involve-
ment. There is a continuum—a range
with noe clear divisiong—of economic
systems. At one extreme, the North
Korean economy is almost completely
controlled by the government, China
has @ centrally planned economy but is
in transition, a period of change, mov-
ing toward a market system. Hong Kong
is governed by China, but has a
separate econowic systeny based
on its vears as a colony of Greal
Britain, This system is dominated
by free markets.

Compared  to  most  other
nations, the United States has an
geonomy with little government
involvement and a great deal of
economic freedom. Such a systemn
is called free enterprise,

H GRAPHIC SUMMARY: A Continuum of Economic Systems

f

Thie world’s nations vary gmatly'in economic systems. The left side of the diagram shows economins
dominatedt by government. The right side shows economies dominated by tha free market,

© Prentice-Hall, Inc.

Guide to the Essentials

- and free market
cconomies.,

Frée market

ned

CHAPTER 2




Name

Test

7l IDENTIFYING MAIN IDEAS

Write the letter of the correct answer in the blank provided. (10 points each)

1.

3

Ly

10

Which of these is a key economntic

guestion faced by countrics?

A. How big should the army be?

B. How much money should be raised in
taxes? _

C. How many schools should be built?

D. What goods and services should be
produced?

In a traditional economy, economic
decisions are based largely on

AL custom.

B. science.

C. sacialism.

D. techoology.

Markets allow us to

A. get the highest prices for what we sell,

B. get the lowest prices for what we buy.

€. sell the most goods we possibly can,

D. exchange the things we have for the
things we need.

Competition and self interest are two
important forces in

A. free market cconomies.

B. traditional economies.

C. centrally planped economies.

B communist economies.

Which economic goals are best promoted
by the free market?

A. efficiency and freedom
-B. efficiency and cquity
C. innovation and security
D. Freedom and securify

CHAPTER 2 Guide to the Essentials

Do
i
t
%

Class

Date

6. Which is true of the government in

a centrally planned economy?

A. it builds every house in every village,

B. Tt encourages workers to innovate,

C. It makes ali important economic deci-
sions.

B It places much emphasis on the pro-
duction of consumer goods.

7. Sociatists believe that economic cquality is

only possible if

A, evervone makes the same amount of
money.

B. the pubiic controls the econonty,

C. medical care is free.

. ne one has to pay taxes.

. The former Soviet Union was an example

of a communist country where

A individual frecdom was allowed.

R, free enterprise was encouraged.

€. consumers had many choices.

. most economic and political power was
controlled by the government.

9. Which of the following courtries has

the most extreme example of a centrally
planned economy?

A North Korea

B. Hong Kong

€. China

B} Great Britain

_ 10.The free enterprise system of the United

States is best described as a

A. free market econamy.

B. traditional ecoriomy.

C. mixed economy with fimited govern-
ment intervention and a great deal of
economic freedom,

I, mixed economy with cqual amounts of
cconomic freedom and government
intervention.

g
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American Free Enterprise

TEXT SUMNMARY

There is a tradition of free enterprise in
the United States—a tradition that
encourages people to tey out their busi-
ness ideas and compete in the public
market. Both Mr. Scappoose, the immi-
granl who opetted a barber shop, anc Bill
Gates, the young man who founded
Microsoft, are part of this tradition, and
both are entrepencurs with a desire to
succeed and profit.

[n the free enterprise economy, con-
stners, acting on their own, decide to
buy products. Their Individual chofces
signal the producers what to produce
and how much to make. The result is a
variety of products at reasonable prices,

Ei GRAPHIC SUMMARY: Features of American Free Enterprise

e T T
o

Contracts

——

BENEFITS OF FREE
ENTERPRISE

We expect government to protect con-
sumers by assuring that they have the
information they need to make informed
decigions, '

Government  laws, such as
those protecting the right to pri-
vate property and enforcing con-
tracts, help Americans benefil
from  free  enterprisc.  The
Constiletion  alse specifies how
government can tax, and it pro-

al:ie pricta.

THe BIG 10

hibits government from interfer-
ing In business cortracts, Finally, federal
and state agencles regulate industries
whaose goods and services affect the well-
being of the public.

s _ Voluntary
\ Exchange
American Free
Enterprise

R
© Prentice-Hal, Inc.
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TEXT SUMMARY

To keep the huge American economy
on course,  governinent economists
follow macroeconomic trends.
Macroeconomics is the study of the
behavior and decision making of entire
econoniies. By contrast, microeconontics
is the study of gconomic behavior of indi-
viduals, families, and  businesses,
Macrocconomic progress is measured. by
calctlating a nation’s gross
domestic produact (GDT),
This is the total value of ail
final goods and services pro-
duced in a year. Measuring the
change in GDT from one year
to the next is one way of mea-
suring growth or decline in an
CCONOMY.
Free enterprise systems are subject to
- suidden swings in business cycles, peri-
ods of macroeconomic growth followed
by slowing or decline, To stabilize the

gconomy and prevent wide swings, the
gavernment has three main goals: high
emplovment, steady economic growth,
and stable prices. Government policy-
makers use different policies and tools in
their attempts to achicve these goals.
One way Amcricans maiotain their
high standard of living is by constantly
improving techuology. Fechnology is
the process used to produce a good or ser-
vice. Progress in technology helps the
cconomy ta he more efficient and pro-
ductive. I'or example, Thomas Edison’s
invention of the light bulb in 1879 made
possible a longer work dav. To advance
technological progress, government poli-
¢les encourage innovation, Federol agen-
¢les fund research and development pro-
jects at universities and private compa-
nies. The government also provides
palents and copyrights. This encourages
inventors by protecting their ideas.

GRAPHIC SUNMMARY: Government Macroeconomic Goals

THREE MAJOR ECONOMIC GOALS
I I

High Steady Stable
Employment Growth Prices
i |

Providing jobs for
everyone who is

able to work ;gher standard
of living than
previous generations

Enabling each
eneration to enjoy a

Preventing sudden
shifts in prices

Government economists use a variety of policies in their attempt to achieve their three major goals.

_ sals of
goveriment?
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TEXT SUMMARY

People depend on the government to pro-
vide public goods. A public good is a
shared good or service for which it would
be inefficlenit or impractical to make
consumers pay individually. Examples
of public goods are roads, <dams, and
national defense, If the government did
not provide these things, individuals or
companies woukl have to themselves. But
for an individual person or company, the
cost of building a highway outweighs the
benefits. Another characteristic of a pub-
lic good is that it is difficult to exclude
nen-payers. Onee a road is built, it is dif-
ficult to keep some drivers from using it
sSituations such as road-building, in which
the free market does not cfficiently pro-
vide resources to solve a problem, are
known as market faitures,

GRAPHIC SUMMARY:

Proviping PuBric Goops

Public goods are paid for by the public
sector. The public sector js the part of
the economy which involves government
transactions.  The private sector
involves transactions of individuals and
businesses,

Externalities can affect the public
and private sector. An externality is
an economic side effect of a
good or service. The govern-
ment encourages the creation
of  positive  externalities.
Education, for example, bene-
fits students, yet society as
a whole benefits from an edu-
cated population. The govern-
ment alse works to lmit nega-
tive externalitics, such as auto-
mobile poliution. '

Is @a Dam a Public Good?

Proposal
£ givariiment considers

The dam.wifi: provit
|rr|gaﬁ n water for
farm

_': v an a?ﬁ‘f?taal takiis’

;. Cost
e tost s sha:ed

pérson willtie less
Ahan the hinefit to

fails t6 do so
efficiently,

A market failure ocours
when farmers nesd a
dam but wiil not pay
for it. The dam
hecames a public goed
when the government
decides to bulld it.

Rasult

“Dacision: ¥
The governmient wilj
_f;md the p!‘fﬁject

e:(twid to so mahy
| people thap 1 fr

g

The h&heflts of the darg

& Prenlice-Hall, Inc.
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THE BIG 1peA

£ ¢

rur ’pregrams to
help people in need,

The costs of both
Medicare and Medicaid
have increased sub-
stantially since they
were created,

14 CHAPTER 3 Guide to the Essentiafs

Fi TEXT SUMMARY

Free markets tend to spread wealth
unevenly. This leaves some people below
the poverty threshold. The poverty
threshold is the minimum level of
income, as determined by the govern-
ment, that is needed to support 4 house-
hold. To help ease poverty, the govern-
ment collects tax money and redistributes
it to people who are poor or otherwise in
need. This kind of aid is known
as welfare.

In the 1990s, welfare pro-
grams became subject to much
debate. Critles chargéd that peo-
ple were hecoming dependent
on their weifare payments and
were not doing enough fo help
themselves,

Despite these debates, wel-
fare programs continue to function in

" w— Medicars sjending
o Medizaid spending

the Linited States, One major program is
Temporary Ald to Needy Families (TANFL It
uses cash framsfers, direct payments of
money, to help poor people. Money pro-
vided by the federal government goes to
the states, whicl design their own welfare
programs. Another major progra is Social
Security, which provides cash transfers to
the elderly retired and to people who are
disabled. It is funded from taxes on peo-
ple's wages; The government also provides
in-kind benefits—goods and services
provided for free or at very low prices.
Examples of in-kind benetits include food
stamps and subsidized housing. Another
irpportant social service that the govern.
ment  provides 18 health  insurance.
Medicare, which provides aid to the
elderly, and Medicald, which assists the
poor, are two health insurance programs,

GRAPHIC SUMMARY: Spending on Two
' Government Programs

@ Prenlica-MHal, Inc.



Name

CHAPTER 3

Test

IDENTIFVING MAIN IDEAS

Class

Date -

Write the letter of the correct answer i1 the biank provided. (10 points each)

® Prentice-Hall, inc.

1. The public interest i3

A, the concerns of the public as a whole,

B. the right to buy and sell goods.

C. the right of individuals to have safe
products.

D. a property right guaranteed by law.

- Public disclosure laws reguire

AL governments to disclose thedr stan-
dasds.

B. companies to protect private property.

C. companies to give information aboat
their products.

B individuals to use only written con-
tracts.

The minimum income needed to support
a househokd is

A. the standard of living,
B. the poverty threshold. .
C. a cash transfer,

. in-kind benefits,

Temporary Aid to Needy Families (TANF)
is an example of

A, aniin-kind benefit,

B. Social Security.

C. a welfare program.

D. government health. insurance,

- Which of the following is NOT an exam-

pie of a public good?
A, a shopping mall
B. an airport

€. adam

B. a park

6. A market failure is a situation where

A. the market does not distribute resources
efticientiy,

B. a non-payer is not allowed in public
places.

C. entrepreneurs will not pay for public
SEUVices,

D. the private sector cannot pay market

price for public goods,

7. Pollution caused by automobiles is an

example of

A. an inefficient allocation of resources,
B. a positive externality.

C. a negative externality.

. the public sector,

e 80 One of the best ways of measuring a

H

Guide to the Essentials

fation’s economic progress is to calculate

A, the strength of its technology,

B. the duration of its positive business
cycles,

C. its unemployment rate,

D.its gross domestic product,

9. What are the three main goals of the

government in its attempt to keep the
economy running smoothly?

A. high interest rates, steady growth, and
regulated prices

B. high eniployment, steady growth, and
stable prices

C. well-regulated banks, slow growih, and
low prices

B.rapid business cycles, rapid growth, and
fair prices

: 10. One way Americans maintain their

high standard of living is by constantly
improving

A. technology.

B. microeconomic policy.

G, patents and copyrights.

D. macrocconomic trends,

CHAPTER 3 15




good when its price

fakls.

The demand curve shows
thar relationship between
a gaad's price and the
demand for that good.
$ince demand increases
as prices fall, the crve
stopes down to the right.

16 CHAPTER 4

Demand

TEXT SUVMIMARY

The law of demand states (hat a good's
price has an important effect on the
amount of that good people will buy, The
lower the price, the more consumers will
buy. Similarly, the higher the price; the
less comsumers will buy. Mare
people will buy a slice of plzza
priced at 31 than at $10.

The law of demand results
from two patterns of human
behavior. The first, known as
the substitaution effect, says
that as the price of a good rises,
people are morce likely to substi
tute alternative goods, When
the price of pizza becomes
morg expensive compared to other
foods, like lacos, people are more likely
to buy those other foods, The result i
that the demand for pizza drops.

GRAPHIC SUNIMIARY:
$3.00

/NDERSTANDING DEMAND

However, if the price of pizza drops, con-
sumers are more Hkely to substitute
pizza for other choices, This causes the
demand for pizza (o rise.

The other pattern is known as the
income effect. When the price of
pizza and other goods rise, people are
likely to feel poorer. The income clfect
takes place when a consumer responds
to a price increase by spending more
on  that good, even though it js
more expensive, They spend more, but
usually buy less,

A demand carve illustrates the guan-
tities demanded at cach price by con-
sumers ia the market, The vertical axis
shows price, and the horizontal axis
shows the quantity demanded. Because
demand rises as prices fall, the demand
curve slopes down and to the right,

Market Demand Curve

§2.50

$2.001.....

150 L. i3

$1.00

Price of a slice of Pizza

$ A0

0

g 50 100

150

200250300

Quantity demanded per day
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" CURVE

TEXT SUMMARY

Many other factors besides price can
atfect the demand for goods. For exam-
ple, i it was discovered that tomato
sauce was extremely good for your
health, demand for pizza would rise.
Consumers would want to buy more
pizza at all price levels, This increase in
demand shifts the entire demand curve
to the right. If it was antounced that
tomato sauce was unhealthy, then peo-
ple would buy less pizza at all price lev-
els. This decrease in demand shifts the
demand curve to the left,

Other factors can shift the demand
curve, For example, if your income were
to rise, vou might buy more pizza,
Higher income causes people to buy
more of most goods at every price level,
This creates a shift to the right of the

Left shift of a curve

i

Price

Price

SHIFTS OF THE DEMAND

demand curve. Similarly, a decrease in
income causes demand for most goods
to fall.

Changes in population will affect
demand, For example, an increase in the
number of sendor citizens is lkely to
increase the demand for medical care.
Advertising and fashion trends can also
have a big effect on consumer
demand.

‘The demand for ane good can
also affect the demand for other
goods. Complements are two
goods that are bought and used
together. People who buy skis
are likely to buy ski boots.
Substitutes are goods used in place of
one anuvther. When people buy more
snowboards they will buy fewer skis,

fo

GRAPHIC SUMMARY: Shifts of the Demand Curve

fﬁi‘“i’gina! N
Demand:.

Guantity

Quantity

An tncrease in demand causes more of a good to be demanded at ali price levels. This shifts the demand
curve to the right. A decrease in demand causes loss of a good to be demandad, shifting the demand

ourve to the left.

@ Prentice-Hal, v
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CHAPTER 4

TEXT SUMMARY

Economists use the term elasticity of
demand to describe the way people
respond te price changes. If vou keep buy-
ing despite a price increase, your demand
is inelastic. If you buy less after a small
price increase your demand is elastic.
Dermand tends to he inelastic for goods
that have few substitutes, ke medicines,
or for goods that are considered essential,
like milk.

To  compute clasticity  of
demand, take the percentage
Change in the demand of a goed
andl divide this number by the
percentage change in the price
of the good. Say that if the price

= of plaza rises lrom $1.00 to
$1.50, dcmaml falls from 4 to 3 shcu. per
day. The change in demand is a 23

GRAPHIC SUNMIVIARY:

Eiastic Demand

Erasricrry orF DEMAN

percent decrease. The change in price is a
30 percent increase, The elasticity of
demand is 28 percent divided by 50 per-
cent, or.3, Since this number is less than 1,
the demand is inefastic—customers con-
tinue to buy even if the price increases, A
demand that is more than 1 is elastic.,

Elasticity is an important tool for busi-
ness owners. It helps them to determine
how a change in prices will affect their
business’s total revenee, or the amount
of money the company receives by selling
its goods. It a business faces elastic
demand, then raising prices will result in
a sharp drop in demand, decreasing total
revenue, However, when a good has an
melastic demand, a business might be
able to increase its total revenue by
increasing the price.

Total Revenue and Elasticity

Inetastic Demand

i¥ & business sells a product with elastic demand, consumers are very responsive to price changes. A small
price rise could result in much less demand, redixing total revenue, If demiand is inelastic, a price rige will
not affect deraand quite so sharply. Consumers wilt buy nearly as much of the product st higher prices,

and total revenue will rise.

Guide to the Essentisls
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Nae . {lass . Date

Test

lDEﬁTIFYiNG MAIN IDEAS

Write the letter of the correct answer in the blank provided. (10 points each)

CHAPTER 4

1. The law of demand Says _ e 6. Which of the following is NOT an
A. the Trigher the price, the more con- example of complements?
sumers will buy. A. skis and ski boots
B. the lower the price, the fess consnmers B. row hoat and oars
will by, : €. electric shaver and charging cord
C. the lower the price, the more con- ; D. calculator and cell phone
sumers will lJuy.' | .. 7. Substitules are
D the lower the price, the more con- '
surrters will substitute. Al goods that are bought and used
together
—— 2. Adrop in price will B. goods used in place of one another,
A, Increase the demand for goods, C. goods that cannot be replaced.
B. decrease the demand for goods, B. goods which cause a shift in the
C. not affect the demand for goods. demand curve,

. not affect the law of demand. : . . .
not aftect the law of deman: 8. If you keep buying despite a price

3. Which of the following describes the sub- increase, your demand is
stitution effect?

A. elastic,
A. As the price of a good falls, people will B. strong.
substitute other products. C. normal.

B. As the price of ¢ good rises, people will . inelastic.

substitute other products,
C. As demand rises, people will substitute
other products. _
D. As demand falls, people will substitute A. life-saving medicine
other products. B. television sets
_ ' C. computers
e & A demand curve illustrates D. a particular brand of chewing gum
A. the differences in price charged by dif-
ferent stores.

9. Which of the following is an example of
a good with inelastic demand?

=10, Total revenue is defined as

B. the quantities demanded at each price | A, the amount of profit a company makes.
by consumers, j B. the amount of profit a company makes
C. the differences in demand for different : after paying taxes.
ety e e . C. the amount of money a company
products. ; pam
D. the products which are most in makes by selling its goods.
demand. : D. the amount of money affected by price
N ) _ elasticity.
- 8. For most goods, a rise in people’s income

means that there will he

A. a substitution effect,
B. a rise in prices,

C. an increase in demand,
. a decrease In demand.,

© Prentige-Hal, Inc. Guide to the Fssentials CHAPYTER 4 19




" ;&ricca fall

This supply curve shows
how the price of a slice
of pizza affects output in
a city's pizza market.
Higher prices wili lead
pizzerias to supply mom
pizza.

20 CHAPTER 5

THE BIG ipeA 2

Supply

% TEXT SUNIMARY

Ag the price of a good sises, fims will pro-
duce more tomake more cevenue, New
firms will have an incentive to onter the

market. The tendency of supplicrs o offer

more of a good at a higher price is called
the law of sapply. This law
states that the higher the price,
the larger the quantity pro-
duced. If the price of a good
falls, less of a good will be pro-
duced. Some firms will produce
less, and others might drop out
of the market.

A market sapply curve
ithustrates the quantity supplied
by all producers in a market at different
prices. For exarnple, a market supply
curve could show the quantity of pizza

ERSTANDING SUPPLY

supplied by all the pizzerias in a city. A
supply curve always rises from left to
right. That is because higher prices lead
to higher output.

Elasticity of supply is & concept that
predicts how suppliers react to price
changes. Industries that cannat casily alter
production have inelastic supply. Grange
growers, for example, cannot increase pro-
duction guickly when prices rise. They
need to purchase moge land and plant
more trees in order to increase output. A
service industry |ike a barbershop sy clas-
tic supply. If the price of a hairout rises,
barber shops and salons can hire new
workers quickly. New barber shops will
start, and existing businesses will stay
open later.

GRAPHIC SUMIMARY: Market Supply Curve

~ Market Supply Civrve

R '
O 500 1,000 1,500 2,000 2,500 3,000 3,500 4,600
OCutput (slices per day)
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L TEXT SUMMARY

Economists divide a producer’s costs
into fixed costs and variable costs. A
fixed cost is & cost that does not
change; no matter how much is pro-
“duced. Examples of fixed costs include
rent and machinery repairs, A variable
cost is a cost that rises or falls depend-
ing on the quantity produced. These
include the costs of raw materials and
some labor, Fixed and variable costs are
added together to find total cost,
Businesses can increase output by hir-
ing more workers Or purchasing more cap-
ftal. The change in output from adding
one more worker is the marginal
product of labor. At the beginning,
adding  each  worker  will  result
in increasing marginal returns,
Workers will be able to specialize and
gain skills. At some point, adding each
worker will result in  diminishing

Zi GRAPHIC SUNIMARY:

Costs oF PRODUCTION

marginal returns. Workers may need
to walt to use a tool or machine, As more
workers are added, there will eventually be
negative marginal returns,

Marginal cost is the cost of produc-
ing one more unit of a good. Marginal
revenue is the revenue gained from pro.
ducing one more unit of a good—usually,
the price of a unit, When marginal cost
is less than marginal revenue, a produc-
o has an  incentive to -
inctease output, since it will
earn a profit on the next
unit produced. When mar-
ginal cost is more than mar-
ginal revenue, a producer
has an incentive to decrease
autput, since it will lose
maogey on the next unit produced, That
is why profits are maximized when mar-
ginal cost equals marginal revenue,

Marginal Product of Labor

In this example, there are increasing marginal returns fren: adding the first three workers, As the next
four workers are added there are diminishing marginal returns. The eighth worker results in nagative

marginal retures,

@ Prentice-Hall, Inc.
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adding workers o
purchasing capital.
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THE BIG IDEA

the supply of.a good

at all prices.

22 CHAPTER 5 Gui

TEXT SUMMARY

Any change in the cost of inputs, like raw
materials, machinery, or labor, will affect
supply. A cost increase causes a fall in sup-
ply ai all prices because the good has
become more expensive to produce. Supply
that falls at gl prices can be shown a5 a
shift to the left of 4 supply curve.
A fall in the cost of an input will
cause an increase in supply at all
price fevels. Anincrease in supply
is shown by a shift to the right of
the supply curve.

The government has  the
power to affect the supply of
many goods, A subsidy 5 a gov-

crnment payment 1o osupport a
husiness or market. Since the subsidy low-
ers producers’ costs, is effect is usually to

i GRAPHIC SUNMMARY:

CHANGES IN SUPPLY

increase supply. The government can also
rechuce the supply of some goods by plac-
tirg an exeise tax on them., An excise tax
is a tax on the production or sale of a
good, making it more expensive to pro-
duce. Regulation, or steps the govern-
ment takes to control production, may
also alfect supply.

Another influence on supply is pro-
ducers’ expectations. If setlers expect the
price of a good to rise in the future, they
will store goods now and sell more in
the future. But if the price of the good is
expected to drop, sellers will put more
goods on the market bnmediately. In
petiods of inflation, or rising prices, pro-
ducers often try to hold on to goods,
reducing supply

Forces that Affect Supply

Decreases in production costs

increases in production costs

Increases in technology

Excise taxes

Government subsidies

Government regulations

Expectations of fulure iower prices

Expectations of future higher prices

More firms entering the market

Firms leaving the market

Many differant forces are at work in the market place to change the supply of goods and services.

de to the Fssentials
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Name

Class

CHAPTER 5

Test

IDENTIFYING MAIN IDEAS

Write the Jetter of the correct answer in the Blank provided. {10 points cach)

- 1. According to the law of supply,

A. the lower the price the larger the quan-
tity consumexd.

B. the higher the price the larger the
Guantity produced.

C. if the price of a good rises some firms
will produce ltess,

D, if the price of a good falls new firms
may enter the market.

e 2o A market supply curve shows

A. the quantity supplicd by producers at
different prices,

B. supply for any set of conditions.

€. how prices affect the cost of raw
materials.

D. how the supply of goods is kKept in bal-
A,

3. Which of the following businesses has
elastic supply?
A. newspaper publishing
B. apple farming
C. hair cutting
D. electricity generating

4. Which of the following is an example of
a vartable cost?
A. rent
B, machinery repair
C. equipment
. raw materials

§. The change in output from adding one
more worker is the

A. marginal product of labor,

B. increasing marginal returns.
€. diminishing marginal returns,
D. negative marginal returns.

HEE

@ Prenticg-Halt, Inc.

e 6. Marginal cost is
A. total revenue minus total cost.
B. total revenue plus total cost.
C. the cost of producing one more unit of
a good,
D.the difference hetween fixed and vari-
able costs.

7. A producer’s profits are maximized when
A

marginal costs are equal to fixed costs

plus variable costs,

B. marginal costs are less than marginal
reveriue.

€. marginal costs result in decreasing mar-

" ginal returis,

D marginal costs are equal to maurginal

revenue.

8. Which of the following Icads to an
increase in supply?
AL aningrease in the cost of raw materials
B. a decrease in the cost of raw materials
C. diminishing marginal returng
D. a change in the Jaw of supply
9. A subsidy is
A. atax on the production or sale of a
good.
B. a government payment to support a
business or market.
C. a form of government regulation.
B, Hlustrated by the market supply curve.

— . 10 1f sellers expect the price of a good to

rise in the future, they will

A put more goods on the market
irnmediately. _

B. raise their prices now.

C. store goods now and sell more in the
future.

D. set prices according to the law of
demand.
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amonnt supplied,

Market eguitibrium
occurs at the price
where the guantity
demanded equals the
guantity suppiied,

CHAPTER 6

Prices

DEMAN

TEXT SUMMARY

A market equifibriom is the point at
which guantity supplied and quantity
dermanded are equal. AL that point, buyers
are willing to buy ot the same price and
quantily at which sellers are will-
ing to sell. This price is the equi-
librwim price. On a graph. the
equilibrivim point Is located at
the point where the supply curve
and the demand curve intersect.

A market is said to be in
disequilibriam when  the
quantity  supplied does not

equal the quantity demanded at a certain
price. When quantity demanded is more
than quantity supplicd, there is excess
demand, A price lower than the equilib-
rium price will encourage buyers and dis-
courgge selters. Prices will dise because
seflers hope to increase their profits.
When quantity supplied is more than

Price per stice
s i
i
[=1
L=
|

|
g 50 100

150 200

OMBINING SUPPLY AND

gquantity demanded, there is excess
supply. Prices will fall because sellers
need to sell their supply. Whenever there
i$ exeess in supply or demand, market
forces work to create equilibrium.

Sometimes governments attempt to
control prices in a magket, Governments
may set a price celling, a maximum
price that can be charged. Yor example,
some cities have price ceilings on rental
apartments, If the price ceiling is lower
than the equilibrisan price, there will be
excess demand, Fewer apartments are
offered than people want to rent.

Governments may also set a price
floor, 4 lowest price that can be paid. An
example is the minimum wage, the
lowest hougly rate a business can
pay workers. When a mindmum wage is
higher than the cquilibtium rate, there is
excess supply of labor.

GRAPHIC SUMMARY: Finding Equilibrium

F&14
SHees of pirea per day

oG 350
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2. Graph Skills Wha
i riuriprice and gq
tty of pizza?
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Zi TEXT SUMMARY

The previous section described disequi-
librium that occurs along a demand or
supply curve. If a price is higher or Jower
than equilibrium price, market forces
push prices back towards equilibrium,
Sometimes, however, changes in market
conditions lead to the shift of an entire
demand curve or supply curve, This
means that the guantity demanded
or supplied Is now ditterent at all price
fevels. These changes also push a market
into disequilibrium, and market forces
tersd to bring it back to equilibrium,
Technology, for example, can make a
good cheaper to produce. The eariest CD
players cost abowt $1,000. As technology
improved, prices dropped. The supply
curve shifted to the right as supply
increased. Producers were now willing to
offer greater quantities of CD players at all

GRAPHIC SUMMARY:

High
price

Price

_is when quantity demanded

prices, However, quantity supplied was
now greater than quantity dermmanded.
Another word for this situation s
surpins. Producers reacted to the surplus
by lowering prives, and eventually price
and guantity reached a new equilibrium.

An outward shitt in demand can be
caused by a fad, such as the surge in
papularity 0of a new Loy,
Buyers want - more toys
than are supplied, and a
shortage occurs, A shortage

is greatey than quantity sup-
plied. During a shortage,
producers and stores tend to
raise prices. The market
price will rise until the quantity sup-
plicd equals the quantity demanded,
and o new c¢quilibsium is established.

A Shift in Supply

Tethnological imarove-
maeits jed to a shift in the
supply of CB players. On
this graph the shift is rep-
resented by the curve
marked Mew supply.
Prices fell and quantity
tdemanded rose, ieading
tG a new enuilibrium st
point b,

43 Prantice-Hall, Inc.
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ALl L system for
exchanging goods.

. TEXT SUNIMIARY

Prices are like signals that send inlorma-
tion to buyers and sellers. For producers,
a high price Is a signal to increase sup-
ply. A low price is a signal to reduce the
supply or leave the market. Yor buyers, a
low price is a signal to buy, and a high
price is a signal to think before
buying.

Another advantage of prices
is that they are flexible. Prices
can usually change more quickly
than  production  levels, A
supply shock occurs when
there is a sudden shortage of a
good, such as wheat or gaseline.
Because  supply  usuallv  cannot  be
ncreased quickly, increasing prices helps
resolve excess demand.

-

1HE ROLE OF

Rationing is a system for allocating
goods and services using tools vther than
price, Centrally planned economies use
rationing, not price, to distribute goods
and services, Rationing is expensive to
administer. It tends to lead to only a few
products, rather than the wide variety we
enjoy in our price-based system.

Prices do not always work efficiently in
markets in which there is not much com-
petition, or in which buyers and sellers do
not- have cnough information. Another
problem is spillover costs, such as air and
water pollution, that “spill over® onto other
people who have no control over how
much of a good is produced. Producers do
not usually pay spitlover costs, and the
extra costs will be paid by consumers.

GRAPHIC SUMMARY: Price as a Signal

PRODUCERS CONSUMERS
High price PRODUCE MORE BUY LESS
Low price PRODUCE LESS BUY MORE
RED

Price acts as a signal for both produters and consumers.

CHAPTER 6 Guide ta the Essentials
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CHAPTER 6

Test

IDENTIFYING MAIN IDEAS

Class

Dhate

Write the Jetter of the correct answer in the blank provided. (10 points each)

. B A market s in equilibrium when

A, guantity demanded is greater than
(uantity supphed.

B. guantity supplied Is greater than
quantity demancded.

C. quantity supplied and quantity
demanded are equal.

B. the government takes action to bring
it into equilibriom.

N

Disequilibsium gccurs when

A. quantity supplied and quantity
demanded are not equal,

B. quantity supplied and quantity
demanded are equal,

€. prices are higher than quantity supplied,

D. there is neither excess supply nor

excess demand. '
3. When there is excess supply,

A. prices will tend to rise,

B. prices will tend to fall,

C. demand will rise.

D, the government will impose
price ceilings.

4, Which statement explains wlhy

prices rise in a market?

A. Producers produce a quantity greater
than consumers warit to buy.

B. Consumets buy much loss of a good
than they have in previous vears.

C. New producers enter the market,

D. There is excess demand in the market,

8. The minimum wage is an example of
A, a price ceiling.
I} a price floor,
C. the action of market forces,
D.market equilibrium.

g : Pk
£ Prantlce-Hall, inc.
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?

... 6. When does a surplus exist?

10,

A.when new products are brought to the
market for sale

B. whenever prices drop

C. when there are too few itemns for the
people who want to buy them

Buwhen there is a greater supply of a good
than people want to buy

Which of the following is an exaniple
of a shortage?

A. Stores cannot sell afl the new popular
toys they have on hand.

B. Manufacturers make too many units of
8 popular new toy.

C. Consumers cannot find enougli of a
popular new toy in stores,

. Consurmers cannot afford to buy a new
popuiar toy,

How are goods and resources distributed
in a free market economy?

A.through rationing

B, through prices

C. through government action

D througlt disequifibrium

Rationing is a cormmon form of
distribyution in

A.a centrally planned economy,
B. a free market economy,

C. a price-based systen,

D.a market based on competition,

Which of the following is an

example of spillover costs?

A. People buy products by paying illegally
high prices for them.

B. There Is a sudden shortage of goods and
the supply cannot be increased quiickly,

C. Peaple have to pay higher prices for
ilems that are in short supply.

D. A manufacturer poljutes a river and
does not pay the costs for cleaning it.
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‘A market with thase four
conditions maets the s
nomle definition of perfed
canpetition.

CHAPTER 7
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THE BIG 1pEA

TEXT SUMMARY

The simplest market structure to study is
one known as perfect competition.
In such a market, every finn produces
the same product for about the same
price. Becauwse each flrm produces a
small part of the total supply,
o one firm can cortrol the
price. In order to have perfect
competition a  market must
meet four conditions. It must
have many buvers and sellers
participating. Sellers must offer
identical products. Buvers and
se]!ers must be well informed about the
products, Sellers must be able to enter
and leave the market easily.

Onldy a few industries come close to
megting these conditions, Two examples
are the market for farm products and the
stocks traded on a stock exchange. '

PERFECT COMPETITION

Factors that make it difficult for new
Firms to enter a market are called barriers
to entry. Common barriers to entry
include start-up costs and technology,
Start-up costs are the expenses an owner
has to pay before opening a new business,
For example, before starting a new sand-
wich shop vou would have to rent a store,
buy cooking equipment, and print menus.
Other businesses require technical ability.
Carpenters, pharmacists, or electricians
need training before they can have the
skills they need,

Perfectly competitive markets are effi.
cient. The intense competition in these
markets keeps bolh prices and production
costs low., A firm that raised its prices
higher than other finms, or experienced
higher production costs, would not be able
to compete,

GRAPHIC SUMMARY: A Perfectly Competitive Market

feamber of firms: Many

Barriers {0 entry and exit;
None

¢ Contral over prices:
i None

Guide to the Essentials
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TEXT SUNIMARY

A monopely is a market dominated by a
single seller. Instead of many buyers and
sellers, as is the case with perfect competi-
tion, a monopoly has one seller and any
number of buyers. Barriess to entry make
monopolics possible. Monopolies can
take advantage of their monopoly power
and charge high prices, For this reason,
the United States has outlawed monopo-
Hstic practices in most industries,

The government ailows monopolies
in certain industries. A natural
mogapoly is a mwarket that runs most
efficiently when orte large firm provides
all the output, In the local telephone
industry, a monopoly developed
because it was ineffictent for more than
one company (o build an expensive wire
network. In such cases, the government
may give one company the right to
dominate a geographic area. In return,

MonoPrPOLY

that company will agree to let the HOV-
ernment control its prices,

The government can also grant monop-
oly power by issuing patents or licenses. A
patent gives-a company exclusive rights
to sell a new good or service for a specific
time period. A license is ¢ government-
issued right to operate a business. Radio
licenses give & station the right to broad-
cast at a certain lrequency.

Unlike firms in perfectly
cormnpetitive markets, monop-
olists  have control over
prices. However, the law of
demand means that when
the monopolist raises the
price, it will sell fewer goods. So the
monepolist sets a price that maximizes
its profit. This usually means fewer
goods, at a higher price, than would he
sold in a maore competitive market.

GRAPHIC SUMMARY: A Monopoly

Number of firms:
One

Barriers to entry and exit:
Complete

Variety of goods:
Noane

@ Prantice-Hall, Ing,
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entire marke

A monopalist dominates its markat
beause it faces no campetition,
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% TEXT SUMMARY

Perfect competition and monopoly are

the two extremes in the range of market

structures, Most markets fall into two
other categories: monopolistic competi-
tion and oligopoly. Monepolistic
competition is a market in
which many companies sell
products that are similar but
not identical. For example,
jeans can differ in brand, style,
and caolor. lee cream differs in
taste and flavors. These mag-
kets are called monopolistic
competition because each firm has a kind
of monopoly over s own particular
product, Monopolistic competition exists
in industries where there are low barricrs
to entry.

Firms that are monopolistically com-
petitive have slight control over their

GRAPHIC SUMNMARY:

HMuraber of firms Many

Wheat,

Examples
: sharas of stuck

Jeans, |
bhooks | movie studiog

prices, because they &ffer products that
are slightly different from any other
company’s. They also use noaprice
competition, or competition through
ways other thar lower prices, td compete.
They may offer new colors, textures, or
tastes in their products, They may also try
to find the best location for their services.

Oligopoly is a market dominated by a
few large fiems. It can form when signifi-
capt barriers to entry exist, Examples of
oligopolies in the United States include air
travel, cola, breakfast cereals and house-
hold appliances, Oligopolistic firms some-
times use illegal practices to set prices or to
reduce competition. They may engage in
price fixing, an agreement among firms
to sell at the same or very similar prices.
Price fixing is illegal in the United States
and can lead to heavy penalties.

Comparison of Market Structures

Fwa to four dominate One

Complete

Public water

{ars,

The two most cammon market structures, fengpolistic compatition and aligopoly, fall batween the v

extremes of perfect competition emd monopoly.

Dy —%..“.-.-.
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TEXT SUMMARY

Monopoly and oligopoty can sometimes
have negative effects on consumers and
our whole economy. Markets dominated
by only a few large firms tend to have
higher prices and lower output than mar-
kets with manv sellers, A firm with
monopoly power can use predatory
pricing. This is the practice of sctting
the market price below cost to drive
competitors out of business. Another
way firms try to reduce competition is by
buying out their competitors.

Since the late 1800s, the United States
has had antitrost laws to preveni com-
panies from reducing competition. It s the
jobof the Federal Trade Commission and
the Department of Justice’s Antitrust
Division to enforce these laws. The gov-
ernment also tries to prevent mergers that
might reduce competition and lead to
higher prices. A merger is when two or
more comparnies join to form a single firm.

in the 1970s and 1980s, Congress
passed laws leading to the dercgulation
of some industries. Deregulation is
the lifting or reducing of government
controls over a market. Markets experi-
encing  deregulation  included  the
aidine, frucking, banking, railroad, nat-
ural gas and television broadcasting
industries. When it is successful, dereg-
ulation increases competi-

tion and leads to lower
prices  for  consumers,
However, it may  often

cause hardship for employ- |
ees of companies driven out |
of business by increased
competition,

Antitrust laws strengthen
government control over a market.
Dercgulation loosens government con-
trol. Yet both policies have the same
purpose: to promote competition,

mﬁtrus‘f laws' atd
deregulation.

REGULATION AND DEREGULATION

1911 Supreme Court breaks up John D. Rockefsllar's manopoly, $tandard Qil.

1978 Under President Jimmy Carter, federal government ends regulation
of airline industry.

1982 Facing government lawsuit, AT&T agrees to end its monopoly over
local phone service. :

1999 Federal judge rules that Microsoft is a monopoly and begins taking
steps to weaken the company.

in the twentieth century the federat govarnment took severat significant

actions to increase competition in certain industries,

@ Prantice-Hall, Ine,
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Write the letter of the correct answer in the blank provided, (10 points each)
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1. A market structure with many sellers and
many biryers is

A, an oligopoly.

R, monopolistic,

€. perfect competition,
B.nonprice competition.

N

An example of a barrier to entry is

A high start—up costs.

B. low start--up costs,

C. a market with imperfect competition,
D, government deregulation.

- 3. A market that is a monopoly has

A.many buyers and sellers,-

B. many firms selling slightly different
products.

€. three or four firms dominating the mat-
ket, .

D.one seler and many buvers.

Lo

A natural monopoly is a market that
runs most efficiently when it has

AL few sellers and only one buyer.

B. many sellers and many buyers,

C. one large firm providing all output,
D. few government regulations,

»

Compared to a market with perfect
competition, a monopoly has

A. lower prices and fewer goods.

B. highcer prices and fewer goods.
C. lower prices and more goods.

D. higher prices and more goods.

CHAPTER 7 Guide to the Essentials

6. Offering products of ditferent tastes
and shapes is an example of
A, perfect competition.
B. oligopolistic competition, .
C. the law of demand,
DL nonprice competition.

7. A market that is an oligopoly has
A. many buyers and sellers,
B. many firms selling slightly different
products.
€. a few firms dominating the
market.
D. one seller and many buyers.

8. Which of the foliowing industries
is not an example of an oligopoly?

A, automebile repair
B. cola

€. air travel

B, breakfast cereals

9. One role of the federal government’s
fustice Department is to
A. encourage price fixing.
B. break up monopolies,
C. provide businegsses with loans for
start-up costs.
b, eliminate barriers 1o entry.

. 10.In many industries, deregulation has

resulted in

A, safer products.

B. antitrust laws,

C. lower prices for consumers,

P, increased goverrument controt,

@ Prentice-Hall, Ing,




Business Organizations

 TEXT SUNMIMARY

One of the first decisions entreprencurs
must make 1s whal kind of business orga-
nization they will have. A busimess
organization is an  establishment
formed to carry on commercial enter-
prise. The most common form of busi-
ness organization is the sole proprietor-
ship. A sole proprictorship is a busi-
ness owned and run by one person.
About 75 percent of all businesses in the
United States are sole proprietorships.
However, since most sole proprictorships
are small, they account for only 6 per-
cent of all United States sales, Your local
bakery, barber shop, and bicyele repair
shop are most likely sole proprietorships.

The biggest advanlage of the sole pro-
prietorship is that the owner gets to keep
all profits after paving income taxes.
Another advantage is that sole propi-
etorships are easy to start, They can usu-
ally be opened with a small amount of

Ease of starting up

SOLE PROPRIETORSHIPS

paperwork and legal expense; Owners
also have complete controd of their busi-
nesses, and can respond quickly to
changes in the marketplace,

The most important disadvantage of
sele proprietorships is unlimited per-
sonal lability, Liability is the
legal obligation to pay debts. If
the business fails, the owner
may have to sell personal
property to cover those debts,
Another disadvantage is that it
may be hard for sole propri-
etors to find capital to expand
their businesses, Tt may also be
hard to find good empioyces,
That is Decause many small
businesses  cannot  afford
tringe benefits, or payments to

employees other than wages, such as

paid vacation, rctirement pay, and

health insurance. _

GRAPHIC SUMMARY: Sole Proprietorships-—Advantages
and Disadvantages

Lack of permanence

Fulf control

Unlimited iiability

Sote receiver of profit

Limited access to
resources and labor

Sole praprietorships offer ownerg the advaniages and disadvantages that come

with full control of a business,

@ FPrerdice-Hali, ine.
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Owsers have both
full control and

unlimited liability,
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TEXT SUMMARY

A partnership is a business organiza-
tion owned by two or more persons. The
partners must  agree on how profits
and responsibilities are divided, The
mast commaoen type of partnership is a
general partnership. Partners in a
general partnership share equally in
both  responsibility  and  Hability,
Docters,  tawyers, accountants  and
other prolessionals often form
general  partnerships. In a
limited partaership only one
pastner is required to be a gen-
eral partner. That partner has
comtrol over the business, buy
unlimited personal liability for
the firm’s actions. Other part-
ners contribute only money, A
newer type of partnership s
the Hmited liability partnership
(LLP). In this type of partnership all
partners are limited partners and are

rHE BIG 1bEA

PARTNERSHIPS

shitelded from personal liability in cer-
taini situations,

One important advantage of a partner-
stip Is that the responsibility for the busi-
ness may be shared. In a successful partner-
ship, each pariner brings different strengths
and skills to the business. Fach partner’s
assets, or moncy and other valuables,
tmprove the firm’s ability to borrow funds
for operations or expansion. Another
advantage of partnerships is that like sole
proprietorships, they are casy to start,

Partnerships also have disadvantages.
Fach general partner is responsible for the
acls of the other partners, Unless the part-
nership is an LLP, at least one partner has
unfimited liability. Like a sole proprictor,
partners can ose thelr own personal prop-
erty in paying the firm's debts, Another
potential problem is confiict among the
patters. They need to come to agreement
about business goals and philosophics.

%l GRAPHIC SUMMARY: Partnerships and Liability

Partnerships vary in the amount

unlimited liability.

TYPES OF PARTNERSHIPS

of exposure partners have to General Partnership Limited Partnarship Limited Liability’

o) MM AR ARRA

Afl parters are Only one partner - All partners are
ﬁ Limited liability aquaily exposed to is exposed to fimited in their
unlimited liability, unlimited fiability. exposure to Hability.

Partnership (LLP)

34  CHAPTER 8 Guide to the Essentials
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TEXT SUMMARY

Most large businesses in the United
States are corporations. A corporation
Is a legal entity, or being, owned by jndi-
vidual stockholders. Bach stockholder
has fimited liability for the firm's debts,
aned can lose only as much as he or she
has invested. Stockholders own stocks,
which represent their shave of ownership

CORPORATIONS,
AND MULTINATIONALS

ERGERS,

also borrow money by sclling bonds.
Bonds are certificates corporations issue,
promising to repay the money they bor-
row with interest.

As a corporation grows, it may decide
to menre, or combine, with another
company or companies. Herizontal
mergers join two or more firms in the

in the corporation. Like a person, & cor-  same market. For exa mple, two
poration pays taxes, can enter lnto con-  automakers nay decide 1o form
tracts, and can bring lawsuits in court.  a larger company.  Vertical
All corporations have the same basic mergers join two or more firms
structure, Stockhoklers elect a board of  involved in different stages of
directors. The board makes the impor-  making the same good or ser-
tant decisions for the corporation. It also  vice. For example, an automaker
apppoinits corporate officers who run the  may merge with the company | _ _
corporation. that supplies it with rubber tires. | owmers, individual
The most irmnportant advantage of the  Conglomerates combine com- | stockholders.

corporate structure is limiting liability.  panies which produce complete- '
Stockholders can only lose the amount Iy unrelated gooads  or  services,
of money they have invested.  Multinational corporations {(MNCy)
Corporations can raise money by selling  are corporations that operate in meore
stock on the stock market. Corporations  than one country at a time,

GRAPHIC SUMMARY: Corporations—Advantages and Disadvantages

ADVANTAGES DISADVANTAGES
+ As owners, stockholders have limited *» Corporations pay a tax on income, and stock-
fiability. holders also pay personal income tax an pay-

ments made to tham by corporations,

+ Corporations are difficult and expensive to
start.

+ Corporation can sell stocks to raise monay,
+ Corporations can borrow money by selling

bonds.
* Corporations can continue doing business after ¢ Founders may lose control of the company.
death of founders or cwners. * Managers and directors do not always act in

the best interest of stockholders.

Corporations are subject to more government
regulations than other kinds of businesses.

A major advantage of a corporation is that it protects tts owners from lakdlity.
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TEXT SUMWNARY

A business franchise is a business that is
semi-independent. It pays fees to a parent
company. In return, the business gets the
exclusive right to sell a cortain product or
service i a given area. ‘The parent compa-
1y, o franchiser, develops the products
and business system and helps the local
franclise owners produce and sell their
products, For a small business owner, a
franchise has the advantage of a
bullt-in reputation. However, the
franchise owner must give up
some freedon, and st also pay
fees and even a share of earnings.

A eooperative is a business
organization owned and operat-
ed by a group of people for their
shared  benefit,  Censumer
cepperatives sell merchandise
to their members at reduced prices.

GRAPHIC SUMMARY;

OTHER ORGANIZATIONS

Cooperatives that provide a service
rather than geoods are called service
cooperatives. Some service cooperatives
offer discounted insurance, banking ser-
vices, health care, legal help, or baby-sit-
ting services. Producer cooperatives
are agricultural marketing cooperatives
that elp members sell their products,
Noaprofit organizations function
like businesses but do not opeate for
profit. These nonprofit organizations are
usually in the business of serving society.
Nonprofit organizations include muse-
ums, pubiic schools, and YMCAs. The
government exempts nonprofit organiza-
tions from income taxes. Many nonprofit
organizations operate with partial govern-
ment support. Nonprofit organizations
that promote the interests of particular
industries are called trade associations.

The Relationship between

Franchiser and Business Owner

Franchiser
develops the
product and
business
system.

Business
owner pays
for exclusive
rights over a
given area.

CHAPTER 8 Guide to the Fssentials

Franchiser may provide:
training, support, standardized
quality, advertising programs,
financial assistance and
“centralized buying power.

A franchise owner gets support from a parent company that may include training, standardized quality,
and national advertising, as well as a ready-made reputation.
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Wiite the letter of the correct answer in the blank provided. (10 points cach)

1. The most common form of business
organization is

A, the corporation.

B. the sole progrietorship. -
C. the general partnership.
D. the franchise.

. 2. Liability is the

A, necessity to do a lot of paper work,

B. requirement to offer fringe benefits,

C. legal obligation to pay debts,

D. opportanity of the sole proprictor to
keep all prolits after taxes,

3. A partnership is a business organization
owned by

A. ong or more individuals,

B. two or more individuals,

C, individuals and stockholders.

D, onie genteral partner and many stock-
helders.

4. In a limited lability partnership,
all partners

A. always have no liability.
B. have personal lability,
C. are required to be general partners,
D, are limited from personal liability in
certain situations.
5. Most large businesses are
A, sole proprietorships.
B. general partnerships.
C. corporations.
D. cooperatives.
6. The most important declsions in a
corporation are made by
A. the investors,
B. the stockholders,

€. the board of directors.
B, the founders of the company,

& Prantice-Hall, Inc.

7. One of the ways a corporation can
raise money is by

A.selling stock on the stock market,
- B.buying bonds from other corporations.
C. seeking money from the government
for research and development.
D. selling shares to the founders.

8. Which of the following is an example
of a merger?
A.An individual bays a franchisc.
B. Two tndividuals form a partnership,
C. A company combines with a company
~that supplies it with raw materials.
D. A company selfs bonds to raise money
for expansion.

B, In return for a fee to a franchiser, a

business owner receives the right

Al to sell the franchiser’s stocks and bons.

B. to run the business in the way he or she
wishes,

C. to form a partnership with the
franchiser.

D. 1o sell the franchiser’s goods and
Services.

—_.. M) Museums, public schools, and
YMCAS are all
A, exemppt from paving income taxes.
B. completely supported by the govern-
ment,
€ promoted by trade associations,
D.supported by professional organizations.
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Labor

i TEXT SUMMARY

Economists define the labor forece as
nonmilitary workers over 16 who are
smployed or unemploved. People who
are not logking fur work, such
as students, full-time parents,
and retirees, are not consid-
ered pact of the labar force.
One trend in the U, S, economy
is the shift from manofacturing
to services. Mroduction of ser-

w5

production of goods—especially
it computer-related felds.

Another important trend is the increas-
ing nuimbers of women in the workplace.
Changing social roles have cncouraged
many wanen to gain education and
employinent skills.

vices i§ increasing faster than the

A third trend s the rise of contingent
employment, or temporary work. Fems
use contingenct employment to gain
flexibility and to save money. It is easier to
discharge temporary workers than perma-
nenl emplovees, so firms can guickly
acdjust the number of workers to increase
or decrease output,

Amegican workers are pald well com-
pared to people In some countries. However,
the averaye earnings of college graduates
has increased, while the average earnings of
those without college degress has decreased
by a large amount. One reason for this is
that competition from foreign companies
has decreased the demand for low-skilled
workers,

Ei GRAPHIC SUMMARY: Composition of the U.S. Labor Force

 Total U5, popidation

Total civilian,
noninstitutionalized
U5, popudation

Nonlabor force
force

Military,
institutionatized

Yatal 1.5, labor

The Bureau of Labor Statistics
defines who is in the U. S.
labsgr force.

Unemiplayed

mericagEecono-

part of fhe
ster, ma

is Erowil

Categ
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Zi TEXT SUMMARY

I & competitive labor market, the price
of labor—the wage rate—is determined
largely by supply and demand. Workers
are paid  according  to  their
productivity, the level of ocutput
produced. Competitive denwand for labor
drives wages up. Some firms attempt to cut
labor costs by substituting machines
for people. Labior supply comes from
households. ‘The higher the wage, the
larger the quantity of labor supplied. The
equilibrivim wage is the wage rate that
produces neither an excess supply of work-
€ nor an excess demand for workers,
Jobs can be classified into four skill
levels. Unskilled Iabor requires no
specialized skills or fraining. Semi-
skilled Iabor. requires minimal special-
ized skills and education, Skilled labor

LABOR AND WAGES

requires specialized skills and training.
Professional labor reguires advanced
skills and  education, Workers with
higher skifl levels usually. receive higher
wages. In addition, union members tend
te carm higher wages than nonunion
waorkers in similar jobs.

in the 1960s, Congress outlawed
wage discrimination based on gender or
race. Yet women still earn :
about 75 percent of men's
carnings, and minorities
tend to carn lower pay than
whites. The glass ceiling,
an unofficial and invisible
barrier in some workplaces,
prevents some women and
minorities from advancing in certain
companies.

“mostly

GRAPHIC SUMMARY: Median Earnings of U. S. Workers

$10,000

Median annual earnings

$20,000 $30,000 £40,000
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ng conditions
for their members.

CHAPTER 9 Guide to the Essentials

TEXT SUMMARY

The labor union movement, which took
shape over more than a century, was large-
ly a response 10 changes brought on by the
Industrial Revolution and the dangerous
conditions and long hours of new factory
jobs. Samuel Gompers, who founded the
American Federation of Labor in
1886, focused on three reforms:
higher wages, shorter hours, and
safer work environments. Union
membership peaked in the 1940s.
Jre 1947, in an effort to curb union
power, Congress passed the Taft-
Hartley Act, which allowed states
Lo pass right-to-work laws. Since the 1940s,
overall union membersiip has dropped to
13.3 percent of the labor force,

NMANUFACTURING
DECLINES

MORE WOMEN
WORK SOUTH

From 1956 to 1998 | From 1960 to 1999 the | From 1958 to 1998
manufacturing fell number of women in the | the North lost 18%
from 70% to 16% labor force increased and the South

ORGANIZED LABOR

In a union workplace, management
and labor periodically come together to
negotiste employment contracts for wages
and benefits, working conditions, and job
security using the process of colective
bhargaining. If a deadlock occurs, the
union members may vote to strike—a
process that may be damaging to hoth
Iabor and management. Sometimes the
two sides agree to mediation in which a
third party is asked to find a solution both
parties will accept. However, mediation
is not binding. If it fails, the talks may go
te arbitration in which the third party’s
decision is legally binding,

GRAPHIC SUMMARY: Economic Changes Affect Unions

JOBS MOVE

of GDP. from 37% to 46%. gained 46% of
manufacturing jobs.
Histarically, most Women tend to work Historicailf, the
union jobs are in in hon-union white- South is less
manufacturing. collar jobs. friendly to unions,

These structurat changes in the U, 5. economy may have contributed to reducing membership.
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CHAPTER 9

Test

IDEMTIFYING MAIN IDEAS

Write the letter of the cotrect answer in the blank provided. (10 points each}

N

w

What was one reason union membership
iose in the 1930s?

A, Congress outlawed the closed shop.

B. Congress passed pro-union laws,

C. The AFL and CIO reunited.

D. The AFL was founded.

A lTabor union is an organization that

AL requires all workers to become
members.

B. tries to improve wages and benefits for
its members,

C. has been declared illegal by the courls.

B usaally has the same goals as a ¢om-
pany’s managemerit.

Collective bargaining means that

A. representatives of unions and com-
panies negotiate new contracts.

B. workers go out on strike to gain their
abiectives,

€. the courts decide how much companies
will pay workers. '

. the unions always gain all their goals.

Which of the following people is

considered part of thie labor force?

A. an army sergearit

B. a 14-year-old with an after-school job

C. a person who has iost a job but is
tooking for one

D. & mother raising her children at home

What is meant by productivity?

A the level of cutput produced

B. the Kind of product a comparny makes
C. the wages paid to a worker

D, replacing workers with machines

# Prenlica-Hall, inc.

!
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— 6. Whernt is there an equilibrium wage?

A. when Congress sets a new minimum
wage :

B. when the demand for labor exceeds the
supply

C. when there is no excess in the demand
for workers or in the supply of workers

B. when the supply of labor exceeds the
demand

7. Which of the following people is likely
to earn the highest wage?
A. an unskilled worker
B. a serni-skilled worker
C. a skifled worker
D. a professional worker

_ . 8. What type of work s growing fastest in
the United States?
A, heavy manufacturing
B, information-related
C. agriculture
D. teaching

9. Another name for temporary work is

A, contingent employment,
B. service employment.

C., the glass cetling,

I}, unskilled labor

w1 Which of the following most accurately
describes the change in average weekly
earnings since 19807
A. Average weekly earnings have dropped
fat everyone,
B. Average weekly earnings have risen for
= QVEIYOne,
€. Average weekly earnings hawve risen for
college-educated workers,
. Average weekly earnings have soared
for people without college degrees.
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Money has thres
basis wses. it enables
people to exchange
gonds and services.

it provides a way to

" compare prices of
goods and services,
It allows people to
store vaiie if they
hold on 0 1t Instead
of using it,

THE BIG 1DEA

Money and Banking

TEXT SUMNMARY

Money i3 anvthing that serves as a
mediom of exchange, a unit of account
and a store of value. A medium of
exchange is anything used to
measure  value during the
exchange of goods and ser-
vices. As a unit of account
money is a way to compare the
value of goods and services.
Money can also be used as a
store of value. This means
money keeps #s value if you hold on to it

The coins and paper bills used as
money in a sockety are calied corrency.
Currency must have six chavacteristics:
durability, portabdlity, divisibility, vaiform-
By, scarcity, and acceptability. It must
have durability, or be able 1o withstand a

lot of use. It must have portability, or be
easily cartled and transferred. [t must be
divisible, or easily divided into smaller
units. It must have uniformity, meaning
that people must be able to count and
measure money  accurately, Currency
must exhibit scarcity, meaning it must
nave a controlied supply. Finally, it must
have acceptabitity, the ability to be
accepted by a#ll people In society.

Representative money represents an
oblect of walue for which it can be
exchanged. For example, paper receipts for
gold or silver were an saxdy form of repre-
sentative money. The United States foday
uses fiat money. This type of money has
value because the government states that it
is an accepiable means to pay debts.

Zl GRAPHIC SUMMARY: The Three Functions of Money

42
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TEXT SUMMARY

A bank is an mstitution for receiving,
keeping, and lending money. In 1791,
Congress set up the Bank of the United
States, Tt lent money to the federal govern-
inent and issued bank notes, 4 form of rep-
resenfative money backed by gold and
silver. The Bank brought stability to
American banking. However, many people
were apposed to it They worried that a
centralized bank would respond only to
the needs of wealthy individuals and large
businesses. H ceased to exist in 1811, when
its charter, or license, expired. A second
central bank had the same fate, expiting in
1836, The pertod between 1837 and 1863
is known as the tree Banking Era, This
period was dominated by slate-charlered
banks. Many did not have enough gold
and silver to back their paper money.

Date Development

During  the Civil War, Congress
enacted important bank reforms. These
laws gave the federal government
the power to charter banks.
Banks were now reguired to hold
adequate gold and silver reserves.
The government also established
4 uniform national currency.

In 1913, Congress established
the Federal Reserve System. It
served as the nation’s frst true
central bank, or hank that can
lend to other banks in times of
need. In the 1930s, the severe economie
decline called the Great Depression led
to new laws regulating banks, One estab-
lished the Federal Deposit Insurance
Corporation (FDIC), whicl insures cus-
tormer deposits if a bank fails,

GRAPHIC SUMMARY: Developments in American Banking

THE BIG 1peA

system of today.

18611863

{864

Hy %pil of Fir s

Second Bank of the United States reestablishes stability.

The modern American banking
system began to take shape with
the creation of the Federai Reserve
System in 1313 and the Great
Depression reforms of 1933.

system.

& Prentice-Hal, nc.
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Over the
have adde

MOney,

Although banks use
the monay they get
from depuositors for
Inans, they are
reguired by law to set
agide a certain amount
uf money as reserves,

44 CHAPTER 10 Guide to the Essentials

THE BIG ipea

_ SIEF fi}r prople
to manage their

TEXT SUNMMARY

The money supply is all the money avail-
able in the United States economy, The
maoney supply s divided into categories
called M1 and M2. M1 is money that peo-
ple can easily use to pay for goods and
seevices, such as currency and deposits in
checking accounts. These are
assets that have liquidity, which
means they can be used as cash or
casily tumed inlo cash. M2 con-
sists of all the assets in M1 plus
several other assets which have
fess liquidity, such as savings
accounts and money market
mutual funds, These are funds
that pool money from  small
inwestors to purchase government
ar corporate bords,

The basic service banks provide is a safe
way for people to store and save money.

GRAPHIC SUMMARY:

How Banks Make a Profit

Banks offer savings accounts, checking
ACEOUNEEs, money market accounts and cer-
tificates of deposit, Most of these acoounts
pay interest, the price paid for the use of
borrowed money. Bariks also provide loans,
mortgages, and credit cards. A mortgage
is a foan used for real estate. When banks
lend money, they make a profit by charg-
ing interest. The borrower also has to repay
the principal, the amount borrowed.
Computers are rapidly changing the
woikd of banking. Automated Teller
Machines tATMs) are computers that cus-
tomers can use to deposit money, withdraw
cash, and obtain information. Many peo-
ple are starting to use the Internet to han-
dle their finances. A growing number of
financial institutions allow people to check
account balances, transfer money hetween
accounts, and pay their bills by computer,

Mon ey Ieav"es_' bank

‘Bank retaing

€ Prentice-Hall, inc.




Class

Date

Test

IDENTIFYING MAIN IDEAS

Write the letter of the correct answer in the blank provided. (10 points cach)

e E. Which of the following is NOT a use

@ Prenticg-Hall, ine.
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-

of money?

AL as a medium of exchange

B. a unit of account

€. a store of value

D. a means of barter

Uniformity of currency means that it is
A, easily divided.

R, easy to count and mceasure,

C. accepted by everyone in society,
P, scarce.

Representative money gets its value

from the lact that

A. it represents objects of value for which
it can be exchanged.

B. it is backed up by silver or gold.

C. the government states that it is an
acceptable means to pay debts,

D. it is a valuable commodity.

The United States today uses which
Kind of currency?

A. representative money

B. fiat money

C, scarce money

B gold and silver

A bank s an institution

A, owned by merchants.

B. that coliccts taxes for the government,

€. for receiving, keeping, and lending
money.

D. that regulates interstate commerce.

6. The Free Banking Era between 1837

and 1863 was dominated by

A, federal banks,

B. state-chartered banks.

C. savings and loan banks.

B. the Bank of the United States,

7. The natior’s first true central bank

was the

A, Federal Reserve System,
B. Federal Deposit Insurance Corporation,
C. Bank of the United States.
D. federally-chartered bank of the
Civil War,

8. Assets that have liguidity are

A. easy to borrow or lend.

B. easy to convert to silver and gokd.
C. easy to turn into cash.

D. difficult to turn into cash.

9. The most basic service a bank provides is

Guide to the Essentials

A. 4 safe way to store and save money.
B. to pay interest.

C. to provide credit cards.

D. o provide mostgages,

e 1O ATMS are computers that are

A. used to buy merchandise on the
Internet.

B. used to obtain mortgages.

. used to make long-distance telephone
calls.

D. used by customers to conduct their
banking business,
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The financlal systam
makes possible the trans-

for

savers and borrowers.

46

Financial Markets

TEXT SUMMARY

Investiment promotes cconomic growih,
Imvestment is the act of redirecting
resouces from being used today so that
they can create fature benefits. The
financial  gysiem  makes
investment possible by allowing
the transter of money between
savers and borrowers. Savers are
househalds and businesses that
lend  out  their  savings.
Borrowers are governents and
businesses who use the money
they borrow to bulld roads, fac-
tories, and homes. Borrowers
may also use these tunds to develop new
products or provide new services,
Financial intermediaries are insti-
tutions which help channel funds from
savers to borowers. Examples include
hanks and mutual funds, funds which

tHE BIG 1pEA

is made |

financ ;
savers, borrowers,
and intermediaries,

paal savings from many people and

SAVERS
Households
Businesses

of money between

FINANCIAL
INTERMEDIARIES
Banks
Finance companies
Mutual funds

SAVING AND INVESTING

invest this monev in different wavs,
Financial intermediaries provide three
major advantages to investors. They
reduce risk by helping peaple invest in a
variety of opportunities. The idea of
spreading out investrnents to reduce risk
s called diversification, ¥Financial
intermediaries also provide information
and Hquidity to investors,

Saving and investing involves trade-
offs. For example, savings accounts have
very low risk, and are Hquid, but they also
have a low return, Retura is the money,
such ay interest, an investor receives above
and beyond the sum of money initially
invested, An investiment with higher risk
or less lquidity usually offers a higher
potential return. Investors will be more
tempted to take on more risk, or to give up
liguidity, if they have a chance of earning
more money on their investment.

GRAPHIC SUMMARY: Market Supply Curve

BORROWERS
Governments
Businesses

CHAPYER 11  Guide fo the Essentials
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i TEXT SUMMARY

Bonds arc loans that the government or
a corporation must repay fo an investor,
Bonds uswally pay a fixed amount of
interest at regular intervals for a set
amaount of time. At maturity, the end
of that period, the issuer repays the par
value, or the original amount of invest-
ment, to the bondholder

investors like bonds because they are
good Investments and usually have low
risk. However, because bonds are Tow-risk
investraents, their retumns are often less
than those of other investments, Tssuers
like bonds because once the bimnd is sold
interest rates on that bond will not go up
or down. However issuers must make
fixed interest payments and repay the
principal when due—even in bad years.

There are several types of bonds,
Savings bouods are issued by the United

States government. The United States
Treasury Department Issucs treasury
bongds, and state and local governments
and municipalitivs issue municipal
bonds. Interest on government-issued
bonds i3 exemipt from certain taxes.
Corporations sell corporate bonds to
raise money to expand their businesses.

Other types of financial
assets include certificates of
deposit (CDsy and mutual
funds. Markets for financial
assels are often classified
according to the length of
time for which funds are
lent. Capital markets are
markets in which money is
lentior longer than « year, Money mar-
kets are markets in which money is lent
for less than a year.

aisets.

GRAPHIC SUMMARY: Types of Bonds

TYPE ISSUER RISK TAX EXEMPTION USEDR FOR

Savings and U.S. Government |Very low Exempt from Federal government
Treasury Bonds state and local taxes |activities

Municipal State and Low Exempt from income | State and local govern-
bonds fscal governments : taxes at federal ievel | ment activities

and in issuing state

Corporate Corporations Moderate Not tax exempt Expansion of businesses
bonds
Junk bonds Corporations High Not tax exempt Finance corporate takeavers

Bands help busingsses expand and governments build public works. Thers are different kinds of bonds to
serve different needs and different kinds of investars.

€@ Prentice-Hail, Ing.
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TEXT SUMMARY

By selling stock, corporations raise the
money that is necessary to start their busi-
nesses and keep them growing. Investors in
stocks may make a profit in two ways: by
receiving dividends, a payment made by
corparations  to stockholders:
and by selling the stock tor more
than they paid for it. The differ-
ence is called a capital gain,
However, purchasing stock s
risky. The stock price may
decrease, Investors who sell their
stock for less than they paid for it
experience a capital loss.

Stock s bought and sold in
markets called stock exchanges. When
peopte talk about "the stock market” they

GRAPHIC SUMMARY:

THE STOCK MARKET

usuaily mean the New York Stock
Lxchiange (NYSE), the largest in the coun-
try. The performance of the NYSE is often
raeasured by the performance of the few
stocks  included in the Dow Jones
Industrial Average, or "The Dow." When
the stock miarket rises steadily over a peri-
od.of tine, 2 bull market exists. When
it falls for a period of time, people call it a
bear market. Duwring the bull market of
the 1920, there was a great amount of
speculation, high-risk investment with
borrowed money i hope of big returns.
This period ended in the stock market col-
lapse called the "Great Crash” of October
1929, Another great bull market occurred
in the 1990s.

Milestones in the Dow Jones

Industrialf Average, 1929-1999
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S GJW... o s ggl{moa
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s --\_-""-u
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3 ; et 1965 e Rh. 1997
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: Nov, 1995
§ 4000 | ] Jowstter April 1991 feove e | MOV 19
T
L2 3,000 ; fa:gzg 2,000 *
ept / Jan, 1887
% 2,000] peak tefore 1 1o00 an ™
[ - | Great Crash | 500 Now. 1872
1,0004— s March 1956 .
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The Dow Jones Industriaf
Average dimbed steadily
since the Great Depression
af the 1930s before rising
sharply in the bull market
of the 1890,
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Name : o Clhass _ Date

Tesi

IDENTIFYING MAIN IDEAS

Write the letter of the correct answer in the blank provided. (10 points each)

. L Investment is the act of — . 7. Which of these bonds are issued by
Fas N . Fres § iy s 9 W 1 B s Y
A. depositing money in a savings account. the United States government:
B. redirecting resources from being used A. corporate bonds
today so they can create futuire benefits. B, savings bonds
C. using resources for current needs. ' C. junk bonds
. developing new products. . municipal bonds
e 2. A dinancial system brings together : . 8. Investors who sell stocks for less
A. savers and botrowers, ' than they paid for them experience a
B. savers and consuers, A, caphtat gain.
C. banks and mutual funds. : B. capital loss.
D. governiments and businesses. : C. retirn on investment,

— co . . negative dividend.
3. The purpose of a financial intermediary 5 ¢

is to help channel funds 9. When the stock market falls aver a
A. from onie bank to another. pericd of time, if is kaown as a
B. from saving bonds to building projects. A. bear market,

€. from savers to borrowers, B. bull market,

D. from stocks to bonds. C. crash.

, , . . . depression,
________ .. 4 Which of the following is a reason P

for diversification? — 14, Speculation is
A. to get the highest possible return AL fowerisk investiment with borrowed
B. to get the most dividends _ money in hope of small weturns,
C. to eliminate rigsk B. high-risk investment with borrowed
D. to reduce risk money in hope of big returns.

C. investinent of large amounts of
maney in mutual funds,

5. Bonds are

A i(?a%"l& D. diversifying purchases of stock
B. dividends, into many different kinds of
€. stocks.

compariies,
Iy, cestificates of deposit,

6. A bond’s par value is generally repaid
A. after 30 years.
B. when the lender demands it,
C. at maturity.
D. when Interest rates change.
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Yarious measures
are usad by
aconomists to
track changes in
the nation's
2conemy.
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TEXT SUMMARY

Leonomists study economic performance
using natienal income accounting,
a systern of collecting statistics on the econ-
omy, The U.S. Department of
Comumerce collects this data in
the form of National lncome
and Products Accounts (NIPA).

The most important NiPA
measure is gross domestic
product GDP), the dollar
value of all final goods and
services produced in a coun-
trv's borders in a given vear.
GDP does not include intermediate
goods, goods used to produce final
goods. For example, the price of a new
house that is sold is included in GDP, but
not the nails and lumber used to build
that house. GDP includes goods produced
in he country By a foreign company, but
not goods that an American company
produces in another country,

'ROSS DOMESTIC PRODUCT

Changing prices can distort GDP To
correct this, economists determine read
GDP, GDP expressed fit constant, or
unchanging, prices.

Another important NIPA measure is
gross mational product (GNP, GNP
includes income earned by U.S. companies
outside of the country, but does not include
the income carned by foreign firms doing
business in the country.

As you might expect, supply and demand
affect GDP. Economists calenlate the price
level, (he average of all prices, to determine
aggregate supply, the total amount of
goods and services in the economy available
at all possible price levels, Aggregate
demand is the amount of goods and
services i the economy that will be
purchased at all possible price levels. The
intersection of aggregate supply and aggre-
gate demand on a graph indicates the equi-
tibrium price level of the cconomy,

GRAPHIC SUMMARY: Measurements of the Macreconomy

+ meome earned outside
1.5, by W.S. firms and
citizens

Gross Domestic

Product

income earned by foreign — §
firms and foreign citizens ™™
lacated in the UG,

Dispasable
Personal incoms
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TEXT SUMMARY

A business cycle is a period of eco-
nomic expansion followed by a period
of contraction. Business cycles are major
changes in GDP above or below normal
levels. Business cycles have four phases,
Expansion is a period of economic
growth, as measured by a rise in. real
GDP. The peak is the height of expan-
sion, when real GDP stops rising. A
contraction, marked by falling real
GDP, follows the peak. The trough is
the contraction's lowest point, when
real GDP stops falling. A contraction
that lasts for at least 6 months is called
a recession. A depression is a long and
severe recession.,

Business cycles are atfected by four main
factors: business investruent, interest
rites and credit, consumer expectations,
and external shocks that are unexpected.

GRAPHIC SUNIMARY:

QEAKk

BuUSINESS CYCLES

For example, increased business invest-
ment usually leads to increased output
and jobs, helping to increase GDP and
expand the economy. However, a drop in
business speading reduces output and
income, which may lead to a decline in
GDP Economists study these factors
in order to predict the next turn of the
business cycle.

Economic activity in the
United States has foliowed a
pattern of cycles. The CGreat
Depression, which began in
1929, was the most severe
economic downturn. Since
then there have been several
rgcessions, including a short
one in 1991, Following that vear the
ecaonomy entered a period of growth that
lasted throughout the 1990s,

pi

Tracking a Business Cycle

€2 Prentice-Hal, ing.
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ext:

of the ecorniomy,

Business cycles have
four phases, which are
measured by the rise or
fall of the GUR.
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THE BIG ipEA

Tl TEXT SUMMARY

The basic measure of a nation's economic
growth rate is the percentage change of
real GDP over a given period of time. A
nation's population tends te grow. Real
GDP must keep up wilh the population
growth rate. The best measure of a
nation's standard of living is real
GDP per capita. That divides
the nation's real GDF by the
number of people it has (per
capita means per person), Real
GDU per capita lets econorists

Economic GrRowTh

source of growth in modern economies.
Increases in human capital also lead
fo economic growth, Better educated
workers can produce more output per
haur of work.

An economy  increases  its capital
throught saving and investment. Saviag is
income that consumers do not spend to
purchase goods and services. Money that is
saved, which may be held in a bank, is then
available for investment. The savings
rate is the proportion of disposable

compare economies for different  income spent to income saved. In. the long
time  perieds  and  different  run, a higher savings rale means mote
nations. growth in real GDPB

Physical capital contributes Besides capital deepening, the other
to an economy’s output and aids eco-  key source of economic growth iy
nomic growth. Capital deepening, the technolegical progress. This is an
process of increasing the amount of  increase in efficiency gained by producing
capital per worker, Is an important  more output without using more inputs,

GRAPHIC SUMMARY: How Saving Leads to
Capital Deepening

gshaWna’s income: $30,000 I

A
|525.000 spent| [ 55.000 saved [
The money peaple save P4 W
becomes avaitable to — _
businesses for investment, 33"0:)0 Il(ﬂ m\f(?sttr:ents $2,000 in "rainy day”
Highar savings leads 1o (stacks and other bank account
4 9 funds)
higher output, raising 6DP T
and living standards. g
Brokerage lends Bank lends Shawna's
Shawna's money to money to firms in

firrnis in forms such as forins such as loans
ioans and mortgages and mortgages

&
Firms spand money

on business capital
investment

e
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Name _ (lass Date

5 Test

i IDENTIFYING MAIN IDEAS

Write the letter of the correct answer in the blank provided. (10 points cach)

CHAPTER

— 1. The most important measure in w—— 6. The period in a business cycle when real
national income accounting is : GDP stops falling is
Al intermediate goods, AL expansion.
B, finat goods. B. peak.
C. gross national product, E €. contraction,
D. gross domestic product. ; D trough,
e 2, Beal GDP 7 What is & recession?
A, distorts the price level in the GDP. A, a period when real GDP falls for at least
B. expresses GDP in constant prices, & months
C. meassures only intermediate goods. B. a long and severe depression
D. is another term for GNP C. avery mild and short expansion

D. a period of when the economy is nei-

3. Which of the following is Included . ‘
' ther expanding nor contracting

in GDOPr?

A. an intermediate good _

®

What is the best measure of a nation's
standard of living?

B. A service produced and used in

another country - Al real GDP per capita
C. a fish that you catch and eat vourself B. population growth
13, a fish that you buy at a store C. zavings

N, national income

. 4. The average of all prices in the economy

is the . 2o An increase in capital is called
A. aggregate supplv. A, human capital.
B. aggregate demand. B. the savings rate,
C. price level, €. capilal deepening.
D, gross national product. D, ¢conemic output,

5. What is a business cycle? s 10. Technoiogical progress leads to
AL a period of increased economic growth A. an increase in efficiency,
B, a period of economic growth followed - B. a decrease in efficiency,

by economic contraction ‘ C. a loss of interest in human capital.

€. the amount of time it takes a business . lower savings rates,

to produce its products
. a dangerous time for all businesses
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Aftar a recession in 1991,

of the entire cconomy,

the snemployment rate

dropzed throughowt mivch

of the 1990s,
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CHAPTER 13

TEXYT SUNMMARY

Feonomists examine four kinds of unem-
ploymint. Frictional unemiployment
occurs when people are in
between jobs oF returning o
the work force after o peried
of not working. Seascaal
waemployment ocours in
industries that slow or shut
dowr for a particular time of
the vear, such as after » har-
vest or a busy holiday season, Stractural
unemployment happens when workoers'
skills do not match the jobs that are avail-
able. For example, new technology may
tost jobs i indusiries that rely on
older wavs of producing goods. Cyctical
waemployment occurs during recessions,
when the demand for goods and services
drops. The resulting slowdown In produc-
ton causes the demand for labor 1o drop,
ad compariies lay off emplovecs.

Lt GR&PH!C SUMMARY:
’[1 - PRpp—

Percent of fabor Force Unemploved

The amount of unemployment is an
important clue to the health of the
nation’s economy. The federal govern-
ment racks the snemployment rate,
or the percentage of the nation's labor
force that is unemploved. To determine
the uncmployment rate, the Bureau of
Labor Statistics polls a farge sample of
the population every month,

Since frictional, seasonal, and structural
employiment occur even in an sconomy
that is working properly, economists
expect some unemployment. An unem-
plovment rate of 4 o 6 percent is consid-
cred full crupleyment, the level of
employment reached when there is no
cyclical unemployment, However, some
peopie with jobs are waderemployed,
meaning that they work part time when
they want {ull-thne Jobs, or work at jobs
that are below their skills,

Unemployment, 18621998

[ [
1979 1974 1978
Year

b
%%2

T
1968

1982

[ g Suurck: Buieaw of Labor Statiskics

1986 1990 1994 1998

£COn omW
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| TEXT SUMMARY

Infiation iy a general increase in prices,
In a period of inflation, as prices rise, the
same amowit of money buys less.
[nflation reduces people’s purchasing
power, their ability to buy goods and
services, To track inflation, economists
use a price index, a measurement that
shows how the average price of a stan-
dard group of goods changes over time.
The best known is the Consumer Peice
Index (CPI). The CI'f measures the
prices of a market basket--a vepresen-
tative collection of goods and services
used by a typical wban consumer
Economists will calculate the change in
the CPI from year to year to determine
the inflatien rate, the percentage
change in prices over time.

tconomists offer three reasons Lor why
inflation begins. The quantity theory
states that too much money in the
cconomy leads to inflation. According to

INFLATION

the demand-pull theory, inflation
cocurs when demand  for goods and
services exceeds existing supplies, Finally,
the cost-push theory states that
inflation occurs when producers raise
prices in order o meet
increased costs for labor and
raw  materials.  Cost-push
inflation  can lead to a
wage-price spiral. This is
Lhe process by which increas-
es inone type of prices can
cause other prices to rise.
Typically, when unem-
ployment falls to very low levels, intla-
tion tends to increase. The supply of
available workers shrinks and wages rise.
In the late 1990s, however, unemploy-
ment fell ta very low levels and inflation
also remained low. Economists disagreed
about the reasons for the combination of
low uncmploynment and low inflation.

IS, PUry in
power, and many o
aspects of daily tHfe,

Zi GRAPHIC SUNMMARY: Tracking a Business Cycle

Wages

; Consumers
"demand higher wages
. 10 cover costs.

Consumers
face higher
prices,

Producers

COver tosts,

increase,

Labor market
tightens,

raise prices to Ly

This diagram shows one
exarmile of the wage-
price spiral. Rising
wages can push up the
inflation rate.

Wages rise.

Producers
face higher
labar costs.
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Families in some groups
are mare likely to have -
incomes below the poverty

threshotd.

CHAPTER 13 Guide to the Essentials

TEXT SUMMARY

The government defines a poor family as
one whose total income is less than the
amount needed to satisfy minimal needs.
The US. Census Bureau determines the
poverty threshold, the income level

below that which is needed to support a

E BIG ipea

household or family, This thresh-
old varles with family size. In
1999, the threshold was $11,235
for a single parent with one ¢hild,
and $16,530 for a family of four
with two children. The poeverty
rate is the percentage of people
who live in hauseholds below the
poverty threshold. The poverty
rate varies amony different groups. Among
African Americans or Latinos, it Is twice as
high as tor white Americans.

The causes of poverty include
unemplovment, lack of education, and

POVERTY

discrimination based on race and gender.
Many poor people live in arcas such as
inner citles or isolated rural areas, where
there are few high-paying jobs, Other
causes of poverty include economic slow-
downs and the increasing number of
single-parent families.

- The United States has millions of poor
people, but it also has the world's highest
per capital GDP. This is because income
distribution, the way income is distrib-
uted among the population, is unegual.
The richest 20 percent of the population
has more than i3 times the income of the
poorest 20 percent. The government
spends billions of dollars on programs
designed to reduce poverty. Enterprise
zones, for example, are low-employment
areas where companies can locate free of
certain taxes,

K GRAPHIC SUMMARY: Poverty Rates for Different
Population Groups

White ] ~____ ]

Black

Hispanic origin [
Under 18

Over 65

F-parent hauseholds

Ferale-headed
tinsseholds

Poverty rate (percent)

Sources 1.5, Bureau o the Census

L
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Class o Date

CHAPTER 13 T(’,’St

IDENTIFYING MAIN IDEAS

Wiite the letter of the correct answer in the blank provided, {10 points each)

______ 1. When a farm worker loses his job - _.... 7. What is the poverty threshold?
after the harvest, it is an example of A. the income level helow that which is
A, frictional unemployment. needed to support a family
B, seasonal unemployment, § B..the income of the lowest 20 percent of
€, structuwral unemployment, famnilies
. cyclical unemployment, C. the percentage of people who live in
poverty

2. Which statement describes full

employment? D. the income needed to live in an inner

city or rural arca
A bverybody who wants a job has a job.
B. There is no unemployment atall, | - -
C. There is no cyclical unemployment. A. higher for whites than for African
D. There is no structural unemployment, Americans.

B. higher for whites than for Latinos.

C. higher for African Americans and

A. no longer fook for work. Latinos than whites,

B. work part time or at jobs that are below D. the same for all racial groups.
their skills,

C. are the same as unemploved workers. —

D. experience only frictional employment.

B. Poverty rates are

3. People who are undereinpioyed

9. Which of the following statenrents
describes income distribution in the
United States?

e 4 A general increase in prices is calied )
A. Most people earn the same income,
A. infiation. B. The richest 20 percent of the popula.
B. purchasing power. tion has about 20 percent of the
C. the CPI. . national incorme.
D. & price index. i C. The richest 20 percent of the popula-
%, The mflation rate is % tion has & much greater share of

income than the poorest 20 percent.

D. The richest 20 percent of the popula-
tion has slightly more income than the
potrest 20 percent,

A, the ability to buy goods or services,

B. measwed in fixed dollars,

€. not an important measuze to economists.
D. the percentage change in prices over

time, 10, An enterprise zone is
6. [nflation reduces peaple’s purchasing A, a wealthy part of a city where every-
power because body has a good job.
B. a part of a city with many old, closed

A. the same amount of moncey buys more
goods and services.

B. the same amount of money buys fewer
goods and services.

C. the market basket has to be changed

factories,

C. a government office where people
can work in exchange for temporary
assistance.

B. an area of high unemployment where
the government ercourages companies
to focate by providing tax breaks.

every yeat.
D. there is not cniough money in the
economy,

CHAPTER 13 57
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‘of taxes.

Each type of tax struc-
tire places different
iinds of burdens on
people of different
income levals. This chart
shows how different tax
structyres woukd affect
two taxpayers: Ron,
with an income of
£50,000, and Mary, with
an income of $150,000,

58 CHAPTER 14

TEXT SUMMARY

Taxes are payments that people are
required to pay to a local, state, or national
government. Taxes supply revenue, or
ineome, to provide the goods
and services that people expect
from gavernment.

The Constitution  grants
Congress the power 1o tax and
also Hmits the kinds of taxes
Congress can bmpose. Federal
{axes must be for the “common
defense and general wetfare,”
must be the same in all states, and may not
he placed on exports. The Sixteenth
Amendmens, ratified in 1913, gave Con-
gress the power to levy arl income tax,

When government creales o tax, it
decides o the type of tax base—the
income, property, good, or service that is

GRAPHIC SUMMARY:

Description

A smaller percentage
of income & taken in
taxgs as income
 increases E

| Sales tax

subject to a tax. 1t also decides how to
structure the tax. The three hasic kinds of
fax structures are proportional, progres-
sive, and regressive, A proportional tax
is a tax in which the percentage of lncome
paid i taxes remains the same for ail
Hwcome Jevels, A progressive tax is one
in which the percertage ncreases at
higher income levels. An example is the
individual income tax, a tax on a per-
son’s income, which requires people
with higher incomes to pay a higher per-
centage of their incomes in taxes. In a
regressive tax, the percentage ncreases
at lower income levels. A sales tax, a tax
on the vatue of 4 good or service being
sold, I8 regressive because higher-income
people pay a lower proportion of thelr
incomes on goods and services,

Three Types of Tax Structures

t Mary's ta%es on
$50,000 icome '$150,000 income
§22, 500, or 15 percent
of income

7,500, or 15 percent
fincome

=

$3.400, or 5 parcent
of total purchases of
$60,000; tau bill is

2 percent of income

3 $2,000, or 5 percent
of 1otal purchases
of 340,060 tax bill is
4 pereent of lnicarme

Guide to the Fssentials
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TEXT SUMMARY

The tederal government has several
sources of income. The largest is the indi-
vidual income tax, which provides nearly
half of federal reventue. 1t is collected on a
“pay-as-you-carn® syster throughout the
year, mostly by employers withholding,
or taking out part of an employee’s income
and sending it to the federal government.
At the end of the year employers send
employces @ teport showing how much
has been withheld. Fmplovees then 1 owt
a tax retwrn, a form in which people
declare income to the government and fig-
ure out how much tax must be paid.
Taxabie income is 2 person's gross, or
total, income minus exemptions and
deductions,  Gross  income  includes
income from salaries, wages, tips, and
conunissions, as well as from interest on
savings accounts and stock dividends.
Personal exemptions are sel amounts that
can be subtracted for an individual and for

- Contributions Act,  or

family members. Deductions include
interest on o mortgage, dooations to char-
ity, and state and local taxes.

Corporations pay a corporate income
tax on their income. Corporate taxes make
up about 1) percent of .
federal  revenues.  Like
personal  Incomie  taxes,
corpotate luxes are pro-
gressive, Tax rates increase
as profits increase,

The Federal Insurance

FICA, taxes are also with-
held from people’s salaries,
Muost goes for Social Security, which was
established in 1938 as a retirement furd
for workers, Now it also provides benefits
to wage carners’ surviving family members
and people with disabilities. FICA taxes
also fund Medicare, a national health
insurance program for peoaple over age 63,

Fi GRAPHIC SUMMARY: Sources of Federal Revenue

Personal income tax '

Individuals’ income
Corporate tax Corporations’ profits
FICA taxes Individual’s income, but payments shared by
individuals and corporations
Excise tax Sale of certain products, such as gasoline, Although the fedaral
alcohol, telephone service government has
‘ different s f
Estate tax The estate of a person who has died Rerent souress o
revenug, the largest
Gift tax Money or propenty one living person gives share is paid by
to another personal income taxss,
Tariff Imported goods brought. into the country
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i TEXT SUMMARY

The federal government takes in neardy $2
trillion dollars a vear in revenue, About
three-quarters of its speading, however, is
“mandatory.” Mandatory spending is
money lawmakess are required by law to
spend on certain programs or to use for

interest payments on the

\ THE Bl IDEA national debt,

Mast mandatory spending
is for emtitlesnents, These
are benefits paid to people
who meet certain require-
ments, such  as  age or
income, Spending on entitle-
ment programs rises as the
nurmher of qualified recipients rise. The
largest  entitlement programs are Social
Security, Medicare, and Medicaid, which
provides health insurance o Jow-income
famibies. Other mandatory  spending

much of its spe
required by law,

GRAPHIC SUMMARY:

Net interest

Other 395,

The federal government . .
i 9 Adminstration of Justice 1%
spends tax money on Vetoran's henefits

both mandatory pro- 1.5%
grams. such as Social

i il i + . 4
Secun.ty anfi edicare, Social Security
and diseretionary pro-
grams, such as national

dafense and education,

income secinity

inciude

programs food  stamps,
Supplemental Security Income ($S13, and
child nutrition, generally for low-income
people. The federal government also pavs
retirement benefits and insurance for fed-
eral workers and veterans’ pensions,

BDiscretionary spending is spend g
for which government planners can make
choices. 1t accounts for about one-quarter
of federal spending. Discretionary spend-
iy includes defepse spending, cducation,
nmational parks and monuments, tyans-
portation, disaster aid, foreign aid, and
many other items,

The federal government also provides
aid to state and iocal governments and
shares the costs for some programs with
state and local governments. Medicaid
costs, for example, are shared by both the
tederal and state governments.

Federal Spending

Defense Science, space,

ant technology 1%

Energy, naturad resgurces,
ahd environmant 1%

Agricubture 0.7%

Transportation 2%
Edutation

™ Health

Medicara

Note: Because of rounding, tetals may be [ass or greater than 160 parceat.
Source: Statistical Alrsteact of the United States

60 CHAPTER 14 Guide to the Essentials
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TEXT SUMMARY

State governments have two budgets.
The operating budget pays day-to day
expenses, The capital budget pays for
major capital, or investment, spending.
New bridges and boildings are examples
of capital spending. State laws require-a
balanced budget—a budget in which
revenue js squal to spending. This rule
applics only te the operating budget.
While tax policies and spending differ
among states, most spend the laggest
amounts on education, public safety,
highways, and public welfare. Public
salety includes slate police, crime labs,
and corrections systems. States also build
and maintain highways and roads, often
with federal assistance. States get revenue
several ways. All but five states have a
sales tax. States may also have excise
taxes, state income taxes, taxes on real
property, such a5 land and buitdings,

e RS

Personal
income taxes

 STATE AND LocAL T.
AND SPENDING

e S .
stE S

REVENUES

and persenal property, such as fur-
niture and jewelry, Most states collect
corporate income taxes and licensc fees,

Local  governments—towns, cities,

townships,  counties, and  special
districts——also  collect  taxes.
These taxes support public THE BIG ipEA

schiools, law enforcement, fire
protection, libraries, alrports,
public hospitals, parks, public
transportation, and more. The
main source of local revenue s
property taxes, a tax on the
value of a property. Property
taxes are paid by peaple who
own homes, apartments, build-
ings, or land. An official called
a tax assessor determines the
vaiue of the property. Local governments
may also levy sales taxes, excise taxes,
and income taxes,

and services,

e ——— .

Corporate ™~
income taxes /

Propert TS
taxes

License
fees

Most states get the major part of their revenues from sales taxes and individual income taxas, but each
state has its own mix of revenue sources.

E:

€ Prantice-Hall, nc.

Guide to the Essentials CHAPTER 14

61




Name _ Class Date __

Test

IDENTIFYING NMAIN IDEAS

Write the letter of the correct answer in the blank provided. (10 points eachy

—. L The income, property, goods, or services

62

M

by

-

on which people pay tax is called a
A, tax rate.
B. tax base,
C. sales tax.
D. revenue.

Which of the following would be a

progressive tax?

A, People earning $35,000 pay 10 percent

- tax, while people earning $100,000 pay
30 percent tax.

B. People pay 10 percent on property
wliether it is worth $30,000 or
$500,000.

C. All people pay a 15 percent income tax,

D. Everyone pays a 5 percent sales tax.

3. What provides the largest portion of

federal revenue?

AL corporate taxes

B. lariffs

. FICA taxes

B, Individual income taxes

What is a person’s taxable income?

A. the gross income received [rom salaries,
wages, tips, and commissions

B. ail the income that was withheld by
an employer and sent to the federal
government

C. a person’s gross income after subtract-
ing exemptions and deductions

D. all the personal exemptions and deduc-
tions a person has

What is withhelding?

A, a statement to emaployees telling them
how much taxes they owe,

B. a way of collecting taxes from the
salaries of cinployees.

C. a pension paid to retired people.

D. a kind of insurance for employees who
lose their jobs,

CHAPTER 14  Guide fo the Essentials

6. Most federal mandatory spending is
spent on '
A delense,
B. interest on the national debt,
€. salaries for people in the federal
government,
. entitlements.

7. An example of federal discretionary
spending is
A, ransportation.
B. Social Security,
C. Medicare,
D. food stamps.

8. Which of the tollowing would be paid
for with a state’s capital budget?
A. lawmakers’ salaries
B. education
C. salaries of state troopers
. a new Dridge

9. One feature comumon Lo states is

A a batanced budget requirernent,

B. an income tax.

C. a sales tax,

I}, the same percentage of spending on’
Medicaid.

10, The main soutce of revenuc for local

governments iy

A. asales tax.
B. license fees,
C. property taxes.

13}, income taxes.

@ Prantice-Hal!, inc.



Fiscal Policy

Ei TEXT SUMMARY

Fiscal policy is the government’s use of
taxing and spending to keep the nation’s
economy stable. Deécisions about fiscal
policy are used to create the federal
budget, a written document showing
how much money the government
expects to receive and spend in a vear.

The budget provess beging when each
federal agency estimates spending for the
next year. they send these estimates
to the execcutive branch’s Office of
Management and Badget (OMB). The
OMB reviews proposals and, with the
President’s staff, combines all budgets into
one document, which the President pre-
sents to Congress. Congress reviews the
budget with help from the Congressional
Buadget Office. Congress then proposes
its modified budget and authorizes specific
spending in appropriations bitls, which
the President can sign or veto.

Expansionary policies are designed
to increase ccanomic output, When the
government increases its spending it
buvs more goods and services, leading to
economic growth, When gov-
ercument  cuts  taxes, people
have more money to spend, a
situation which also leads 1o
cconomic  growth,  Policics
intended to decrease output are
contractionary policies.
These policies allow govern-
ment to decrease its spending
or raise taxes, hoth of which
will lead to slower cconomic
growth,

Fiscal policy is nol easy to put into
practice. Changes in the economy come
slowly. During the time it takes to Pass a
budget and implement fiscal policy, the
business ¢ycle may change on its own,

GRAPHIC SUMMARY: C(Creating the Federal Budget

Federal agencies send requests for meney to
the Office of Management antf Budget.

.

President sends this hudget ta Congress.

1 The Office of Management and Rudget works with the
President to create a budget. In January or Febiryary, the

The Prasident and Congress
work together to create
the butget of the fedaral

;

government,

Congress makes changes to the budget aad
sends this new budget to the President.

7\

The President signs the
budget into law.

The President vetoes the budget, If Congress cannot geta 213
majority to override the President’s veto, Congress and the
Prasident must wark together to create a new, compromise budget,

© Pronlice-Hal, ing,
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the President vetoes the budget?
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THE BIG ipEaA

El TEXT SUNMMARY

Classical economics was a school of

thought stating that markets regulate
themselves and will return o equilib-
rium without gevernment interference,
The Great Depression challenged (his
view. Although prices fell,
demand did neot increase
because 5o many people
facked jobs and mowey.
Johin Mavoard  Keynes
introduced a theory, called
Keynesian cconomics,
which emphasized the role
of government in the
economy. Keynes said the Depression
continued because neither consumers
nor businesses had an incentive to
increase spending. Compandes would
not increase production if consumers
had no money to buy thelr products.
Consumers who wore unemploved had
no money to spend. Kevnes argued that
the government could buy more goods

GRAPHIC SUMMARY:

F1scAL PoLre

OPTIONS

and services, encouraging production,
which in turn would put more people
back tu work,

Fiscal policy is powerful because of the
multiplier effect, the idea that every
dollar change in fiscal policy creates a
greater than one dollar change in the
national cconemy. For example, if the
government buys $10 biilion in goods and
services, GIP increases by miore than $10
billion because firms spend money on
wages, raw materials, and investmment,
Workers, suppliers, and stockholders will
have money to spend,

Supply-side economics states that
taxes have a negative effect on economic
culput. Sapply-siders argue that lower
taxes put more money in people’s pock-
ets, which in turn leads to greater invest-
ment and more jobs. Under President
Ronaid Reagan in the 1980s, the govern-
ment cut taxes and implemented supply-
side policies,

Comparing Economic Theories

Keynesian Economics | Supply-Side economics

Markets regulate them-
- selves. As prices rise and
fall, supply and demand
adjust and the market
returns to equilibrium,

Classical Economics

In a recession, demand may
not increase even if prices
drop. if neither consumers
nor businesses can sperd
money, the government
spends more to increase
aggregate demand.

Aggregate supply is more
important than aggregate
derand. Lower tax rates are
the key to increasing aggre-
gate supply because they
make more money available
to investors.

Rifferent economic thearies have different views about the government's use of fiscal policy.

64 CHAPTER 15 Guide to the Essentials
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TEXT SUMMARY

When government  revenues  equal
spending, a balanced budget exists. In
reality, the federal budget is rarely bal-
anced. A budget surplus occurs when
annual revenues are higher than spend-
ing. A budget deficit occurs when
spending is higher than revenues.

When the government runs a deficit,
it must find a way to pay for the extra
expenditures. Tt can either create money
or borrow money, Covering huge deficits
with  created money can  lead to
hyperinflation, or very high inflation.
The main way that government borrows
money is by selling bornds, such as
United States Savings Bonds,

When government borrows money, it
creates a national debt, the total
amount of money the government owes
ta bondhelders. Two problems arise from
a national debt. First, it reduces funds
available for businesses to borrow and

200
150

106~

50

=100 -

Surpius or deficit
(billions of doifars)
;

z

-150

Yoar

BuUpGET DEFICITS AND THE
'ATIONAL DEBT

invest because people buy government
bonds instead of investing in husiness.
Secord, government pays interest to
bondholders, and money spent
paving interest cannot be spent
elsewhere,

In the 1980s, huge deficits
led Congress to pass laws
cutting federal spending. After
the Supreme Court found
many of these laws uncon-
stitutional,  some  people
suggested  amending  the
Constitution to require a balanced
budget. Opponents said an amendment
would  prevent  government  from
dealing with rapid economic changes,

At the beginning of the twenty-first
century, budget surphises occarred for
the first time in thirty vears. However,
many long-term projections predict that
deficits will return,

THE BIG 1pen

the result,

GRAPHIC SUMMARY: Budget Surpluses and Deficits

In the years since 1949, the
United States government
has had mora years of
budget deficits than
budget surptuses.

Souirce: The World Almanac
N and Book of Facts

194G 1845 1950 1955 1960 1965 1970 1975 {980 1985 1990 1995 2000

g k:
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Name

3 Test

IDENTIFYING MAIN IDEAS

Class

Iate

Write the letter of the correct answer in the blank provided, (14 points each)

e I What is the main geal of government's

66

b

fiscal policy?

A. to have a budget surplus

B. to have a budget deficit

C. to produce a balanced budget
D, to maintain a stable economy

The federal budget process begins with

A. appropriations hills,

B. lederal agency esthimates.

C. Congress.

B, the Congressional Budget Qffice.

wWhich of the following might be part of
an expansionary policy?

A, increased taxes

B. atax cul

C. lTower government spending

B, mandatory spending

Classical economics states that

A. markets should be allowed to regulate
thernselves,

B. government should spend in a
recession.

C. government should cut taxes in a
reCession.

1. government should raise taxes in a
recession. '

John Maynard Keynes believed that to
end the Great Depression, government
showld

A, alow the markets to regulate
themiselves.

B. spend and buy more goods and
Services,

C. lower taxes.

B. raise taxes.

CHAPTER 15 Guide to the Essentials

. 6. The main idea of the muldtiplier effect

®

10,

is that

A. government should create new money
to put an end to inflation,

B. cvery dollar the government spends
creates a greater than one dollar change
in economic output,

C. taxes multiply each year and create a
greater deficit.

B as the economy grows, more johs are
created. '

A supply-side econortist would be
in favor of

A, cutting raxes.

B. raising taxes.

C. increasing government spending.
13, regulating markets.

When government revenues and
expeniditures are ecqual, there is
AL a budget surplus.

B. a budget deficit.

C. hyperinfiation,

D. a balanced budget.

. The national debt is

AL all the money individuals owe on their
credit cards.

B. the interest the government pays on
bonds,

C. the total amount of money the federal
g()Vi.’l'I"l[l"l@[]t OWOeS,

D. the same as a budget cdeficit.

What was the budget situation of the fed-
eral government at the beginning of the
twenty-first century?

A, There was no longer a national debt.

B. The budget deficit was larger than ever,
C. There was a budget surpius.

. The budget was balanced.

g
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The Federal Reserve and Monetary Policy

SYSTEM

Zi TEXT SUMMARY

After a series of banking crises, Congress
passed the Federal Reserve Act in 1913,

The Federal Reserve System, often relerred . .

to as "the Fed,” is a group of twelve
regional independent banks, During the
Great Depression, the regional banks did
not always agree on what kind of action
to take. In response, Congress reformed
the Fed in 1933, giving it more centralized
power t deal with crises such as the Great
[Jepression.

Member banks own the Federal Reserve
System. Members include all nationally-
chartered banks, which are required to
join, and some state<chartered banks,
wliich may join if they wish, A Board of
Governors, appointed by the President,
oversees the Fed. To prevent the bhoard
from being inflaenced by politics, no one
President may appoint all the governons.

A o
k) ?‘§.>
HAWAN
12

THE FEDERAL RESERVE

The President also appoints the Board’s
chair. The chair is the main spokesperson
for the nation’s monetary peolicy, the
actions the Fed lakes (o influence the
tevel of real GDP and the rate of inflation.

The Federal Reserve _
System  is  divided into HE BIG 1pEA
twelve  regional Federal g R '
Reserve Districts, with ,

one regional Federal Reserve
Bank in each. They moni-
tor and report on district
economic and  banking
conditions. The Federal
Open Market Committee
(FOMC) makes key decisions about
interest rates and the growth of the U.S.
money supply. Its members are drawn
from the Board of Governors amd the
twelve district banks.

and corduct
monetary policy,

GRAPHIC SUMMARY: Federal Reserve Districts

The Federal Reserve System
is made up of 12 districts,

b each with its own Faderal
Boston  R@Serve Bani. The Board of
Governors of the Fed meet in
Washington, D.C.

T hdw York
Priladelphia
HINGTON, D.C,

[®HA Fedural Reserve districts
» Board of Governors,
Washington, 0.€.,
B Federal Reserve Bank cities
* Federal Reserve branch cities

& Prantice-Hal, Ing,
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RESERVE

'UNCTIONS

TEXT SUMMARY

The Fed provides banking services to the
federal government, It maintains a check-
ing account for the Treasury Departmoent
and processes payments, such as Social
Security checks and IR§
refunds. It helps the govern-
megnt finarce irs activities.
When the Treasury Depart-
ment auctions government
bonds, the funds gained
from such sales are deposited
into (he TFederal Reserve
Bank of New York. The TFed
also issues paper currency
and takes worn or damaged bills out
of circulation.

The ¥Fed provides hanking services 1o
banks, Qne service is ¢heck clearing,
the process by which banks record whose
account gives up money and whose

system and the nation’s
money supply.

GRAPHIC SUMMARY:

Pravides banking
services to the
federal government

Provides banking
services to member and
nonmember banks

The twelva hanks that make up the Federal
Resarva system carry out functions that are
critieal to the health of the nations economy
and banking system.

account receives money when someonc
writes a check, The Fed sends out bank
examiners to supervise lending practices
ardd other activities of member banks. The
Fed also protects consumers by enforcing
truth-in-lending laws,

The Fed acts as a fender ol last resort,
making emergency loans to commercial
banks so that they can maintain
required reserves. The interest rate the
Fed charges for these loans is cailed the
discount rate,

The Federal Reserve is best known for its
role in regulating the nation's money sup-
ply. The law of supply and demand affects
meney as welt as the rest of the cconomy.
Too much money in the ecanomy leads o
intlatton. ldeally, the Fed tries to increase
the meney supply by the same rate as the
growil in the demand for money.

Functions of the Federal
Reserve System

Regulates
banking industry

Manages national
money supply to stabitize
the economy

68 CHAPTER 16 Guide to the Essentials
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TEXT SUMMARY

Money enters the economy by a process
called money creation. PBanks create
maoney making loans. When a bank makes
aloan of 31000 und deposits money in the
botrowers checking account, it increascs
the money supply by $1,000. The bank
can loan vut all but the required reserve
ratio (RRR), the mtio of reserves to
deposits required of banks by the Fed, I
the RRR is 10 percent, the hank may loan
out 5300 of the original $1,000 deposit.
The bank can then lend out 90 percent of
that $900, and so on.

The Fed has three tools for adjusting
the amount of money in the cconomy,
The simplest is to change reserve require-
ments, Reducing the RRR means that
banks can lend oat more moncy, increas-
ing the money supply, Incressing RRR
has the oppuosite effect.

A second tool is to adjust the discount
rate, Reducing the discount rate lets

MoNETARY Poricy TooLs

banks borrow from the Fed at a low rate.
Banks then have more money available
for loans which increase the HIONey sup-
ply. Increasing the discount rate will
decrease the amount leaned.

The Fed’s third and most important
monetary policy tool is open market
eperatigns, the buyving and selling
of government securities such as bonds.
When the Fed wanis to
increase the moncey sup-
ply, it purchases govern-
ment securities, The bond
seller deposits money from
the sale into the bank,
starting the money cre-
ation process. To decrease
the money supply, the Fed
sells government securi-
ties. The money paid for the bond is
taken out of circulation, and reserves
are reduced,

GRAPHIC SUMMARY: Tools of the Fod

Open M

increase or decrease

arket '}perati'ons

x 'y [} 0 W
To INCREASE the Reduce the RRR,
maney supply, the freeing up reserves
Fed can.., for banks, allowing

them to make more
loans.

Decrease the discount rate,
encoywraging banks to bor-

row from the Fed, incréas-

ing reserves for loans.

Buy government securi-
ties, putting money into
the seiler's checking

account and starting the
money creation process,

To DECREASE the
money supply, the
Fed can...

Increase the RAR,
reducing reserves
for banEs. making
less money avail-
able for loans.

Increase the discount rate,
discouraging banks from
borrawing from the Fed,
decreasing reserves for
fpans.

Sall government securi-
ties, withdrawing money
from the seller's account
and taking it out of cir-
culation.

The Fed has three major tools for requlating the nation’s monay supply. The pre-
ferred tool is open market operations, which has the teast disruptive effect on the
barking system,

& Prantice-Hall, Inc.
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economy.
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A must decide:
tid when it is wise
te intervene in the

TEXT SUMMARY

Monetarism s the belief that the
money sapply is the most important fac-
tor In macroeconomic performance,
Monetary policy alters the supply of
meney, which i turn affects interest
rates. When the supply of money is low,
the price of money—the inter-
est rate--is high. When the
supply of money is high,
interest rates are low,

The Fed can use monelary
policy to expand or contract
the LS, cconomy. An easy
money policy is 0 monetary
policy  that  increases  the
money supply. A farger money
suppiy means lower interost
rates, which in fuer means nore money
for investment and o boost to the
economy. By contrast, a tight meoney
policy is a monetary policy that reduces

the money supply by raising interest
rates, thus decreasing GDP.

FTiming is essential in monetary policy,
Good-timing smoothes out fluciuations
in the business cycle. Bad timing can
make the business cycle worse. For exam-
ple, an expansionary policy may take
effect as the economy is beginning to
exparid on its own, leading to overexpan-
ston and inflation,

Aninside lag is a delay in implement-
ing policy. ¥t may occur because it takes
time to recognize a problem. An outside
Tag 15 the time for o policy to take effect.
Because of lags and the difficulty of
predicting the direction of the CoOnomy,

it s diffeult to use monetary policy

effectively. Some recessions are short and
correct themselves in time. Policy makers
are maore Hkely to want to inlervene in the
case of a long and severe recession,

%l GRAPHIC SUMMARY: Fiscal and Monetary Policy Tools

sending
catting taxes,

creasing governmgnt- 1. open mazket operations:
i o bond parchases

3. decressing reserve
redquiesnenis

o

REVIEW QUESTIONS . . -
woriey 2. Chigirt Skills If the Fed'is pursuin

X ‘What is the _diﬁf‘é:t_ét}i:é on the
supply between an easy-moj

pansionary poli
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Name

Class

Date

Test

IDENTIFYING MAIN IDEAS

Write the letter of the correct answer in the blank provided, (10 points each)

© Prantice-Hali, inc.

1. What is monetary policy?

3

B

A, the amount of money the federal gov-
ernment spends

B. the amount of money that the Federal
Reserve banks print up and distribute

C. actions the Federal Reserve Syslems takes
to influence the rate of inflation and
real G

. the decision to have federal or state
banks

How many Federal Reserve Districts
are there?

A, one

B. one for each state

. three

1), twelve

Who owns the Federal Reserve System?
A,
B.

C.
I,

the federal government

member barnks

all bagiks in the country

all commercial banks in the country

What is one service the Fed performs
for the Treasury Department?

A. It processes payments, such as Social
Security checks.

B. It auctions government bills.

C. It collects federal taxes.

B. It selects the Secretary of the Treasury,

The discount rate is

A, the rate the Fed charges for loans to
commercial banks. '

B. the amount that a bank has to subtract
for its reserves.

C. a special rate that member banks of the
Federal Reserve get for thelr financial
operations, :

D. the rate customers of savings banks get
for borrowing moncy.

—— 6. How do banks create money?

h

10,

Guidle to the Fssentials

A. by getting permission to print meney

from the Federal Reserve

by paving interest Lo their customers

by selling off bank property

- by loaning out money that borrowers
place in their checking acoounts

I
C.
1

e

b

What is the required reserve ratio?

A, the amount of money that the Fed
does not let banks borrow

B. the reserves that the Fed reguires banks
to keep from the money deposited

C. the interest rate banks charge
each ather

D. the money kept by the federal
government

What is the Fed’s most important
monetary policy tool?

A. open market operations

B. changing the discount rate

C. changing teserve requirements
b. burrowing money

What is the main idea of monetarism?

A. Al money should be issued by the
federal government. '

B. The money supply is the most
important factor in economic
performarice.

€. Interest rates are the gost important
factor in economic performance,

D. Money should be minted in gold
or silvet,

Which of the following actions wonld the
Fed take to fight inflation?

A. increase government spending

B. raise taxes

C. ingcrease the money supply

D. reduce the money supply

CHAPTER 16
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best use
resources,

Total area (sq lom)

THE BIG 1pEA

3,287,580

International Trade

TEXT SUMMARY

Natural resources, human capital, and
physical capital are unevenly distributed
from country to country. Because coun-
tries differ so much in resources, they also
differ in their ability to pro-
duce different goods and
servives. They will specialize
in certain products that they
can produce most efficiently.
For example, coffee is grown
muore efficiently in warm areas
like Central America than in
other parts of the world,
Because counteies cannot effi-
ciently produce everything their citizens
need and want, they engage in trade.
Comparative advantage is the abil-
ity of one person or nation to progduce a
good at a lower opportunity cost than that
of another person or fation. The law of
comparative advantage slates that

GRAPHIC SUMMARY:

1,285,220

Why NATIONS TRADE

nations are better off when they produce

- goods and services they have a comparative
advantage in supplying. The money nations
make from selling those goods and service
can be used to buy the goods and services
they cannol produce as efficiently.

An export is a good sent to another
cauntry for sale. An import is a good
brought -in from another country for
sale.  The United States is the world’s
lcading exporter followed by Germany
and }apan, The United States is also the
world’s top importer,

As countries specialize in certain prod-
ucts in which they have a comparative
advantage, changes in emplovment pat-
Lernis can oceur. For example, in the 1970s
Japan gained a comparative advantage in
producing automobiles. As the American
automobite industry lost business, many
Arnerican workers lost their jobs,

Rescurce Distribution

9,624,

Arable land (st km)

11,664,986

38,400

1,740,202

Mineral resources

' Tetephones

Coal, irgn ore, manganose,
mica, baixite, titanium ore,

Copper, silver, gold,
petealewin, iron ore,
phosphate

chromite, natinal gas,
diamonds, patroleum,
limestone

: gypsum, lzad, silica

Caal, topper, lead,
timber, molybderim,
phiosphates, uranium,
bauxite, gold, iron,
mercury, nickel, sitver,
tungster, 7

Coal, petrofeum, natural
gas, tin, limestane, iron
are, salt, clay, chaik,

Airports

343 244

497

14,574

Natiois have great
diffarences in their
resaurces and their
ability to henefit
fram them.
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TEXT SUMMARY

Most countries have trade barriees—a
means of preventing a foreign product or
service from freely entering a country,
One type of trade barder is an import
quota, a law limiting the amount of a
good that can be imported. A vohuntary
export restraint s o Hmit a country
fmposes on itself on the amount of
exports it ships to another country. A
tariff is o tax on imported goods,

Trade barriers have both positive and
negative effects, For exarmple, United
States tariffs will result in higher prices
on impaorted cars. This helps American
car makers compete. However, con-
sumers then pay more for imported
cars. American manufacturers might
lose the incentive to become more
efficient and make less expensive cars,
Trade wars are another possible
negative effect of frade restrictions.
When one country restricts imports, its

NTS

trading partner may try to use similar
restrictions. Trade wars can result {5 loss
trade.

Protectionism is the use of trade
restrictions to protect & nation’s indus-
tries. The most basic argument for
protectionism is  that it
profects workers in indus-
tries that would be hurt by
specialization and trade.

Recent trends have been
toward lowering trade bar-
riers and increasing trade
through internationai trade
agreements.  The  World
Organkzation (WTO)

Trade
attemnpis  to
negotiate agreements and resotve trade
disputes, The United States has entered
into a ireaty called NAFTA, the North
American Free Trade Agreement, which

reduces trade barriers between tho
United States, Canada, and Mexico,

countries ca  be
restricted by bary
10 trade,

THE BIG 1pEA

i GRAPHIC SUMMARY: Average Tariff Rates in the United States

60
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Rate
{as 2 percantage

of total imparts}
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Sources: Histarical Statistics af the United States: Colomiai Tin

Review of the United States

e 0 :
1845 1906 1905 15101915 192011925 19301935 1940 1945 1950 1955 1960 1965 19701975 O8O 1985 30801995 2000

Year
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Tariffs have daclined
throughout most of
the 1900s.

45 1o 1920, Staristical Abstract of the United States; Trade Pojizy
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ent currencies,

Foreign exchange rates
change every day.
According to this chart,
one 118, doltar can be
exchanged Into about one
and a half Canadian dol-

lars.

tHe BIG 1pea
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TEXT SUNIMARY -

Betore you can spend money in a foreign
country you have to exchange your U.5.
dollars for the currency of that nation.
The value of that currency in relation to
your own 15 the exchange rate,
Exchange rates po up and down daily, An
increase in the value of a cur
rency s called appreciation.
When a nation’s currency appre-
ciates, its prochucts become more
expensive to other nations, lead-
ing to a decrease in it§ exports,
However, its imports become
cheaper and usually increase in
number. The opposite happens
with depreciation, a decrease
in the vatue of a nation’s currency,

The foreign exchange market,
which consists of about 2,000 banks and
other financial institutions, helps compa-

ndes and nations exchange curgencics,

thus making international trade possible,
The world’s countrics work together to
compare and keep track of exchange
rates. A fixed exchange.rate system
keeps the value of currencies constant
against one another. Since 1973 the
United States and many governmenis
have adopted a flexible exchange-rate
system, which allows exchange rates to
be determined by supply and demand.
Some Europegan countries, mombess of
the Turopean Union, use the same cur-
rency, called the Earo, and the same cen-
tral bank.

The relationship between Imports and
cexports s called balance of trade. A
trade swrplus occurs when a pation
exports more than it imports. 4 trade
deficit occurs when a nation imports
roore than it exports. The United States had
a large trade deficit in the 19805 and 1990s.

GRAPHIC SUMMARY: Foreign Exchange Rates

enc :

Australian dollar 1.541
United Kingdom pound 0.6252
Canadian dollar 1.478
Japanese yen 114.3
European Union euro 0.9516
Mexican peso 9.33
Chinese renminbi 8.28

o
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Name

Class

CHAPTER 17 TBSt

M IDENTIFYING MAIN IDEAS

Write the letter of the correct answer in the blank provided, (10 points each}

1. Nations specialize when they

& Prantice-Hall, Inc.

2

-

e

A have few natural resources.

B, produce certain goods and services
more efficiently than othecs,

€. import more than they export.

D.export more than they import.

Comparative advantage is the ability of

a country to

A have more physical capital than
another.

B. produce everything its people need
and want,

C. produce & good at a lower opportunity
cost than another country.

1}, borrow mere money from other
countrics,

Which statement illustrates the law of

comparative advarntage?

A, A country makes the goads it produces
most efficiently and trades for others.

B. A country makes all the goods it fieeds.

C. A country buys all its goods from other
pations.

D. A country exports all its raw materials

and imports all manufactused products.

What is the purpose of import quotas?

A, to increase the amount of certain
imported goods

B. to decrease the amount of certain
imported goods

C. to lower trade barriers

D. to create a self-imposed limitation on
imports

A tariff is a tax on

A. raw matexials.

B. exported goods,

C. imported goods,

D. any form of international trade.

Guide to the Exsentials CHAPTER 17

| e 6. The most basic argument in favor of

protectionism is that it

A. protects workers.

B. protects consumers,

€. defends nations against tracle wars.
D. helps a country’s currency appreciate,

7. Which of the following is an example of

a trade war?

A, Two countries reduce all trade restric-
tions on each other.

B. Two countries compete to see which
can produce the most of a certatn good,

C. Consumers in two countries refuse to
buy the goods of the other country,

D. Two countries impose tariffs on each
other’s products.

8. Recent trends toward rade restrictions
have been to

A. Jower only those trade barriers felated
to technology.

B. shield a country’s automobile
industries.

€. increase trade barriers,

. decrease trade barriers,

»

‘When a nation’s currency appreciates,

which is the most likely result?

A, Its exports and imports will increase.

B. lts exports and imports will decrease.

C. Ity exports will increase and its tports
will decrease.

D, Its exports will decrease and its imports
will increase,

10. A country that imports more than it

exports has a

A. trade deficit,

B. trade surplus.

C. balance of trade.
D. export quota.
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~ development.

MNations with the lowest

per capita GDP are tha
natiars with the lowsst
level of devalopment.
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evels of economic,

Economic Development and Transition

FTEXT SUMMARY

Bevelopment is the process by which
a pation improves its people’s gconomic,
political,  and  social  well-being,
Developesd nations, such as the United
States, have a high average level
of material well-being. Most
nations are less developed
countries (LDCs), with low
fevels of material weli-being.
The primary measuze of level
of development is per capita
gross  domestic  product
{per capita GDP)—a nation’s gross
domestic product (GDP) divided by its
total population. Tor example, Australia
and India have simiiar GDPs. However,
India has about 50 times as many people,
s0 it has 4 much lower per capita GDP.
Another way to measure development is
the amount of cnergy, such as oil and gas,
used per person. Most developed nations

C:RAPHlC SUMMARY:

LEVELS 0

EVELOPMENT

have high levels of industrialization,
the extensive organization of an cconomy
for the purpose of manufacture, Countries
with a high jevel of industrialization use
large amounts of oil and electricity. By
condrast, most LIDCs use loss amounts of
CHEIZY poer person, since large numbers
of people engage in  subsistence
agricaliure. They ruise only enough
food to feed their families,

Other ways to measure development
Include the literacy, life expectancy, and
infant mortality rates. The Hteracy rate,
the proportion of people over age 13 that
can read and wrile, is higher in developed
countries. So is life expectancy, the aver-
age expected life span of an individual.
The infant mortality rate, the number
of deaths that occur in the first year of life
per 1,004 births, i ower in developed
countries,

Comparing Two Countries

CHAPTER 1B Guide to the Essentials
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TEXT SUMMARY

Rapid population growth is a serious prob-
lem in many less developed countries. The
population growth rate, the increase of

a country’s population in a vear, including -

births, deaths, and migrations, averages
about 1.7 percent in 1L.DCs. In developed
nations, the rate is about 0.5 percent,
Many LDCs are experiencing an increase
in life expectancy, and birth rates far out-
pace deaths. This leads to rapid population
growth. Increased populations reguire
increased job opportunities, health and
education facilities, industrial and agricul-
tural production, and exports and imports.

The uneven distribution of natural
resources throughout the worid also
affects development. Only 10 percent of
Farth’s land is arable, or suitable for
growing crops.

EDCs often lack the physical and
human capital pecessary to  develop
resources,  Without physical  capital,
humar-made resources used to create
goods and services, industry cannot grow

Chad|
Yamen |-
Guatemala |
Cambodia
Haiti | ;
Venexiela §i
india
Taiwan
United States
Japan

~ Sweden
Czech Republic

=05 H 05 1.0 1.5

ISSUES IN DEVELOPMENT

and agricultural output will remain low,
Human capital, the skills and knowledge
of workers, Is critical to economic devel-
opment. Access o cducation is limited,
and literacy rates are low, especially for
gitls, who often have
less opportunity  than
boys. When a country
does not have sufficient
homan capital, it lacks
the skilled workers nec-
essary to manage indus-
tries. Foreign investors
will be discouraged from
investing in that country’s businesses,
Other problems for LDCs are health
and political Issues. Many people in
LDCs suffer from malmateition, or
inadequate nutrition, Political factors
have Hmited the development of many
poor nations. These incude dependence
on former colonial powers, experinents
with central planning, and COrrigpt o
unstable governments. '

GRAPHIC SUMMARY: Population Growth Rates of Selected Nations

Nations with high
papulation grewth
rates have difficuity
proviting goods and
services 1o theit
rapidly growing
popuiations,

nuece Popalabon felerence Gureay

25 30 35
Natural rate of population increase (annual percent)
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and lack of physica
human capital,
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TEXT SUMMARY

A country can use two methods o finance
ity economic development. Intermad
financing comes from citizens’ savings.
ever, citizens have little money to save,
For that reason, most LDOCS turn to
foreign investment, coxternal invest-
ment originating from other countries, to
finance development. There are two
types of foreign investment. Foreign
direct investment (FBT)
s the establishment of an
enterprise by a foreigner.
Much foreign direct invest-
ment comes from moltina-
tional corporations (MNCs),
large  corporations  that
produce and sell throuwgh-
out the world. Forcign portfolio
investment occurs when foreigners buy in
a country’s stock and bond markets, often
by purchasing shares in mutual funds.
Forelgn governments may give money
0 LDCs for development or disaster relief,

Toans, and foréign aid.

GRAPHIC SU_MMARY:

FINANCING DEVELOPMENT

There may be military, political, and
economic reasons for this foreign aid. For
cxample, during the ecarly 19405 the
United States gave nearly $50 billion in
supplies to its allies in World War 11,
International institutions also promote
development. The World Bank, the
largest provider of development assis-
tance, offers loans, advice, and other
resources 1o LDCs, The United Nations
Development Program (UNDP) is
dedicated to the elimination of pov-
erty  through  development.  The
International Monctary Fund (IMF),
originally created to stabilize interna-
tonal cxchange rates, has expanded its
role to promote development. The IMF
ofters advice and technical assistance to
LDCs. Tt can also help LICS that are hav-
ing trouble repaving a debt to a nation
that lent it money. It does this by
helping o arrange debt rescheduling,
lengthening the time of repayment and
forgiving or dismissing part of the loan.

Foreign Direct Investment

Fareign firms have several
Jways of investing directly
in other countries,

build a factory
in a country.

enter a partnership
with a firm
in a country,

merge with
an existing fHrm
in a country,

purchase a firm
in a country.

78 CHAPTER 18 Guide to the Essentials
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TEXT SUMMARY

Many LDCs are attempting the difficult
transition  from  centrally  planned
cconomies to free markets, One step in
this transttion js privatization, the sale
or transfer of state-owned businesses to

individuals. Another step is to change

the legal system to guarantee and protect
private property rights. Inefficient busi-
nesses may fail in a competitive system,
leading to rising unemployment and
unrest, Workers who never had incen-
tives to work hand muast learn a noew
work ethic, a system of values that
gives central impaortance to work,

Russia is an example of a country that
completely threw out its centrally planned
ceonomy and replaced it with one based
on free markets, Until the late 1980s,
Russia was part of the communist Soviet
Undorn. But communism and the Soviet
Union itsell collapsed in 1991, Russians
experienced hardships as they moved
quickly to a market-based  economy.

GRAPHIC SUVMMARY:

Without price controls, prices of many
goods tripled. Billions of dollars flooded
the country from the IMF and other insti-

tutions, but because of
mismanagement  and
corruplion, the (unds
wete nol used efficiently.
China is a commu-
nist country that is
attempting to modify
its centrally planned
economy  with  some
frec market practices.

{0 a market economy,

The government

hias contracts with farmers to grow a cer-
tain amournt of crops, letting them profit
from any extra crops they are able to
grow. With an incentive to grow more,
farmers increased production, China
also set up special economic ZOnes,
designated regions where forcign invest-
ment s encouraged. Siince the start of
these reforms, China’s economy hus

quadrupled in size.

Privatizing State-Owned Businesses

selt businesses
to individuai owners,

sefl shares in businesses
to interested individuals.

give evary citizen a voucher
or certificate that can be used
to purchase shares in businessas,

A government has several options in privatizing its state-owned businesses.

- can privatize
its state-owned businesses?

& Prentice-Hall, Ing,
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Fi IDENTIFYING MAIN IDEAS

_ Class

Date

Write the letter of the correct answer in the blank provided. (10 points each)

1. The primary measure of & nation’s
level of development is its

A, population.

B. industrialization.

C. gross domestic product.

D. per capita gross domestic product,

N

The literacy rate is

A, how fast people can read.

B. the proportion of a country’s people
that can read and write.

C. the number of languages people i a
country can speak,

D, the percentage of people who have fin-
ished high school,

One factor that is usually higher in

less developed countries (LDCs) than in

developed countries is

AL per capita GDP.

B. level of material well being,.

C. life expectancy.

D. infant mortality.

Rapid population growth is occurring

in many LDCs because

A. life expectancy is increasing, angd birth
rates far outpace deaths.

B. governments encourage large familics
50 that there will be more workers and
COTSUHIETS,

€. the food supply is increasing.

D. foreign investment is increasing.

w

When a country does not have sufficient
human capital

AL malmutrition will decrease.

B. foreign investment will be discouraged,

€. literacy rates will climb.
D. its population will grow.

80 CHAPTER 18 Guide to the Essentials

. 6. Tew LDCs can finance development

160

-

with internal financing because

A.there are no hanks,

B. people prefer selling companies to
other nations.

C. citizens have little money to save,

. the World Bank does ot permit inter-
nal financing,

- A great deal of foreign divect investment

in LDCs comes from

AL mautual funds,

B, other less developed countries.
C. multinational corporations.
D. local banks.

W

The largest provider of development
assistance to less developed countries
Is the

A. World Bank. :

B. United Nations Development Program
C. International Monetary Fund,

D. International Stock Fxchange.

Which of the following is NOT an

important step in moving from a ;
centrally planned economy to a
market cconomy?
A, revising the fegal system

B. setting up price controls

. privatization

B. changing the work ethic

China’s steps to modify its centrally

planned economy included

A. an emphasis on subsistence agriculture,

B. aloosening of political controls.

C. special economic zones to encourage
foreign investment,

D. an increase in the military budget,
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A
aggregate demand the amount of goods and services
int the econoiny that will be parchased at ail relee levels
{50 '
aguregate supply the total amount of goads and
services in the economy available at all price levels (p. 50
antiteust Jaws laws and policies of the federal
government desiyned o prevent firms from controlii ng
the price and supply of goods (p. 31)
appreciation an incieasé in the value of a currency
e 743 _
appropriations bill a bill that sets money aside for
specific spending {p. 63)
arable suitable for producing crops (p. 77;
assets woney or other vatuables belonging to an
ingividual or business {p. 34y

balanced badyget budget in which revenues are equial
to spending (pp. 61, 63)

balance of trade the relativnship between a nation's
imports and its exports (p. 741

bank institution for receiving, keeping, and lending
money {p. 43)

barriers to entey any factor that makes it difficult for
& new fiem 1o enter & market (p. 28)

bear market « steady drop in the stock market over a
period of thme (. 48)

Board of Governors the seven-member board that
oversees the Fedural Reserve System (p, 67)

bond a certificate issued by a corporation, which
proguises 1o repay with interest the amount it borrowed
trow the bayer {p. 33)

budget deficit a siteation in which the government
spends more than it takes in {p. 63}

buddget surpluy a sitvation in which the government
takes in more than it spends {p. 65}

bull market a steady rise in the stock market over a
period of tme (p. 48}

business cycle a perlod of imacroeconomie growth
followed by a period of slowing or decline (pp. 14, 51)
business franchise a semi-independent business that
pays fees 0 a parent company In return for the exclusive
right ta sell a certain product or service in a given area (p. 36)
business organization an establishment formed to
carry on & conunercial enterprise (p. 33)

C

capital any human-made resource used to produce vihes
goods and services. (p. 2)
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capital budget budget for major capital, or investment,
expenditures {p, 613

capital deepening increasing the amount of capital
per worker {p. 521

capital gain the difference between o bigher selling
price andd & Jower purchase price, resulting in a finaneial
gain tor the sclier {p. 48

capital loss the difference hetween a lower selfing price
and a higher purchuse price, resuiting in a financial loss for
the seller (p. 48}

capital markets markets in which meney is lent for
pertods langer than a year (p, 47)

cash tramsfers divect payments of money o oligibie
poor peaple {123

central bank bank that can lend to other banks in
tmes of need (p. 43)

centrally planned cconomy sconomie systen in
which the government makes most economic decisions {p. 6)
check clearing the process by which banks record
whose account ghves up momey and whose actount
receives moncy when & customer wiites a check (1. 58}
classical economics the idea that free markets can
tegulate themselves (. 64)

collective bargaining the process in which union
and company representatives meet to negotiate a new
tabor contract (p. 28)

communism a political system having a cenrrally
planned econonty and all economic and political pawer in
the central government (p. 8)

comparative advantage the ability of one person or
nation 1o produce a good at opportunit v costs that are
lower than those of another persan or nation (p. 723
competition the struggle among producers Tor the
dollars of comsumers {p, 73

complements two goods that are bought and used
together (p. 19)

cooperative a business organization owned and operated
Ly a group of individuals for thelr mutyal Denefit {p. 36}
conglomerate business combination me eging more
than three businesses that make urirelaged products {p, 35)
Congressional Budget Office governent agency
that provides economic data to Congress (p. 6%
consumer cooperative rewil putlet owned and
operated by consumers {p, 26}

Consamer Price Index (CPT} a price index determined
by measuring thé price of a standard group of goods meant
tn represent the typical "market basket® of o typical urban
consimer i1 59)

contingent employment tem POraty or part time jobs
. 40y
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continuun & range with no clear divisions, (p. 93

contraction period of economic decling marked by
falling real GDE (. 51)

contractionary policies fiscal policics, like lower
spenicting and higher taxes, thar reduce economic growth
{1 630

corporate bond a bond that a corporation issues to
raise money in order to expand its business (p, 47)
corporation i legal entity owned by individuai
stockholders (p. 35)

cost-push theory theory that Increasing costs for wages
and raw material causes inflation (p. $5)

craft undon an organization of workers in a si ngle
occupation, or craft (p. 38}

currency coins and paper bills used as money {p, 42)
cyclical unemployment unemploviment that occurs
duriag economic downturns, bat falls when the economy
improves {p. 543

debt reschedaling lengthening the time of repayment
asid forglving or dismissing part of the loan (p. 78)
dedurctions variable amounts that you can subbract, or
deduct, from vour gross income {p, 599

demand curve line on a graph illustrating the guantities
demanded at each price by consumers in the market, (p. 16)
demand-pull theory theory that too great a demand
for geods and services causes infiation {p. 33}
depreciation a decrease b the value of a currency {p, 74)
depression a recession that is especially long and

severe {p. 31

deregulation lifting or redicing of government controls
over output, price, or entry In amarket (p, 30
developed nation nation with a higher average Jevel of
material well-being {p. 76)

tdevelopment the process by which a nation improves
the economie, political, and social well-being of its people
{p. 76}

diminishing marginal retaras a level of produc
tion in which the marginal peoduction decreases with new
investraent (p. 21)

disconnt rate e the Federal Reserve charges lor
entergency loans lo banks (p, 68)

discretionary spending spending category about
which government planners can make choices (p. 60)
divequilibrimm term describing any price or quantity
not af equilibrivag when quantity supplied is not equal 1o
quantity demanded in a market (p. 24)
diversification spreading out investoents to reduce
risk (p, 46} _

Bow, the the Dow Jones Industoal Average, an index
that measures how certain stocks have traded in the New
Yark Stock Exchange (p. 48}
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easy money policy a monetary policy that increases
the maney sapply (p. 70)

cconomic system the method a society uses o
produce and distribute goods and services (p. 6)
efficiency using resources in such a way as to maxbmize
the production of goods and services {p. 4}

elastic terin used to deseribe demand that is refatively
responsive to price changes ip. 18)

elasticity of demand term used by economists to
describe the way people respond to price changoes. {p. 18)
clasticity of supply 4 measure of the way quantity
supplied reacts to a change in price (p. 20)

enterprise zones area where companies can locate free
of certain tocal, state, angd federal taxes and restrictions

ip. 363

entitlement social welfare programs that people

are "entitied 10" by being at a certain income level or age
fp. 60

entrepreneurs jeople who put together largd, labor,
and capital to create new bosinesses (p. 2)

equitibrivm the point at which quantity demanded
and quantity supplicd are equal tp. 24)

equilibrivm wage the wage rate that produces neither
ann excess supply of workers nor an excess demand for
waorkers i the labor market (p. 39)

CUro z single new cuwrrency that replaces individuat
currencies among members of the European Union (p, 74)
excess demand when quantity demanded is more than
yuantity supplied {p. 24)

excess supply when guantity supplied is more than
quantity demanded (g, 24

exchange rate the value of a foreign nation's currency
in tenms of the home nation’s currency (p. 74)

excise tax a tax on the production or sale of a good

(p. 22)

expansion periad ol cconomic growth as shoswvn by a
vise in reat GDP (p. 51

expansionary policies fiscal policies, like higher
spending and tax cuts, that encourage economic growth
{p. 63)

export a good that t5 sent o another country for

sale (p. 72}

externality an economic side effect of a good or service
that generates uanintended benefits or costs to someone
other than the person deciding how much lo produce or
comsume (p, 13)

F

factor market market in which firms purchase the fac-
tors of production from households. (p. 7

factors of production he three groups of resources—
land, lahor, and capital, that are used 1o make goods and
services (p. 23
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federal budget a pian for the fedesal government’s rev-
enues and spending for the coming vear (p. 63)

Federal Deposit Insurance Corporation (FDIC)
the government agency that insures customer teposits if o
ank fails {p. 433

Federal Open Market Contmnittee (FOMC)
Federal Reserve committee that makes key decisions about
interest rates and the growth of the Untied States money
supply (p. 67)

Federal Reserve Districts the tweive bartking dis-
tricts created by (he Federal Reserve Act (p. 67)

Federal Reserve Systen: the nation’s central banking
system (p. 43) '

fiat money money that has value because the govern-
ment has ordered that it is an aceeptable means to pay
debts (p, 42)

FECA taxes that Fund Social Security and Medicare under
the Federal nsurance Contribations Act (p. 539
financial intermediaries institution that helps
channel funds from savers to borrowers (. 46)
financial system the system that allows the transfer of
money between savers and borrowers {p. 46

fiscal policy government use of taxing and spending to
stabilize the economy {p. &3)

Fixed cost a cost that does not change, 1o matter how
much is produced fp, 21) _

fixed exchange-rate system i currency systerms in
which governments try 10 keep the values of their curren-
cies constant against one another {p, 74)

flexible exchange-rate system a currency system
that allows the exchange rate to be determined by supply
and demand (p. 743

foreign direct dnvestment (FDE the esiablishnient
of an enterprise by a foreigner (pp, 78)

foreign exchange market the banks and other
financial fnstitutions thal facilitate the buying and selting
of foreign currencies (p, 74)

foreign investment investment originating from
other countrics (p,78)

foreign porifolio investment the entry of funds
into & country when forcigners make purchases in the
country’s stock and bond markets (p. 78)

free enterprise an cconomic systern that permits the
conduct of buginess with minimal government intervern-
tion {p. 91

frictional unemployment unemployment that
occurs when people are laid off or take Gmae off from
working (p. 54)

fringe benefit payment other than wages or salaries
(p. 33}

foll employment the level of emplovment reached
when there ts no eyclical anemplovment {p. 54)

Fa PR
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general partnership parnership in which partners
share equally in both responsibility and liability (p. 39
glass ceiling an unofficial, invisible barrier that pres
venls women and minoritles from advancing in businesses
dominated by white men (p. 39;

Foods objects such as cars or clothes (p. 2)

Great Depression the severe econoric decline that
fasted from 1929 unti) abowt 1939 (p. 43)

gross domestic product {GIDP) the total value of 3l
firmal goods and services produced within a Counny's bor-
ders in a given year {p 14, 30) :
gross national product the annual income camed by
LS ~owited firms and 1.8, residenis {p. 50

guns or butter term used by econontists to describe the
trade-off countries frce when choasing whether to produce
inore nulitary or consigmer guods {p. 3

H

horizontal merger the combination of two ar more
firms competing in the samc market with the same good or
service {p, 35}

huaman capital the knowledge and skills people gain
from stucly and cxpertence {p, 23

bhyperinflation very high inflution {p. 63}

import 2 good that Is brought in from another country
for sale ép. 72)

import guota a limit on the amount of a good that can
be imported (p. 733

income distribuation how a nation’s total income ig
distriluted among its 1otal population (p, 56)

income ¢ffeéct the change in consumption resulting
fromt a change in real income (p. 16)

increasing marginal returns a level of production
tnwhichy the marginal product increases wilh new invest.
ment (. 21

individual income tax a tax on a person’s income

{1 58}

industrialization the extensive organization of an
economy for the purpose of manafacture (1. 76)
indastrial voion an organization of workers in a var-
ely of occupations within a single industey (p. 38)
inelastic term used to describe demand that is relatively
unresponsive to price changes. (p. 18} :
infant mortality rate the number of deaths that
accur i the first year of life per 1000 live births {p. 76)
inflation rising prices (p. $5)

inflation rate the percentage change in price level aver
tine (1. 35)

in-kind benefits goods and services provided for free
or at very low prices {p. 12)
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inside Iag a delay in implementing rmonetary policy
{p. 70

interest the price pald for the use of harrowed money
(p..44}

inteemediate goods goods used in the production of
fial gonds (p. 307

bpternal financing financing derived from the savings
of 4 countre’s citizens ip. 74) _
international Monetary Fund (IMEF) organization
formed {o stabibiae mternational exchange rates and facili-
late develomment (p, 783

investiment the act of redivecling resources fron being
consumed foday $o that thiey may create benetits in the
future; the use of assets to carn income or protit {p. 463}

K

Keynesian economics a school of coonemic thought
that spcourages governument action Lo Increase or decrease
demand or outpul {p. 64)

labar work for which people receive pay (p, 2)

labor force all nopmilitary people who are crploved or
anemployed ¢p, 39)

Tabor wnion an organization of workers that tries to
improve working conditions, wages, and benelits for its
mumbrs (p. 38)

land natara) resources like coal, water, and torests used 1o
nuake goads and serviees (1 2)

Law of comparative advantage the cconomic law
that nations are better off when they produce goods and
services that they have a comparative advantage in supply-
ing {p. 72}

law of demand law of economics staling that a good’s
price hay an lmportant effect on the amount of that gooud
peaple will by, A lower price means that people will buy
more of that yood. A higher price means that people will
buy fess. (p. 10)

Faw of supply tendency af suppliers to offer more of a
good at higher prices (p. 20)

fess developed cowntry nation with a low level of
nuderial well-being (p. 76 :

Liability the legally bound abiigation to pay debts {p. 33)
licemse s government-issued right fo opurate a business
(p. 29)

life expectancy the average expected lfe span of an
individual (p. 70}

limited liability partoership (LLP) partnership in
which all partners are limited partners (p. 34

Himited partoership partership in which only ane
partner is required 10 be & general pariner {p. 34
liquidity the abliity to be used as or easily converted
into cash (p. 44)

Hteracy rate the proportion of the population over age
13 that can rend andd waite (p. 76)
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macroeconomics the study of the behavior and
decision making of entire economics {p. 14)
mainuatrition inadequate nutrition {p.77
mandatory speading spending on certain programs
that is mandated, or required, by law (p. 600

marginal cost the cost of producing one more unit of a
good {p. 21}

marginal product of labor the change in output
from hiring one additional unit of labor (p. 21)
marginal revenne the additional income from produc-
ing one maore unit of a good; usually equal to price (p. 21
market arrangetent that allows biaers and sellers (o
exchange goods and services (p. 7)

market basket o e pres‘eniahu collection of goods and
services (. 33)

market economy cconomic system in which decisions
are based on voluntary exchange, or trade, in markets
{p. 5

market failure a situation in which the free marke!

does not distribute resources efficiently ip. 13)

market supply curve a graph of the quantity sup-

plied by all suppliers al cvery possibie price (. 20

maturity the time at which payment te a bondholder is

due (. 47}

Medicare a national health insuance program that heips

pay for health care for people over age 65 or with certain

disabilities (p, 39

medium of exchange anything that is used 10

measure value during the exchange of goods and services

p. 423

meryger comhbination of twoe or more companics iy a sin-

gle firm {p. 31}

microeconomics the stuly of the economic behavior

and dedision making of small units, such as individnals,

faniies, and businesses (p. 1

minimuny wage a minimum price that an emplover _ :
viin pray a worker for an hwour of labor (p. 24 |
mixed econemy economic system that combines ele-
ments of traditional, market, and centrally plannsed cco-
nemic systems (p. 63

monetarism the belief that the money supply is the most
hmportant factor in macroeconomic performance . 70)
monetary policy the actions the Federal Reserve takes
o influence the level of real GDP and the rate of inflation
inn the economy (.67}

oney anything that serves as a medium of exchange, a
unit of account, and a store of value (p. 42}

money creation the process by which money enters
the economy (p.65)

money market market in which money is lent for per-
ods of luss than a vear {p. 47) '
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money market mutual fungd fund that pools
money from small investors to purchase government or
corporate bends (. 443

money supply all the money avaitable in the United
States econonty (. 443

monopolistic competition s market stracture in
which many corpanies séll products that are similar, but
not identicat (p, 30;

monopely « market dominated by a single seiler {p. 29
mortgage a specific type of loan that is used foc real
estale (1. 44)

multinational corporation (MNC) large corpora-
tion headquartered in one country hat has subsidiarics
throughout the world (p, 35)

multiplier effect the idea that every one doilar of
spending creates more than one dollar in economic activity
p. 64) -

municipal bonds a bond issved by a state or lacal gov-
grrnnent {p. 47)

mutual fund fund that pools the savings of many incli-
viduals and invests this money in & varicty of stocks and
bonds {p, 46)

N

NAFTA agreement that will eliminate all tariffs and other
trade bartiers between Canada, Mexico, and the United
States (p. 73) C

national debt all the money the federal government
owes to bondholders {p. 65}

national income accounting a system of collecting
statistics on production income, investment, and savings
(p. 50

satural monopoly & market that runs most efficien tly
when one large firm provides all the output i 29)

need something people must have to survive, like air,
food, and shelter (p. 2)

nonprice competition a way to atiract customers
threngh style, service, or location, but not through a lower
price (p. 303

nonprofit organization institution that functions
much like a business, but does not operate i order to gen-
erate profits {p, 36)

o

Office of Management and Budget (OMB) gov-
ernment office that manages the federal budget ip. 63)
oligopoly a market structure in which a few targe firms
dominate a market {p. 30

open market operations the buying and sell ing of
government securities to alter the supply of money (p. 69)
operating budget budget for day-to-day expenses (p. 61}

opportunity cost the most desirable alternative given
up as a result of 4 deciston {p. 3

outside lag the tine it takes for monetary policy to
have an effect (p. 70}
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P

partnership a business organization owned by two or
more persons who agree on a specific division of responsi-
bilities and profits (p. 34}

par value the amount that an investor Vs b purchiase
a bond and that will be repaid (o the investor at mitarity
{p. 47}

patent a license that gives the inventor of a new product
the exclusive right to sell it for a certaln period of time

(p. 29)

peak the height of an economic expansion, when real
GLW stops rising (p. 51)

per capita gross domestic product (per capita
GDP} & nation's gross domestic product (GDI) divided by
its total population {p.76

perfect competition a market structure in which a
large number of firms alt produce the same product {p, 28)
personal property possessions such as jewelry, Furni-
ture, and boats (p. 61)

physical capital objects made by people, such as build-
ings and toots, used to produce goods and services e 3
population growth rate the increase in 2 country’s
population in a given vear {p. 77)

poverty rate the percentage of people in a particular
group who live tn households with incomes below the offij
cial poverty line (p. 363

poeverty threshold the income fevel bulow that which
is needed to support families or households; also known ag
poverty line (p, 56)

predatory pricing selling a product below cost io
drive competitors out of the market (p. 31)

price ceiling a maximum price that can be charged for
a good or segvice (p. 24)

price fixing an agreement among firms to sell the same
good it the same price or at very similar prices (p. 3
price floor a minimum price that mst be paid for a
good or service {p. 24)

price index a measurement that shows how the average
price of a standard group of goods changes over time {p. 35}
price Ievel the average of all prices in the cconamy (p. S0)
principak the amount of money borrowed (p. 44)
private sector the part of the econ oy that involves
transactions of individuals and businesses (p. 13}

privatization the sale or transfer of state-owned busi.
nesses 1o individuals (p. 79)

producer cooperative agricultural matketing coopera.
tive that helps members selt their products (p. 36)
prodaction possibilities frontier the line on the

production possibilities graph that shows the maxlmun
possible production (p. 4)

production possibilities graph graph that shows
alternative ways of using a countvy's resources (. 4)

productivity tevel of output produced {p. 39)
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product market market in which households purchase
* the goods and services that Hrmis produge, (p. 7)

professtonal labor labor that requires advanced skills

and education {p. 39)

progressive tax a tax for which the perceniage of

come paid i taxes increases a5 incote increases (. 58)

proportional tax a tax for which the percentage of

income paid i taxes remains the same for all income lov-

als (p. 58}

protectionism the use of trade rostrictions to protect a

nation’s industries from foreign competition (p. 73)

public disclogure Taws lnws that require companies

to give information about their progucts | poLE)

pablic good a shared zood or serviee for which it would

be inefficient or impractical to make consumers pay indi-

vidually (. 13)

public interest the concerns of the public as a whole

(p. 1D

public policy laws and standards on topics of public

mterest (p. 110

public sector the part of the cconomy which involves

the transactions of the govermment (p. 13)

purchasing power the ability (o purchase woods anid

SEEVICOS (. 55}

Q

quantity theory theory that 190 much money i the
ceonomy causes inflation (. 58)

R
rationing a system of allocating scatce goads and ser-
vices using criterda other than price {p. 26
real GBP GDP expressed in constant, or unchanging,
prices (. 53
real GDP per capita real
population (p. 32)
real property physical property such as land or build-
ings (p. 613
recession a prolonged economic contraction ip. 51)

P divided by the total

regressive tax a tax for which the percentage of Incone
pakd Tn taxes decreases as income ereases (. 38)
regulation when the government intervenes to control
the production of a good (p, 22}

representative money objects that have value
because the holder can exchange them for something clse
of value {p. 42}

required reserve ratio (RRR) the ratio of reserves to
deposits required of banks by the Federal Reserve (p. 69)
return the money an nvestor receives above and beyond
the sum of money initially invested {p. 46}

revenne income received by a8 government from taxes
and nan tax sources; also, money recetved by a business in
exchange for goods or services (., 58)
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S

sales tax a tax on the dofar value of a good a1 service
betrrg sold {p. 88

saving income not used for consurption i 52}
savings bond bond issucd by the United States govemns
ment (47

savings rate the proportion of disposable income sprent
to Income saved (. 523

scarcity the Bmited amounts of goods and services in the
world {p. 2)

seasonal unemploymient vnemplovment that occurs
as & result of harvest schedules or vacations, or when
industries stow or shut down for i season ip, 34)
self-interest one’s own personal vain n. 7
semi-skilled Jabor Jabor that requires minimal special-
kzedk skifls and education (. 3%

service cooperative cmpm-ative that produces a ser-
vicr, rather than a good {p. 3o

services actions that people do for others, sucly as reach-
ing or nursing (p. 23

shortage o situation in which guantin demanded is
grester than quantity supplied {pp. 2, 231

skitled labor &
training {p. 39

fabor that requires specialized skills and

soecialism a social and political phitosophy based on the
behief that democralic nwans shoukd be used to vvenly dis-
tribute wealth throughout a soclety {p. 83

Social Security icderal government progrim known
formaily as the Old-Age, Survivars, and Disability Insurance
(OASDIY (p. 39)

sole proprictorship a business owned and managed
by a single individual (p. 33 :
special economic zones designated regions where for-
vign investment is encausaged (p, 79)

specatation the practice of making high-risk invest-
ments with borrowed money in hopes of ;ﬁultmg, a big
retarn (. 48)

spitiover costs costs of production that affect people
who bave no control over how a good is produced . 26)

standard of Hving level of prosperity ip. )

start up costs expenses a finm nwst pay before it can
begin to produce and sell products (p. 28)

store of value something that keeps its value if it is
stored rather than used (p, 42)

strike an organized work stoppage intended ta force an
crployer b address unton demands £p. 38)

structural unemployment uncmployiment that
occurs when the skills that workers have do not march ihe
jobs that are available {p. 34)

sabsidy a government payrent W support a business or
mrrket (p. 22)

subsistence agriculture level of farming in which a
person raises only enough to leed his or ber family (. 764
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subistitutes goods used in place of one another, p. 1N
substitution effect when consumers react to an
increase in & good's price by consuming less of thal good
and more of other goods (p. 16)

supply shock a sudden shortage of a good {p. 26)
supply-side economics a school of economic thought
that belivves tax cuts cant help an economy by raising Sup-
ply (p. 64

sierplus situation in which quantity supplicd is greater
thian quantity demanded; excess supply (. 25

T

tariff a tax on imported goods (p. 73)

tax a requtred paymen! (o a lecal, state, ar national gove
ernment (p. 583

taxable income income on which tax must be paid;
total income minus exemptions and deductions (p. 591
tax assessor an official who determines the value of
property (p 613

tax base income, property, wood, or service that is sub-
ject 1o 4 tax (p. 58)

tax returen form used to file income taxes (p. §9)
technological progress an increase in efficiency
gained by producing more cutput without using more
imputs {p. 52}

technology the process used to produce a good or ser-
vice {p. 14)

thinking at the margin deciding about adding or
subtracting one untt of a resouree (.3

tight money policy « monetary policy that reduces
the money supply {p. 70)

total cost fixed costs plus variable costs (p. 21)
tolal revenne the amount of money 4 company
receives by seiling s goods. {p. 18)

trade association nonprofit organization that
promotes the interests of a particular industry (p. 36)
trade bargier a means of preventing a forcign product
or service from freely entering a nation’s territories {p. 73
trade deficit the result of @ nation importing more
than it cxports (p. 74)

trade-ofts alternatives people sacrifice when making a
decision (p. 3)

trade surplus the result of a nation exporting more
thar it imports (p. 743

trouagh the lowest point in an economic contraction,
when real GDP stops fulling (p. 1)

underemployed working at a job for which one is
over-qualified; or working part-tine when full-time work is
desiree (p. 547

underatilization using fewer resources than an econo-
my is capable of using {p. 4)

nnemployment rate the percentuge of the naton’s
labor force that is unemploved P 54

United Nations Development Program {UNDP)
United Nations program dedicated to the elimination of

poverty through development (p. 78)

unit of account a means for comgparing the values of
goods and services relative to cach other (p. 42)
unskilled labor libor that requires no specialized
skills, education, or training (p. 39)

variable cost a cost that rises or falls depending on how
mch s produced {p. 21)

vertical merger the combination of two or more frms
involved in different stages of producing the same good or
service (. 38)

V(}lunt«u‘y export resteaing a seif-imposed fimita-
tion of the number of products shipped to & particulat
country (g 73

w

wage-price spiral the process by which rising wages
causc hiigher prices, amd higher prices cause higher wages
{p. 551
want sorething that people would like to have but that
is not necessary for survival. {p. 2)
welfare government aid to the poor (p. 12)
withholding taking tax payments out of an empluver’s
pay before he or she receives it (p. 59)
work ethic a system of values that gives centeal |mp0r~
tance to work (p. 79)

World Bank the largest provider of development assis-
tange (p. 78)
World Trade Organization (WTO) a worldwide
organization which has a goal of freer global trade and
tower tarilfs (p. 73)

trade war a cycle that vccurs when one country restricts
Imports and its trading partner imposes its own restrictions
{p. 73

traditional economy an economy in which custom s
the main force guiding economic decisions, and tn which
there Is iittle innovalion or change (p. 6)

transition a period of change . N

Treasury bond bond issued by the United States
Treasury department (p. 47)
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wdvertising, 17
AFL-CIO, 38
African Americans, 56
aggregate demand, 50
aggregate supply, 50
American Federation of
Labor (AFL), 38
antitrust laws, 3
appreciation, 74
appropriations bills, 03
arable land, 77
assels, 34, 47
Austradia, 76
Auntomated Teller
Macliine (ATM), 44
automobile industry, 72

B

balance of trade, 74

batanced budget, 61, 63

bank, 43-44

Bank of the United
States, 43

barriers to entry, 2830

bear market, 4%

Board of Governers, 67

honds, 35, 47

budget deficit, 635

budget surplas, 65

butl market, 48

business cycke, 14, 31, 63,
0

business franchise, 36

Business organization,
3336

€

Canada, 73

capital, 2

capital budget, 6]

capital deepeniag, 52

capital gain, 48

capital loss, 48

capital market, 47

cash transfers, 12

Census Bareas, US,, 36

central bank, 43

centrally planned
economy, 6, 8, 9, 26, 79

certificate of deposit, 47

charter, 43

check clearing, 68

China, 9, 79

Civl War, 43

elassical econaomics, 64
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collective Iargaining, 38
Commerce, Pepartinent
of, 50
communising, § 74
comparative sdvantage,
7% '
sompetition, 7, 28-31
complements, 17
computer, 41

" conglomerate, 33

Congress of Endustrial
Organizations
(G103, 38

Congress, US,, 31, 38 39,
43, 58, 63, 63, 67

Congressional Budget
Oftice, 63

Constitution, 1.8, 58, 65

consumer cooperative, 36

consuner demangd, 17

Consumer Price Endex
(CPY3, 55

contingent cmpioyment,
44}

continusm, 9

contraction, 51

contractionary policies,
A%

cooperative, 34

copyright, 14

corporate bonds, 47

corporate taxes, 39, 61

corporation, 35, 47-48, 59

vast of production, 21

cast-push theory, 53

craft unioin, 38

currency, 42, 74

cyclical snewmployment,
54

D

debt rescheduling, 78
deduction, 59
ekefense spending, 60
demand, 16-18, 24
demsnd curve, 16, 17, 25
demand-pulf theory, 55
depression, 51
dervegulation, 31
devaluation, 74
developed nations, 76
developinent, 76
diminishing marginal
retuens, 21
disconnt rate, 68, 49
disceetionary spending,
60}

discrimination, 39, 56

disequilibrivng, 24, 25

sHversification, 46

skividend, 48

Prow Jores Industrial
Average, 48

E

eayy moency policy, 70
geongmic systewns, 6-9
Edison, Thonas, 14
education, 13, 40, 58, 60,
61, 77
efticiency, 4
clastic demand, 18
clasticity of demand, 18
clasticity of supply, 20
enterprise zones, 36
entitiement, 60
entreprencur, 2, 33
Envirenmental
Protection Agency
(EPA), 11
cquilitrivom, 24-25
egjizilibrivum wage, 39
€, 74
Europcan Union, 74
excess demrand, 24
excess supply, 24
¢xchange rate, 74
excise tax, 22, 61
excemption, 59
expansion, 51
expansionary policies, 63
expoxt, 72
exteenadity, 13

F

factor market, 7

factors of production, 2

federal budget, 63

Federal Deposit
Insurance Corporation
{FIIC), 43

Federal Inswrance
Contributions Act
(FICA), 59

Federal Open Market
Committee (FOMC), 67

Federal Reserve Act
(1913), 67

¥ederal Reserve Bank of
New York, 68

Federal Reserve district,
67

Federal Reserve System.

{The Fed), 43, 67-70
federal revenue, 39, 60
Federal Trade

Commission (FI'C), 31
fiat money, 42
financial intermediaries,

46
financial marikets, 16-48
financial system, 46
fiscal pelicy, 63-63
fixed cast, 21
fixed exchanye-rate

systems, 74
flexible exchange-rate

system, 74
Food stamps, 60
Foredgn aid, 73
foreign dircct fnvest-

ment {FDEY, 78
fareign exchange mar-

ket, 74
foreign investment, 78
foreign portfolio invest-

ment, 78
franchise, 36
Free Banking Era, 43
free entevprise, 9, 1114,

749
free marcket, 7
frictional nnemploy-

ment, 34
fringe benefits, 33
full ciployment, 54

G

gencral partnership, 34

Grermany, 72

$Yass ceiling, 39

goods, 2,13, 40

govermment bonds, 63, 69

Great Britain, 9

Great Crash, 48

Great Depression, 43, 51,
64, 67

gross domestic product
(GDPY, 14, 50-52, 56, 64

gross pationai product
(GNP}, 50 _

guns or butter, 3 I

H
health insurance, 12, 60 ‘
Hong Reng, ¢
horizontal merger, 335
human capital, 2, 72, 77
hyperinfiation, 63
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import, 72

import quota, 73

income, 40

income distribution, 56

income effect, 16

income tax. See fndivid-
ual income tax,

increasing marginal
returny, 21

India, 76

individual incerme tax,
58, 39

industiial union, 3%

industrialization, 76

inclastic demand, 18

infant mortality rate, 76

inflation, 22, 55

inflation rate, 535, 67

in-kind begefits, 12

instde lag, 70

interest, 44

interest rates, 67, 7U

ntermcediate goods, 50

internat financing, 78

International Monctary
Fund (IMF), 78, 79

Internet, 44

intervention, 1

investment, 46

i

Japau, 72
Justice, Department of,
31

K

Keynes, fohn Maynard,
64
Keyanesiaa economies, nd

L

Labsor, 2, 38-40

labior force, 39

Labor Statistics, Bureau
of, 54

fnbor unios, 38, 29

land, 2

Latinos, 56

law of comparative
acdvantage, 72

law of demand, 16

law of supply, 20

less developed countries
AHCS), 76-79

Labifity, 33-35

Heense, 29

Iife expectancy, 76

tiited linbility partner-
ship (LLP), 34

Hmited partnership, 34
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liquidity, 44
literacy rate, 76, 77
loar, 44

focal taxes, 41

M

macrocgonomics, 14

malngatrition, 77

mandatory spending, 650

nsarginal cost, 21

warginal praduct of
labor, 21

marginal returns, 21

marginai revenue, 271

market, 7

market basket, 55

market demnand ¢orve,
16

market economy, 0, 9, 79

market equifibeium,
24-25

market failure, 12

market stractures, 26831

market supply curve, 20

matarity, 47

Medicaid, 12, 60

Medicare, 12, 39, 50

medinn: of exchange, 42

merger, 31, 35

Mexico, 73

nfcreeconomics, 14

mistim em wayge, 24

nminorities, 39

mixeld cconomy, 6, 9

monetarism, 70

muonetary policy, 6770

money, 42, 69

money creation, 69

money market, 47

money market mutual
funds, 44

moncy supply, 44, 68, 69,
70

monopalistic competi-
tion, 30

monopoly, 29

mortgage, 44

multinational corpora-
thon {MNC), 35, 78

muitiplier ctfect, 64

municipal boads, 47

mutual funds, 4647, 78

N

national debt, 65

nationaf income
accoanting, 50

National Income and
Prodacts Acconsts
(NEPA), 50

nataral monopoly, 20

naturat resources, 2, 72,
=7

neetd, 2

New York Stock
Exchange (NYSL), 48

nonprice competition, 30

aonprofit organizations,
14!

North Amierican Frec
Trade Agreement
{NAFFA), 73

North Korea, 9

0

Occupational Safety und
Healits
Administration
{OSHA), 1}

Office of Management
and Bodget (OMB), 83

oligopoly, 30

open market gperations,
62

operating budget, 61

opportunity cost, 3

outside lag, 70

p

par value, 47

partnership, 34

patent, 14, 29

peak, 51

per capita gross domestic
product (per capita
GRP, 75

perfect camputition, 28

personal preperty, 61

physical capital, 2

pollution, 11, 26

population, 17, 52, 77

population growih rate,
77

poverty, 36

poverly rate, 56

poverty threshold, 12, 56

predatory pricing, 31

President, ULS., 63

prive ceiling, 24

price controly, 76

price fixing, 30

price floor, 24

price index, 53

price kevel, 50

prices, 16, 18, 2426, 55

principai, 44

private property vights,
79

private sector, 13

privatization, 79

prodacer cooparative, 35

prodact market, 7

praduction, costs of, 21

production possibilities
frantice, 4

production possibilities
graph, 4

productivity, 39

professional labor, 39

profit, 21

progressive tax, 54

property taxes, 61

proportional tax, 58

protectionism, 73

pablic disclosure law, 11

public goods, 13

public interest, 11

public policy, 11

puldic safety, 61

public sector, 13

pubhl¢ welFare, ol

parchasing power, 55

Q

fnantity theory, 55

R

rattoning, 26

Reagan, Ronald, 64

real GDP 50, 67

el GIN® per capita, 52

real property, ol

recession, 5%, 54

regressive tax, 58

regulation, 22, 31

representative meoney, 42

required feserve ratio
(RRR), 69

resomrces, 2

return, 46

revenue, 58

Russia, 79

5

sales tax, 35, 6

savimg, 46, 52

savings bonds, 47, 65

savings rate, 52

scarcity, 2

seasonal vaemployment,
54

self-interest, 7

semiskilled Jabor, 39

service cooperative, 36

services, 2, 13, 40

shortage, 2, 25

Sixteenth Amensiment,
58

skilled labor, 39

social roles, 40

Social Security, 12, 39, 60

sociaktism,

sole proprietorship, 33
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Soviet Unfon, §, 74

special econemic rones,
74

spillover costs, 26

stability, 14

standard of living, 6, 52

start-up cost, 28

state taxes, 61

stock exchange, 28, 48

stock market, 48

stacks, 35

store of value, 47

strike, 38

structural unemploy-
ment, 54

sechsidy, 22

subsistence agriculture,
76

sabstitute, 17

subsiitution effect, 16

Supplemental Security
Inceme {385), 60

supply, 20-22, 24

sapply curve, 20, 25
suppiy shock, 26
supply-side cconomics, 64
surplus, 25

Supreme Court, U8, 65

T

tariff, 73

tax assessor, 61

tax base, 58

tax retarn, 59

taxable income, 3%

taxes, 38-61

technological progress,
532

technotogy, 14, 25, 28

telephone industry, 29

Temporary Aid to Needy
Families (TANE), 12

temporary workers, 40
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thinking at the margin,
3

tight money policy, 70

totai cast, 21

total revenue, 18

trade, 72-74

trade agreements, 73

trade association, 16

trade barrier, 73

trade deficit, 73

trade-off, 3, 11, 46

trade restrictions, 73

trade surplns, 74

beacde wars, 73

traditional ¢conomy, 6, 9

transition, 9

Treasury honds, 47

Treasury, Department of,
68

trough, 51

truth-in-lending faw, 68

u

undercmployment, 54

underutilization, 4

wsnermployment, 54-36, 79

unemploynient rate, 54

union, i, 39

unit of account, 42

Unifed Nationsg
Development Progeam
(UNDP), 78

United States, 9, 12, 29,
30, 33, 35, 38, 40, 42, 44,
5%, 56, 72,73, 74, 78

It a
© Prentice-Hall, inc.




