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Economics: principles and Practices contains a wealth of information.

The trick is to know where to find it. If you go through this scavenger hunt,

either al

one, with a fellow student, or with your teacher or parents, you will

quickly learn how the textbook is organized and how to get the most out of

10

w N =

_your reading and study time. Let's get started!

How-many Gnits and chapters are in the book?
What is the difference between the glossary and the index?

All sections of a chapter open with a primary source—a news item or
other article related to the content in the section. Where else can you
find primary sources in the textbook?

Which feature provides information on current controversial topics in
economics?

If you want 1o quickly find all the maps, charts, and graphs about
supply or demand, where in the front of the book do you look?

What is the quickest way to find information on detailed, specific
topics such as gross domestic product and the national debt?

Where can you find the topic Sources of Government Revenue
summarized in @ visual way?

What are the key terms for Chapter 8, Section 3, and how are they
highlighted in the text?

The Web site for the book appears four times in each chapter. Find all

of the references of one chapter. How can the Web site help you?

Which of the book’s special features provides information about how
the global economy affects you and your community?

XV



The I Ideas

As you read Economics: Principles and Practices, you will be given help in sorting out
all the information you encounter. This textbook organizes economic concepts around
Big Ideas. These Big Ideas are the keys that will help you unlock all of the concepts
you will study. By recognizing the Big Ideas and how they relate to the different
concepts, you will better understand how economics affects you, your family, and

your community today and in the future.

P> Scarcity is the basic economic
problem that requires people to make
choices about how to use limited
resources.

As much as we would like to do and buy
anything we want at any time, this is not
always possible because there are not
enough resources to produce all the things
people would like to have. Scarcity forces us
to make choices about what, how, and for
whom we produce.

P Every society has an economic
system to allocate goods and services.
All societies develop economic systems to
provide for the wants and needs of their
citizens. In the market economy of the
United States, buyers and sellers make
economic decisions in their best interest.

xvi

P The profit motive acts as an incentive
for people to produce and sell goods
and services.

In a market economy, people open
businesses because they hope to be
successful and make a profit. They are free
to produce any good or service they wish.
They can also decide on their own at what
prices to offer these goods and services.

P Buyers and sellers voluntarily interact
in markets, and market prices are set
by the interaction of demand and
supply.

Sellers can freely choose what to sell, and
buyers are free to choose what to buy in a
market economy. The price for a product is
set by the forces of demand and supply.

P Governments strive for a balance
between the costs and benefits of their
economic policies to promote
economic stability and growth.

The federal government uses a number of
economic policies to further economic
growth. The government tries to limit the
negative effects of its policies while
expanding the benefits.

Syracuse Newspapers/Michelle Gabel/The Image Works



P Governments and institutions help
participants in a market economy
accomplish their financial goals.

There are a number of organizations that
help people accomplish their financial goals.
Governments develop regulations, and
institutions such as banks and nonprofits
offer ways to save and grow money.

P Economists look at a variety of
factors to assess the growth and
performance of a nation’s economy.
Over time, economists have devised
different ways to measure economic
performance. These measures range from
factors that affect individuals to those that
assess the economies of countries, regions,
and the world.

P The labor market, like other markets,
is determined by supply and demand.
The forces of supply and demand influence
labor as much as any other market. Factors
such as skills required and competition for
various jobs determine wages.

P> All levels of government use tax
revenue to provide essential goods

and services.

We have to pay taxes at the local, state, and
federal levels. The governments, in turn, use
these revenues to provide goods and
services that the market economy does not
offer.

P Trade and specialization lead to
economic growth for individuals,
regions, and nations.

The more we practice a particular skill, the
better we tend to get at it. The same is true
in economics. When companies, regions, or
nations specialize in the production of
goods and services, they become better at it
and both the seller and the buyer profit.

P The study of economics helps us deal
with global economic issues and global
demand on resources.

Scarcity is an issue not just on a local or
national level—it provides challenges on a
global scale. Understanding how economics
works helps us learn how we can address
global problems such as population growth,
pollution, and limited resources.

Using The BIG Ideas

You will find Big Ideas at the beginning
of each chapter of your text. You are
asked questions that help you put it
all together to better understand how
economic concepts are connected—
and to see why economics is
important to you.
\_
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Voluntary National Content
Standards in Economics

Economics: Principles and Practices incorporates the 20 Voluntary National Content
Standards developed by the National Council on Economic Education.

Standard 1 Scarcity

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

Related concepts: Capital Resources, Choice, Consumer Economics, Consumers, Goods, Human Resources,
Natural Resources, Opportunity Cost, Producers, Production, Productive Resources, Scarcity, Services, Wants,
Entrepreneurship, Inventors, Entrepreneur, Factors of Production

Standard 2 Marginal Cost/Benefit

Effective decision making requires comparing the additional costs of
alternatives with the additional benefits. Most choices involve doing a
little more or a little less of something: few choices are “all or nothing”
decisions.

Related concepts: Decision Making, Profit Motive, Benefit, Costs, Marginal Analysis, Profit,
Profit Maximization, Cost/Benefit Analysis

Standard 3 Allocation of Goods and Services

Different methods can be used to allocate goods and services. People acting individually
or collectively through government must choose which methods to use to allocate differ-
ent kinds of goods and services.

Related concepts: Economic Systems, Market Structure, Supply, Command Economy, Market Economy,
Traditional Economy

Standard 4 Role of Incentives

People respond predictably to positive and negative incentives.

Related concepts: Choice, Incentive |

Standard 5 Gain from Trade

Voluntary exchange occurs only when all participating parties expect to gain. This is true
for trade among individuals or organizations within a nation, and usually among indi-
viduals or organizations in different nations.

Related concepts: Barriers to Trade, Barter, Exports, Imports, Voluntary Exchange, Exchange, Exchange Rate

xviii
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Standard 6 Specialization and Trade

When individuals, regions, and nations specialize in
what they can produce at the lowest cost and then trade
with others, both production and consumption increase.

Related concepts: Division of Labor, Production, Productive Resources,
Specialization, Factor Endowments, Gains from Trade, Relative Price,
Transaction Costs, Factors of Production, Full Employment

Standard 7 Markets-Price and Quantity Determination

Markets exist when buyers and sellers interact. This interaction determines market prices
and thereby allocates scarce goods and services.

Related concepts: Market Structure, Markets, Price Floor, Price Stability, Quantity Demanded, Quantity Supplied,
Relative Price, Exchange Rate

Standard 8 Role of Price in Market System

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

Related concepts: Non-price Determinants, Price Floor, Price Stability, Supply, Determinants of Demand,
Determinants of Supply, Law of Demand, Law of Supply, Price Ceiling, Substitute Good, Price

Standard 9 Role of Competition

Competition 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 the most for them.

Related concepts: Market Structure, Non-price Competition, Levels of Competition

— e —

Standard 10 Role of Economic Institutions

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

Related concepts: Legal and Social Framework, Mortgage, Borrower, Interest, Labor Union, Legal Forms of Business,
Legal Foundations of a Market Economy, Nonprofit Organization, Property Rights, Banking, Economic Institutions
______ — T — - v
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Voluntary National Content Standards in Economics

Standard 11 Role of Money

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

Related concepts: Exchange, Money Management, Money Supply, Currency, Definition of Money,
Money, Characteristics of Money, Functions of Money

Standard 12 Role of Interest Rates

Interest rates, adjusted for inflation, rise and fall to balance the amount
saved with the amount borrowed, which affects the allocation of scarce
resources between present and future uses.

Related concepts: Interest Rate, Monetary Policy, Real vs. Nominal, Risk, Investing, Savers, Savings

Standard 13 Role of Resources in Determining Income

Income for most people is determined by the market value of the productive resources |
they sell. What workers earn depends, primarily, on the market value of what they |
produce and how productive they are.

Related concepts: Human Resources, Derived Demand, Functional Distribution of Income, Labor, Labor Market,
Marginal Resource Product, Personal Distribution of Income, Wage, Aggregate Demand (AD), Aggregate Supply [
(AS), Demand, Prices of Inputs, Functional Distribution

Standard 14 Profit and the Entrepreneur

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 business failure.

Related concepts: Taxation, Costs, Costs of Production, Entrepreneur, Risk, Taxes, Cost/Benefit Analysis,

Innovation, Entrepreneurship, Inventors
——

Standard 15 Growth

Investment in factories, machinery, new technology, and in the health, education, and
training of people can raise future standards of living.

Related concepts: Incentive, Interest Rate, Opportunity Cost, Production, Technological Changes, Trade-off, Trade-
offs among goals, Human Capital, Intensive Growth, Investment, Physical Capital, Productivity, Risk, Standard of
Living, Economic Efficiency, Economic Equity, Economic Freedom, Economic Growth, Economic Security, Investing,
Business, Businesses and Households, Factors of Production, Health and Nutrition, Savers, Savings, Stock Market

v

X

X
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Standard 16 Role of Government

There is an economic role for government in a market economy whenever the benefits of a
government policy outweigh its costs. Governments often provide for national defense, -
address environmental concerns, define and protect property rights, and attempt to make
markets more competitive. Most government policies also redistribute income.

Related concepts: Externalities, Income, Natural Monopoly, Role of Government, Taxation, Bonds, Income Tax,
Maintaining Competition, Monopolies, Property Rights, Public Goods, Maintaining Regulation, Taxes, Regulation,
Government Expenditures, Government Revenues

Standard 17 Using Cost/Benefit Analysis to Evaluate Government Programs

Costs of government policies sometimes exceed benefits. This may occur because of
incentives facing voters, government officials, and government employees, because of
actions by special interest groups that can impose costs on the general public, or because
social goals other than economic efficiency are being pursued.

Related concepts: Cost/Benefit Analysis, Benefit, Costs, Special Interest Group, Barriers to Trade |

Standard 18 Macroeconomy-Income/Employment, Prices

A nation’s overall levels of income, employment, and prices are determined by the inter-
action of spending and production decisions made by all households, firms, government
agencies, and others in the economy.

Related concepts: Gross Domestic Product (GDP), Macroeconomic Indicators, Nominal Gross Domestic Product
(GDP), Per Capita Gross Domestic Product (GDP), Potential Gross Domestic Product (GDP), Real Gross Domestic
Product (GDP), Circular Flow

Standard 19 Unemployment and Inflation

Unemployment imposes costs on individuals and nations. Unexpected inflation imposes costs
on many people and benefits some others because it arbitrarily redistributes purchasing
power. Inflation can reduce the rate of growth of national living standards because individuals
and organizations use resources to protect themselves against the uncertainty of future prices.

Related concepts: Types of Unemployment, Causes of Inflation, Consumer Price Index (CPI), Deflation, Labor
Force, Unemployment, Unemployment Rate, Inflation

Standard 20 Monetary and Fiscal Policy

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

Related concepts: Inflation, National Debt, Tools of the Federal Reserve, Discount Rate, Federal Budget, Fiscal
Policy, Monetary Policy, Open Market Operations, Reserve Requirements, Budget, Budget Deficit, Central Banking
System, Budget Surplus, Causes of Inflation
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CHAPTER

| B What Is Economics?

Why It Matters

Congratulations on being
selected to head up the prom
committee! Now you must
decide on location, music, and
refreshments. What factors do
you need to consider when
making your choices? In groups
of four, determine your budget
and identify possible locations,
music providers, and food. Read
Chapter 1 to learn how your
prom selections, like all
economic decisions, require you
to make choices about how to
best use limited resources.

The BIG Idea

Scarcity is the basic economic

i}
make careful choices about how
. W
to use limited resources.

problem that requires people to
et
T s

e

- .
. . i | )
|| . W !
Because of limited resources, - | S I ! Y i "
consumers must make choices. £, f - -

- ; g — -

‘ | El!ﬂﬂﬂm"-'!\liﬂﬂlIHE Chapter Overview Visit the
Economics: Principles and Practices Web site at glencoe.com and click
on Chapter 1-Chapter Overviews to preview chapter information.
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SECTION

L Economics

GUIDE TO READING

Scarcity and the Science of

Section Preview

In this section, you will learn why scarcity is the basic
economic problem that faces every society and why
scarcity requires us to make choices.

Content Vocabulary

* scarcity (p. 6) * capital (p. 8

° economics (p. 6) * capital good (p. 8)

* need (p. 6) * labor (p. 8

° want (p. 6) ° entrepreneur (p. 9)

e factors of * gross domestic product
production (p. 8) (GDP) (p. 9)

* land p. 8)

Teens in the Red

Like a lot of hard-working women, Andrea Alba has moments
of financial despair. Between juggling three jobs, paying her bills
and trying to get out of debt, she feels overwhelmed. “I just
want to pay everything off,” she says. “I wish I didn’t have to
struggle so much.” But Alba is no debt-weary baby boomer.
She’s only 19 and a couple of years out of high school.

Her financial burdens may be heavier than other teens: She
pays her own college tuition and also helps pay the rent and
utilities at home. But the sinker was signing that first credit card
application before she had even graduated from high school. “It
was fine at first,” she says. “I used it mainly for gas. Then it just

Academic Vocabulary

* resource (p. 6)  comprehensive (p. 10)

Reading Strategy

Listing As you read the section, complete a graphic
organizer like the one below by listing and describing
the three economic choices every society must make.

Economic Choices

got deeper and deeper.” Within a year and a half of her 18th

birthday, Alba was $2,500 in the hole. H

You may wonder if the study of econom-
ics is worth your time and effort. As you
learned in the news story, though, many
young people find out about economic
issues the hard way. They discover, how-
ever, that a basic understanding of econom-
ics can help them make sense of the world
they live in.

Corbis

The study of economics helps us in many
ways, especially in our roles as individuals,
as members of our communities, and as
global citizens. The good news is that eco-
nomics is not just useful. It can be interest-
ing as well, so don’t be surprised to find
that the time you spend on this topic will
be well spent.

CHAPTER 1

E Personal Finance
dHandbook

See pages R10-R13
for more information
on credit cards.
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scarcity
fundamental economic
problem of meeting
people’s virtually
unlimited wants with
scarce resources

economics social
science dealing with
how people satisfy
seemingly unlimited
and competing wants
with the careful use of
scarce resources

need basic
requirement for
survival, including
food, clothing, and
shelter

want something we
would like to have but
is not necessary for
survival

Unlimited

wants

~~_

The Fundamental
Economic Problem

[LALREERY Societies do not have enough
productive resources to satisfy everyone’s wants
and needs.

Economics & You Can you remember a time
when you saved money to buy something expensive?
Was the item a necessity or something that you
simply wanted to own? Read on to find out how this
relates to the core concepts of economics.

Have you ever noticed that very few
people are satisfied with the things they
have? For example, someone without a
home may want a small one; someone else
with a small home may want a larger one;
someone with a large home may want a
mansion. Whether they are rich or poor,
most people seem to want more than they
already have. In fact, if each of us were to

Limited

resources

N

Choices
- - -
WHAT HOW FOR WHOM
to produce to produce to produce

P> Scarcity is the fundamental economic problem that forces consumers
and producers to use resources wisely.

LN TR ENET Why s scarcity a universal problem?

make a list of all the things we want, it
would most likely include more things
than we could ever hope to obtain.

Scarcity

The fundamental economic problem fac-
ing all societies is that of scarcity. Scarcity
is the condition that results from society
not having enough resources to produce
all the things people would like to have.

AsFigure 1.1 shows, scarcity affects almost
every decision we make. This is where eco-
nomics comes in. Economics is the study of
how people try to satisfy seemingly unlim-
ited and competing wants through the care-
ful use of relatively scarce resources.

Needs and Wants

Economists often talk about people’s
needs and wants. A need is a basic require-
ment for survival, such as food, clothing,
and shelter. A want is simply something we
would like to have but is not necessary for
survival. Food, for example, is needed for
survival. Because many foods will satisfy the
need for nourishment, the range of things
represented by the term want is much broader
than that represented by the term need.

TINSTAAFL

Because resources are limited, every-
thing we do has a cost—even when it seems
as if we are getting something “for free.”
For example, do you really get a free meal
when you use a “buy one, get one free”
coupon? The business that gives it away
still has to pay for the resources that went
into the meal, so it usually tries to recover
these costs by charging more for its other
products. In the end, you may actually be
the one who pays for the “free” lunch!

Realistically, most things in life are not
free, because someone has to pay for pro-
ducing them in the first place. Economists
use the term TINSTAAFL to describe this
concept. In short, it means There Is No Such
Thing As A Free Lunch.

Contrasting What is the difference

between a need and a want?



Three Basic Questions

Scarcity forces every society to
answer the basic questions of WHAT, HOW, and

FOR WHOM to produce.

Economics & You When you write a report,
you usually answer the who, what, when, where, and
why questions. Read on to learn about the three basic
questions in economics.

Because we live in a world of relatively
scarce resources, we have to make careful
economic choices about the way we use
these resources. Figure 1.1 presents three
basic questions we need to answer as we
make these choices.

WHAT to Produce

The first question is WHAT to produce.
For example, should a society direct most of
its resources to the production of military
equipment or to other items such as food,
clothing, or housing? Suppose the decision
is to produce housing. Should the limited
resources be used to build low-income,
middle-income, or upper-income housing?
A society cannot have everything its people
want, so it must decide WHAT to produce.

HOW to Produce

A second question is HOW to produce.
Should factory owners use automated pro-
duction methods that require more machines
and fewer workers, or should they use fewer
machines and more workers? If a commu-
nity has many unemployed people, using
more workers might be better. On the other
hand, in countries where machinery is
widely available, automation can often
lower production costs. Lower costs make
manufactured items less expensive and,
therefore, available to more people.

FOR WHOM to Produce

The third question is FOR WHOM to
produce. After a society decides WHAT
and HOW to produce, it must decide who
will receive the things produced. If a
society decides to produce housing, for

Corbis

WHAT to Produce Societies need to decide whether to include parks in
housing areas or to produce more housing. How do the three questions help
societies make choices about scarce resources?

example, should it be the kind of housing
that is wanted by low-income workers,
middle-income professional people, or
the very rich? If there are not enough
houses for everyone, a society has to
make a choice about who will receive the
existing supply.

These questions concerning WHAT,
HOW, and FOR WHOM to produce are
never easy for any society to answer.
Nevertheless, they must be answered as
long as there are not enough resources to
satisfy people’s seemingly unlimited wants
and needs.

Analyzing Why are societies

faced with the three basic questions of WHAT, HOW,
and FOR WHOM?

CHAPTER 1 WhatIs Economics?
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factors of
production
productive resources
that make up the four
categories of land,
capital, labor, and
entrepreneurs

land natural
resources or other
“gifts of nature” not
created by human
effort

capital or capital
goods tools,
equipment, and
factories used in the
production of goods
and services

labor people with all
their efforts, abilities
and skills

The Factors of
Production

Four factors of production—land,
capital, labor, and entrepreneurs—must be present
to produce goods and services.

Economics & You When you were younger, did
you ever sell something or have a paper route to
make money? Read on to find out how this relates to
the factors of production.

People cannot satisfy all their wants and
needs because productive resources are
scarce. The factors of production, or
resources required to produce the things
we would like to have, are land, capital,
labor, and entrepreneurs. As shown in
Figure 1.2, all four are required to produce
goods and services.

Land

In economics, land refers to the “gifts of
nature,” or natural resources not created by
people. “Land” includes deserts, fertile
fields, forests, mineral deposits, livestock,
sunshine, and the climate necessary to grow
crops. Because a finite amount of natural

m The Factors of Production

resources are available at any given time,
economists tend to think of land as being
fixed, or in limited supply.

Capital

Another factor of production is capital,
sometimes called capital goods—the tools,
equipment, machinery, and factories used in
the production of goods and services. Capital
is unique because it is the result of produc-
tion. A bulldozer, for example, is a capital
good used in construction. When it was built
in a factory, it was the result of production
involving other capital goods. The computers
in your school that are used to produce the
service of education also are capital goods.

Labor

A third factor of production is labor—
people with all their efforts, abilities, and
skills. This category includes all people except
a unique group of individuals called entre-
preneurs, whom we single out because of
their special role in the economy. Historically,
factors such as birthrates, immigration, fam-
ine, war, and disease have had a dramatic
impact on the quantity and quality of labor.

Land includes the
“gifts of nature,” or natural
resources not created by

human effort.

!

Capital

(apital includes the
tools, equipment, and
factories used in
production.

P The four factors of production are necessary for production to take place.

SOOI ENTY  What four factors of production are necessary to bring
clothing to consumers?

8 UNIT1
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Labor includes people
with all their efforts
and abilities.

!

Entrepreneurs

Entrepreneurs are
individuals who start a
new business or bring

a product to market.
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Global Entrepreneurs Drive
the Economy

Every time you get paid for baby-sitting, mowing the
lawn, or being the deejay at an event, you have joined
the “force”—the global entrepreneurial force, that is. A
vast majority of the more than 20 million businesses in

Jordan

Brazil

United States
Canada

the United States are owned by entrepreneurs. Most Israel

either work alone or have a few employees.

Until recently, the United States led in the percentage
of adult entrepreneurs, with an estimated 11.3 percent
of Americans starting a new business each year. Today,
the small country of Jordan has just over half a million
entrepreneurs, but it can boast the highest percentage

United Kingdom
Singapore
South Africa
Germany

Japan

of individuals attempting to go it alone. That's nearly

one in every five adults. The bar graph here illustrates

the percentage of the adult population in select countries

who are starting new businesses.

Entrepreneurs

Some people are singled out because
they are the innovators responsible for
much of the change in our economy. Such
an individual is an entrepreneur, a risk-
taker in search of profits who does some-
thing new with existing resources.
Entrepreneurs are often thought of as being
the driving force in an economy because
they are the people who start new busi-
nesses or bring new products to market.

Production

Everything we make requires the four
factors of production. The desks and lab
equipment used in schools are capital
goods. Teachers and other employees pro-
vide the labor. Land includes the property
where the school is located as well as the
iron ore and timber used to make the build-
ing. Finally, entrepreneurs are needed to
organize the other three factors and make
sure that everything gets done.

Interpreting What would happen

if one of the factors of production was missing?

The Scope of Economics

LINNGERY Economics analyzes how societies
satisfy wants through careful use of relatively
scarce resources.

Economics & You So far, you have learned
about the basics of economics. Read on to learn how
economists help us make sense of this information.
Economics is the study of human efforts
to satisfy seemingly unlimited and compet-

Source: 2004 Global Entrepeneurship Monitor (GEM) www.gemconsortium.org

entrepreneur
risk-taking individual in
search of profits

gross domestic
product (GDP)
dollar value of all final
goods, services, and
structures produced
within a country’s
borders during a
one-year period

. (1T .
ing wants through the careful use of rela- “{ESkms Handbook

tively scarce resources. Economics is also a
social science because it deals with the
behavior of people as they deal with this
basic issue. The four key elements to this
study are description, analysis, explana-
tion, and prediction.

Description

One part of economics describes eco-
nomic activity. For example, we often hear
about gross domestic product (GDP)—the
dollar value of all final goods, services, and
structures produced within a country’s
borders in a 12-month period. GDP is the

CHAPTER 1

See page R50 to
learn about Using
Bar Graphs.
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most comprehensive measure of a coun-
try’s total output and a key measure of a
nation’s economic health. Economics also
describes jobs, prices, trade, taxes, and gov-
ernment spending.

Description allows us to know what the
world looks like. However, description is
only part of the picture, because it leaves
many important “why” and “how” ques-
tions unanswered.

Analysis

Economics analyzes the economic activ-
ity that it describes. Why, for example, are
the prices of some items higher than oth-
ers? Why do some people earn higher
incomes than others? How do taxes affect
people’s desire to work and save?

Analysis is important because it helps us
discover why things work and how things
happen. This, in turn, will help us deal with
problems that we would like to solve.

Explanation

Economics also involves explanation.
After economists analyze a problem and
understand why and how things work,

they need to communicate this knowledge
to others. If we all have a common under-
standing of the way our economy works,
some economic problems will be easier to
address or even fix in the future. When it
comes to GDP, you will soon discover that
economists spend much of their time
explaining why the measure is, or is not,
performing in the manner that is expected.

Prediction

Finally, economics is concerned with
prediction. For example, we may want to
know whether our incomes will rise or fall
in the near future. Because economics is the
study of both what is happening and what
tends to happen, it can help predict what
may happen in the future, including the
most likely effects of different actions.

The study of economics helps us become
more informed citizens and better decision
makers. Because of this, it is important to
realize that good economic choices are the
responsibility of all citizens in a free and
democratic society.

VAIZUINREES) Explaining Why is economics

considered to be a social science?

Vocabulary
1. Explain the significance of scarcity, economics, need,
want, factors of production, land, capital, capital good,

labor, entrepreneur, and Gross Domestic Product (GDP).

Main Ideas
2. Identifying What three basic questions must every
society answer, and why?

3. Organizing Use a graphic organizer similar to the one

below to identify and describe the factors of production.

Factor Description
Land
10 UNIT1 Fundamental Economic Concepts

Critical Thinking
4. How can studying economics help us
make better choices about how to use scarce resources?

5. Synthesizing Information Do you pay to drink from the
water fountains at school? Explain why the water is not
really free by stating who actually pays for it.

6. Analyzing Visuals Look at Figure 1.2. Identify and
categorize the factors of production for a business you
know, such as your place of employment. What would
happen if one of these factors was no longer available?

Applying Economics

7. Scarcity How does scarcity affect your life? Provide
several examples of items you had to do without
because of limited resources, and explain how you
adjusted to this situation.



BusinessWeek NEwscCLIP

Entrepreneurs are willing to take risks because they hope to
reap great rewards. These rewards may come more quickly
for some than for others. Kevin Plank, founder and CEO of
Under Armour Inc., proves that it takes sweat to be a successful
entrepreneur.

Under Armour—No Sweat

Eleven years ago, Kevin A. Plank was a walk-on
football player at the University of Maryland who
relished throwing his body at hulking opponents.
But he hated how the cotton T-shirts under his uni-
form got sopping wet with sweat or rain. By then,
cycling outfits and football undershorts were made
with moisture-wicking synthetic fabrics. Plank, a
starter during kickoffs and punts, wondered why
not gridiron T-shirts, too? He tore the content label
off a pair of his wick-away shorts, bought the same
material from a fabric store, and gave a tailor $460
to sew seven shirts. “I set out to build a better foot-
ball undershirt,” he says.

Plank’s teammates loved the tees. So he drove to
New York’s garment district, had hundreds more
samples made, and dubbed his invention “Under
Armour.” Now, at 33, Plank is the multimillionaire
head of an athletic apparel powerhouse. . . .

Yet it didn’t happen as fast as Plank originally
expected. “At 23, I was probably the smartest guy
in the world,” he jokes. . . . “But I learned early on
[that] this is not about one blast of exposure or one
person wearing the product.”

300
250
200
150
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50

Revenue (in millions)

2002 2003 2004 2005
Year

Sources: Businessweek.com, www.123jump.com

The McGraw-Hill Companies

Operating at first out of his grandmother’s
Georgetown house, Plank spent four years tire-
lessly pitching his product to college and NFL
teams. “We convinced these big tough football
players to start wearing tight-fitting synthetic
shirts, which was completely new and different,”
he says. . ..

The pros” acceptance brings Under Armour an
authenticity that advertising alone can’t create. . . .
That cachet also gives Plank license to charge $40
for a short-sleeve T-shirt.

—Reprinted from BusinessWeek

Examining the Newsclip

1. Identifying How did Kevin Plank get his idea for a
new product?

2. Analyzing How does Plank exemplify the
characteristics of an entrepreneur?

CHAPTER 1 What Is Economics? 11
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GUIDE TO READING

Basic Economic Concepts

Section Preview

In this section, you will learn about some key
economic terms and concepts.

Content Vocabulary

* good (p. 13) e factor market (p. 15)
¢ consumer good (0. 13)  * product market (p. 15)
* durable good (p. 13) * economic growth (p. 16)
* nondurable good (p. 13) * productivity (p. 16)

° service (p. 13) * human capital (p. 76)
* value p. 19) e division of labor (. 17)
* paradox of value (p. 149 * specialization (p. 17)

e utility (p. 14) ® economic

e wealth (p. 19)
* market (p. 15)

interdependence (p. 17)

Comic Books a Big Business

America may have started the worldwide comics craze when U.S. soldiers
scattered them around in foreign countries during World War II. Today, they
are a global phenomenon—the most widely read literature in the world.
According to one published report, 40 percent of all printed material
in Japan consists of comics. In the United States, 375 new comic

books are sold every month.

The comic-book industry as a whole has had a healthy
year. Industry analysts from the Comic Buyer’s Guide
reported new comics sales of more than $149 million for the
tirst half of 2005, up 6 percent from the period a year earlier.
Marvel Entertainment, a publicly traded company that filed for
bankruptcy protection in December 1996 and reorganized in July
1998, has recovered strongly in recent years, largely on the strength
of its success with movies based on X-Men and Spider-Man. W

When you hear the word economics, you
probably think of “big business”—large cor-
porations that run banks and petroleum
refineries, or companies that make automo-
biles, computers and, yes, even comic books.
Economics does include big business, but it
also includes much more.
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The McGraw-Hill Companies

Academic Vocabulary

* transferable (. 13) * mechanism (p. 15)
* accumulation (. 19)
Reading Strategy

Describing As you read the section, describe the
factors that lead to economic growth.

— Asbury Park Press and the
New York Times

Like other social sciences, economics has
its own vocabulary and uses terms such as
recession, commodity, or utility. To under-
stand economics, a review of key terms is
necessary. Fortunately, most economic terms
are widely used, and you will already be
familiar with many of them.
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Goods, Services, and
Consumers

(LUEEERY Economic products are goods or
services that are useful, relatively scarce, and
transferable.

Economics & You Every time you buy
something in a store, you act as a consumer. Read

on to learn more about this and other basic economic
vocabulary.

Economics is concerned with economic
products—goods and services that are use-
ful, relatively scarce, and transferable to
others. Economic products help us satisfy
our wants and needs. Because they are both
scarce and useful, they command a price.

Goods

There are different types of economic
products. The first one is a good—a useful,
tangible item, such as a book, car, or com-
pact disc player, that satisfies a want. When
manufactured goods are used to produce
other goods and services, they are called
capital goods. An example of a capital good
would be a robot welder in a factory, an
oven in a bakery, or a computer in a high
school. Goods intended for final use by
individuals are consumer goods.

Any good that lasts three years or more
when used on a regular basis is called a
durable good. Durable goods include both
capital goods, such as robot welders, and
consumer goods, such as automobiles. A
nondurable good is an item that lasts for
fewer than three years when used on a regu-
lar basis. Food, writing paper, and most cloth-
ing items are examples of nondurable goods.

Services

The other type of economic product is a
service, or work that is performed for
someone. Services include haircuts, home
repairs, and forms of entertainment such as
concerts. They also include the work that
doctors, lawyers, and teachers perform.
The difference between a good and a ser-
vice is that a good is tangible, or something
that can be touched, while a service is not.

Consumers

Consumers are the people who use
goods and services to satisfy their wants
and needs. As consumers, people indulge
in consumption, the process of using up
goods and services in order to satisfy wants
and needs.

VLTINS Interpreting How are goods,

services, and consumers related?

good tangible
economic product that
is useful, relatively
scarce, and
transferable to others

consumer good
good intended for final
use by consumers
rather than businesses

durable good a
good that lasts for at
least three years when
used regularly

nondurable
good a good that
wears out or lasts for
fewer than three years
when used regularly

service work or
labor performed for
someone

Consumer Goods
These students are
using computers

in their school
computer lab.
Would you
consider
computers as
durable goods
or nondurable
goods, and why?
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value monetary
worth of a good or
service as determined
by the market

paradox of value
apparent contradiction
between the high
monetary value of a
nonessential item and
the low value of an
essential item

utility ability or
capacity of a good or
service to be useful
and give satisfaction to
someone

wealth sum of
tangible economic
goods that are scarce,
useful, and
transferable from one
person to another

Value, Utility, and Wealth

The value of a good or service
depends on its scarcity and utility.

Economics & You Has anyone ever thought
you paid too much for something? Read on to learn
how the value of an item is determined.

In economics, value refers to a worth
that can be expressed in dollars and cents.
Why, then, does something have value, and
why are some things more valuable than
others? To answer these questions, it helps
toreview a problem Adam Smith, a Scottish
social philosopher, faced back in 1776.

The Paradox of Value

Adam Smith was one of the first people
to describe how markets work. He observed
that some necessities, such as water, had a
very low monetary value. On the other
hand, some nonnecessities, such as dia-
monds, had a very high value. Smith called
this contradiction the paradox of value.
Economists knew that scarcity was neces-
sary for something to have value. Still,
scarcity by itself could not fully explain
how value is determined.

Utility

It turned out that for something to have
value, it must also have utility, or the
capacity to be useful and provide satisfac-
tion. Utility is not something that is fixed
or even measurable, like weight or height.
Instead, the utility of a good or service may
vary from one person to the next. One
person may get a great deal of satisfaction

Db You Know?

D YOul O RIF

~» Value Economists aren't the only ones obsessed with value. Do a
simple Google search of “value,” and you'll get nearly 2 million hits.
You'll get approximately a quarter million if you search for “measure of
value,” and nearly 140,000 if you search for “measuring value.” Maybe

that's why economists simply define value as “a worth that can be
expressed in dollars and cents.”

J
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from a home computer; another may get
very little. One person may enjoy a rock
concert; another may not.

Value

For something to have monetary value,
economists decided, it must be scarce and
have utility. This is the solution to the para-
dox of value. Diamonds are scarce and
have utility, thus they possess a value that
can be stated in monetary terms. Water has
utility but is not scarce enough in most
places to give it much value. Therefore,
water is less expensive, or has less mone-
tary value, than diamonds.

The emphasis on monetary value is
important to economists. Unlike moral or
social value, which is the topic of other
social sciences, the value of something in
terms of dollars and cents is a concept that
everyone can easily understand.

Wealth

In an economic sense, the accumulation
of products that are tangible, scarce, useful,
and transferable from one person to another
is wealth. A nation’s wealth is comprised
of all tangible items—including natural
resources, factories, stores, houses, motels,
theaters, furniture, clothing, books, high-
ways, video games, and even basketballs—
that can be exchanged.

While goods are counted as wealth, ser-
vices are not, because they are intangible.
However, this does not mean that services
are not useful or valuable. Indeed, when
Adam Smith published his famous book
The Wealth of Nations in 1776, he was refer-
ring specifically to the abilities and skills of
anation’s people as the source of its wealth.
For Smith, if a country’s material posses-
sions were taken away;, its people, through
their efforts and skills, could restore these
possessions. On the other hand, if a coun-
try’s people were taken away, its wealth
would deteriorate.

VGEELIENEEES) Summarizing How are value and

utility related?



The Circular Flow of
Economic Activity

(LUREERY The economic activity in markets
connects individuals and businesses.

Economics & You When you receive a paycheck,
do you understand how you fit in the larger economy?
Read on to learn about the flow of economic activity.

The wealth that an economy generates is
made possible by the circular flow of eco-
nomic activity. The key feature of this cir-
cular flow is the market, a location or other
mechanism that allows buyers and sellers
to exchange a specific product. Markets
may be local, national, or global—and they
can even exist in cyberspace.

Factor Markets

As shown in Figure 1.3, individuals earn
their incomes in factor markets, where the
factors of production are bought and sold.

m The Circular Flow of Economic Activity

This is where entrepreneurs hire labor for
wages and salaries, acquire land in return
for rent, and borrow money. The concept of
a factor market is a simplified but realistic
version of the real world. For example, you
participate in the factor market when you
work and sell your labor to an employer.

Product Markets

After individuals receive their income
from the resources they sell in a factor mar-
ket, they spend it in product markets.
These are markets where producers sell
their goods and services. Thus, the wages
and salaries that individuals receive from
businesses in the factor markets returns to
businesses in the product markets.
Businesses then use this money to produce
more goods and services, and the cycle of
economic activity repeats itself.

Explaining What roles do factor

markets and product markets play in the economy?

market meeting
place or mechanism
that allows buyers and
sellers to come
together

factor market
market where the
factors of production
are bought and sold

product market
market where goods
and services are
bought and sold

Charts In MOtion

See StudentWorks™ Plus

or glencoe.com.

Consumer
Business Product Markets spending
income
Goods Goods
Services Services
Businesses Individuals
Land
Buy Capital
productive Labor
resources Entrepreneurs
b - Income from
ayments for resources
A Factor Markets

P> The circular flow diagram shows the high degree of economic interdependence in our econ-
omy. In the diagram, the factors of production and the products made from them flow in one
direction. The money consumers spend on goods and services flows in the opposite direction.

LN TEEVENET  As a consumer, what role do you play in the circular flow of

economic activity?
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economic
growth

increase in a nation’s
total output of goods
and services over time

productivity
measure of the amount
of output produced
with a given amount of
productive factors

human capital
sum of people’s skills,
abilities, health,
knowledge and
motivation

Personal Finance
*dHandbook

See pages R16-R19
for more information
on education.

Productivity and
Economic Growth

(LUEEERY A nation’s economic growth is due
to several factors.

Economics & You Have you decided yet what
you will do after graduating from high school? Read
on to learn how investing in more education now can
give you a higher lifetime income.

Economic growth occurs when anation’s
total output of goods and services increases
over time. This means that the circular
flow becomes larger, with more factors of
production, goods, and services flowing in
one direction and more payments in the
opposite direction. Productivity is the most
important factor contributing to economic
growth.

Productivity

Everyone in a society benefits when scarce
resources are used efficiently. Thisis described
by the term productivity, a measure of the
amount of goods and services produced
with a given amount of resources in a spe-
cific period of time.

Effect of Education on Income

Productivity goes up whenever more
can be produced with the same amount
of resources. For example, if a company
produced 5,000 pencils in an hour, and it
produced 5,100 in the next hour with
the same amount of labor and capital,
productivity went up. Productivity is often
discussed in terms of labor, but it applies to
all factors of production.

Investing in Human Capital

A major contribution to productivity
comes from investments in human capital,
the sum of people’s skills, abilities, health,
knowledge, and motivation. Government
can invest in human capital by providing
education and health care. Businesses can
invest in training and other programs that
improve the skills of their workers.
Individuals can invest in their own educa-
tion by completing high school, going to
technical school, or attending college.

Figure 1.4 shows that investments in
education can have substantial payoffs.
According to the table, high school graduates
earn substantially more than nongraduates,
and college graduates make even more than

P Average income
Males Females
Less than 9th grade $19,746 $11,492
9th to 12th grade (no diploma) $23,747 $13,343
High school graduate or equivalent $34,700 $20,325
Some college, no degree $43,531 $25,111
Associate degree $45,800 $29,031
Bachelor’s degree $65,523 $37,373
Master’s degree $83,189 $48,945
P Education is one way to invest in human capital. Professional degree $126,728 363,322
How does this type of Doctorate degree $103,939 $67,676

investment pay off for both employers and

their employees? Source: U.S. Department of Commerce, Bureau of the Census, 2006
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high school graduates. Educational invest-
ments require that we make a sacrifice today
so we can have a better life in the future, and
few investments generate higher returns.

Division of Labor and
Specialization

Division of labor and specialization can
improve productivity. Division of labor is
a way of organizing work so that each
individual worker completes a separate
part of the work. In most cases, a worker
who performs a few tasks many times a
day is likely to be more proficient than a
worker who performs hundreds of differ-
ent tasks in the same period.

Specialization takes place when factors
of production perform only tasks they can
do better or more efficiently than others.
The division of labor makes specialization
possible. For example, the assembly of a
product may be broken down into a number
of separate tasks (the division of labor).
Then each worker can perform the specific
task he or she does best (specialization).

SECTION

2

Vocabulary

1. Explain the significance of good, consumer good, durable
good, nondurable good, service, value, paradox of value, 6

One example of the advantages offered by
the division of labor and specialization is
Henry Ford’s use of the assembly line in auto-
mobile manufacturing. Having each worker
add one part to the car, rather than a few
workers assembling the entire vehicle, cut the
assembly time of a car from a day and a half
to just over 90 minutes—and reduced the
price of a new car by more than 50 percent.

Economic Interdependence

The U.S. economy has a remarkable
degree of economic interdependence. This
means that we rely on others, and others
rely on us, to provide most of the goods
and services we consume. As a result,
events in one part of the world often have
a dramatic impact elsewhere.

This does not mean that interdependence
is necessarily bad. The gains in productivity
and income that result from specialization
almost always offset the costs associated
with the loss of self-sufficiency.

Analyzing What role does spe-

cialization play in the productivity of an economy?

Critical Thinking

division of labor
division of work into a
number of separate
tasks to be performed
by different workers

specialization
assignment of tasks to
the workers, factories,
regions, or nations that
can perform them
more efficiently

economic
interdependence
mutual dependency of
one person’s, firm’s, or
region’s economic
activities on another’s

iiﬁ Skills Handbook

See page R40 to
learn about Analyzing
Information.

5. How is value related to scarcity and utility?
. Drawing Conclusions Why is investing in human

utility, wealth, market, factor market, product market,
economic growth, productivity, human capital, division of
labor, specialization, and economic interdependence.

capital beneficial?

7. Analyzing Visuals Look at Figure 1.3. How can individu-
als increase the flow of circular activity? What effect would

Main Ideas this increase have on the other parts of the economy?

2. Explaining How do goods and services differ? 8. Inferring How might major events such as labor strikes
affect you and your community? Select a possible event

and write a brief paragraph about the potential effects.

Applying Economics

9. Specialization Provide at least three examples each of
specialized workers and specialized capital that are used
in your school to provide the service of education. How
would productivity change if they were not available to
your school?

3. Organizing Use a graphic organizer similar to the one
below to describe the different transactions that take
place in product markets.

A

<
<

Product Market

> >
> >

4. Describing How is economic growth related to
productivity?
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ECONOMIST

Profiles in Economics

Adam Smith w2s-m0

® introduced the idea that the division of labor led to the
great prosperity of Britain

® defined the wealth of a nation as the sum of the goods
produced by its people

Division of Labor
Adam Smith did not set out to become an economist. In fact, he focused on
philosophy when, at age 14, he earned a scholarship to attend Glasgow University.
Travels throughout Europe and talks with notable thinkers helped Smith turn his
attention to economics. In 1776 he published his most influential book, An Inquiry
into the Nature and Causes of the Wealth of Nations, in which he observed that
labor becomes more productive as each worker becomes more skilled at a single job.
This made him the first to introduce and recognize the importance of the “division of
< labor.”

Invisible Hand

Smith’s most important contribution was the notion that competition and
individual self-interest would somehow act as an “invisible hand” to guide resources
to their most productive uses. He suggested that the role of government should be
limited to enforcing contracts, granting patents and copyrights to encourage
inventions and new ideas, and providing public works, such as roads and bridges.

Wealth of Nations

Smith also put forth the new idea that the “wealth of nations” should be
defined as the sum of the goods produced by labor, not the personal financial
wealth of those who owned them. Competition in markets, along with the division
of labor and the invisible hand, would lead to increased productivity and output.
Smith’s doctrine of laissez-faire (French for “let it be”) marked the beginning of
modern economic thought, and it still serves as the basis of our free market

economy.
Adam Smith studied to
become a philosopher. Yet Examining the Profile
today he is best known for
his support of a free market 1. Summarizing Ideas What ideas did Adam Smith contribute to
economy. economic thought?

2. Synthesizing Explain how Smith’s ideas are evident in the workings
of the American economy.
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SECTION

3

Economic Choices and
Decision Making

GUIDE TO READING

Academic Vocabulary

e alternative (p.200  * assumption (p. 23)

Section Preview

In this section, you will learn that you face trade-offs
and opportunity costs whenever you make an

economic decision. Reading Strategy

Identifying As you read this section, complete a
graphic organizer similar to the one below by identi-
fying the ways in which you can make economic
choices and what these strategies allow you to learn.

Content Vocabulary

* trade-off (p. 20)

* opportunity cost (p. 20)
* production possibilities frontier (p. 21) Problems
* economic model (p. 23) Trade-offs Decision-making
* cost-benefit analysis (p. 24) grid

e free enterprise economy (p. 24)
standard of living (p. 24)

Strategy Purpose

The Grease Pits of Academia

Students at Belmont Abbey College may have a head start in the
race for post-graduation jobs—at least jobs that go VROOM! Starting
this fall, the 1,000-student school outside Charlotte, N.C., will offer
the nation’s first four-year bachelor’s degree in Motorsports
Management. Students will study such topics as sports marketing
and racing management.

“The program will be NASCAR-focused but will have a broad
application to all portions of the motor sports industry,” says Philip
Bayster, head of the school’s business department. Charlotte, the
NASCAR epicenter, is home to about 250 racing teams and
25 specialized media and marketing firms.

Pay is anything but the pits. Annual salaries for the region’s 14,000
motor sports jobs, not including drivers, average $72,000. W

What will you do after graduating from
high school? Get a job? Go to college? If
you choose to work, you will benefit by
receiving a paycheck right away. If you
decide to earn a college degree—like the
NASCAR-focused degree at Belmont Abbey
College—you may give up four years of
earning potential. The benefit, however, is
that your income after college will be

Icon SMI/Corbis

greater than the income you will earn with
just a high school diploma.

Because resources are scarce, everyone
has to make choices. To become a good
decision maker, you need to know how to
identify the problem and then analyze your
alternatives. Finally, you have to make your
choice in a way that carefully considers the
costs and benefits of each possibility.

CHAPTER 1 WhatIs Economics? 19



trade-off alternative
that is available
whenever a choice is

to be made

opportunity cost
cost of the next-best
alternative use of
money, time, or
resources when
making a choice

Trade-Offs and
Opportunity Cost

(WLAL'RGEEY Economic choices involve
trade-offs and the careful evaluation of
opportunity costs.

Economics & You When you go shopping,
you usually have to make choices, because you
cannot afford to buy everything you want. Read
on to learn about the terms economists apply to
these decisions.

There are alternatives and costs to every-
thing we do. In a world where “there is no
such thing as a free lunch,” it pays to exam-
ine these concepts closely.

Trade-Offs

Every decision we make has its trade-offs,
or alternative choices. One way to help us
make decisions is to construct models such as
the grid in Figure 1.5. This grid shows how
Jesse decides to spend a $100 gift.

Jesse likes several alternatives: a video
game, concert tickets, an MP3 player, and a
replica NFL jersey. At the same time, he
realizes that each item has advantages and
disadvantages. Some of the items can be
used more than once, and some might
require his parents’ consent. Some even
have additional costs such as batteries.

To help with his decision, Jesse can draw
a grid that lists his alternatives and several

m Jesse’s Decision-Making Grid

criteria by which to judge them. Then he
evaluates each alternative with a “yes” or
“no.” In the end, Jesse chooses the jersey
because it satisfies more of his criteria than
any other alternative.

Using a decision-making grid is one way
to analyze an economic problem. It forces you
to consider a number of alternatives and the
criteria you'll use to evaluate the alternatives.
Finally, it makes you evaluate each alterna-
tive based on the criteria you selected.

Opportunity Cost

People often think of cost in terms of
dollars and cents. To an economist, how-
ever, cost means more than the price tag on
a good or service. Instead, economists think
broadly in terms of opportunity cost, the
cost of the next-best alternative. When Jesse
decided to purchase the jersey, his oppor-
tunity cost was the MP3 player—the next-
best choice he gave up. In contrast,
trade-offs are all of the other alternatives
that he could have chosen.

Even time has an opportunity cost,
although you cannot always put a mone-
tary value on it. The opportunity cost of
reading this economics book, for example,
the history paper or math homework that
you could not do at the same time.

VAEELIENHIESS) Summarizing How are trade-offs

and opportunity cost related?

Criteria
Aiternatives Costs $100 Durable? Will parents Future expense (an-use
or less? approve? unnecessary? anytime?
Video game yes yes no yes no
Concert tickets yes no yes no no
MP3 player yes yes yes no yes
NFL jersey yes yes yes yes yes

P A decision-making grid lists alternatives and criteria to help evaluate choices.
LU TN ENTSY What do economists mean when they talk about costs?



Production Possibilities

Economies face trade-offs when
deciding what goods and services to produce.

Economics & You You just learned that you
face trade-offs and opportunity costs when making
choices. Read on to learn how opportunity cost
applies to countries as well as individuals.

To illustrate opportunity cost, economists
use the production possibilities frontier, a
diagram representing various combinations
of goods and services an economy can pro-
duce when all its resources are in use. In the
example in Figure 1.6, a mythical country
called Alpha produces two goods—cars
and clothing.

Identifying Possible Alternatives

Even though Alpha produces only two
goods, the country has a number of
alternatives available to it. For example, it
could choose to use all of its resources to
produce 70 units of cars and 300 units of
clothing, which is shown as point a in
Figure 1.6. Or it could shift some of its
resources out of car production and into
clothing, thereby moving to point b. Alpha
could even choose to produce at point c,
which represents all clothing and no cars,
or at point e, which is inside the frontier.

Alpha has many alternatives available to
it, which is why the figure is called a pro-
duction “possibilities” frontier. Eventually,
though, Alpha will have to settle on a sin-
gle combination such as point a, b, or any
other point on or inside the curve, because
its resources are limited.

Fully Employed Resources

All points on the curve such as a, b, and ¢
represent maximum combinations of output
that are possible if all resources are fully
employed. To illustrate, suppose that Alpha
is producing at point a, and the people
would like to move to point d, which rep-
resents the same amount of cars, but more
clothing. As long as all resources are fully
employed at point a, there are no extra

resources available to produce the extra
clothing. Therefore, point d cannot be
reached, nor can any other point outside
the curve. This is why the figure is called a
production possibilities “frontier”—to indi-
cate the maximum combinations of goods
and services that can be produced.

The Cost of Idle Resources

If some resources were not fully
employed, then it would be impossible for
Alpha to reach its maximum potential pro-
duction. Suppose that Alpha was produc-
ing at point b when workers in the clothing
industry went on strike. Clothing produc-
tion would fall, causing total output to
change to point e. The opportunity cost of
the unemployed resources would be the
100 units of lost clothing production.

Production at point e could also be the
result of other idle resources, such as facto-
ries or land that are available but not being
used. As long as some resources are idle,
the country cannot produce on its fron-
tier—which is another way of saying that it
cannot reach its full production potential.

production
possibilities
frontier diagram
representing the
maximum
combinations of goods
and/or services an
economy can produce
when all productive
resources are fully
employed

Production Possibilities
Frontier

THE PRODUCTION POSSIBILITIES FRONTIER

0 300 400
Clothing

P The production possibilities frontier shows the different combinations
of two products that can be produced if all resources are fully

employed.

LU (N ENTSY Why can production take place on or

inside the frontier?
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OPPORTUNITY COST

70

—

0 300 400
Clothing

P When the production for one item increases, the production of other
items decreases. In the example shown, the opportunity cost for pro-
ducing and additional 10 units of clothing is the 30 cars given up.

SOOI (VRN If Alpha decided to produce units of
clothing at point ¢, what would be the opportunity cost in cars?

Economic Growth

EcONOMIC GROWTH

4

Cars

Clothing

P The only way to expand the production possibilities frontier is to attain
economic growth.

LNV ENTT What factors make it possible for the
economy to grow?

Opportunity Cost

Suppose that Alpha was producing at
point a and that it wanted to move
to point b. This is clearly possible as long
as point b is not outside the production
possibilities frontier. However, Alpha will
have to give something up in return. As
shown in Figure 1.7, the opportunity cost
of producing the 100 additional units of
clothing is the 30 units of cars given up.

As you can see, opportunity cost
applies to almost all activities, and it is
not always measured in terms of dollars
and cents. For example, you need to bal-
ance the time you spend doing home-
work and the time you spend with your
friends. If you decide to spend extra
hours on your homework, the opportu-
nity cost of this action is the time that you
cannot spend with your friends. You nor-
mally have a number of trade-offs avail-
able whenever you make a decision, and
the opportunity cost of the choice you
make is the value of the next best alterna-
tive that you give up.

Economic Growth

The production possibilities frontier
represents potential output at a given
point in time. Eventually, however,
changes may cause the production possi-
bilities frontier to expand. The popula-
tion may grow, the stock of capital may
expand, technology may improve, or pro-
ductivity may increase. If any of these
changes occur, then Alpha will be able to
produce more in the future.

The effect of economic growth is shown
in Figure 1.8. Economic growth, made pos-
sible by having more resources or
increased productivity, causes the pro-
duction possibilities frontier to move
outward. Economic growth will eventu-
ally allow Alpha to produce at point d,
which it could not do earlier.

Synthesizing How can the

production possibilities frontier be used to illustrate
economic growth?



Thinking Like an
Economist

LUREERY Economists use a strategy called
cost-benefit analysis to evaluate choices.

Economics & You When you work a
complicated math problem, do you ever look at a
simplified example to better understand the process?
Read on to learn how economists use models to
understand complex economic activities.

Because economists study how people
satisfy seemingly unlimited and competing
wants through the careful use of scarce
resources, they are concerned with strate-
gies that will help people make the best
choices. Two strategies are building models
and preparing a cost-benefit analysis.

Build Simple Models

One of the most important strategies is to
build economic models. An economic model
is a simplified equation, graph, or figure
showing how something works. Simple
models can often reduce complex situa-
tions to their most basic elements. To illus-
trate, the production possibility frontiers in
this section and the circular flow diagram
in Figure 1.3 on page 15 are examples of
how complex economic activity can be
explained by a simple model.

Another basic model is the production
possibilities frontier that is illustrated in
Figure 1.6 on page 21. Realistically, of
course, economies are able to produce more
than two goods or services, but the con-
cepts of trade-offs and opportunity costs
are easier to illustrate if only two products
are examined. As a result, simple models
such as these are sometimes all that econo-
mists need to analyze or describe an actual
situation.

It is important to realize that models are
based on assumptions, or things we think
are true. In general, the quality of a model
is no better than the assumptions on which
itisbased, buta model with simple assump-
tions is usually easier to understand. In the
case of the production possibilities frontier,

Image Source/Getty Images

economic model
simplified version of

a complex concept or
behavior expressed

in the form of an
equation, graph,

or illustration

for example, we assumed that only two
goods could be produced. This made the
model easier to illustrate and still allowed
us to discuss the concepts of trade-offs and
opportunity costs.

It is also important to keep in mind that
models can be revised to make them better.
If an economic model helps us to make a
prediction that turns out to be right, the
model can be used again. If the prediction
is wrong, the model might be changed to
make better predictions the next time.

CAREERS

Economist

The Work '

* Collect and analyze data,
observe economic trends

* Advise businesses and other
organizations on such topics as
energy costs, inflation, imports,
and employment levels

* Study economic conditions in the United States or in other
countries to estimate the economic effects of new legislation or
public policies

Qualifications

* Strong computer and quantitative skills

* Ability to conduct complex research, write reports, and
prepare statistical data

* Bachelor’s degree, with a focus on economics and statistics,
accounting, or calculus

* Master’s degree required for most economists in the private
sector

Earnings

* Median annual earnings: $72,780

Job Growth Outlook

* Slower than average

Source: Occupational Outlook Handbook, 2006—2007 Edition
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Cost-Benefit
Analysis Before
making any major
financial decisions,
it is a good idea to
weigh the benefits
against the costs.
How might a
business use cost-
benefit analysis?

cost-benefit
analysis way of
thinking about a choice
that compares the cost
of an action to its
benefits

free enterprise
economy market
economy in which
privately owned
businesses have the
freedom to operate for
a profit with limited
government
intervention

standard of
living quality of life
based on ownership of
necessities and luxuries
that make life easier
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Apply Cost-Benefit Analysis

Most economic decisions can be evaluated
with cost-benefit analysis, a way of compar-
ing the costs of an action to the benefits
received. This is what Jesse did when he
devised a decision-making grid. This deci-
sion can be made subjectively, as when Jesse
selected the jersey, or it can be made more
objectively, especially if the costs of the vari-
ous alternatives are different.

To illustrate, suppose that you have
to make a decision, and you like choices
A and B equally. If B costs less, it would
be the better choice because you would
get more satisfaction per dollar spent.
Businesses make investment decisions in
exactly this manner, choosing to invest in
projects that give the highest return per
dollar spent or, in other words, the best
cost-benefit ratio.

Take Small, Incremental Steps

Finally, it also helps to take small, incre-
mental steps toward the final goal. This is
especially valuable when we are unsure of
the exact cost involved. If the cost turns out
to be larger than we anticipated, then the
resulting decision can be reversed without
too much being lost.

Explaining How does cost-benefit

analysis help make economic decisions?

Fundamental Economic Concepts
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The Road Ahead

The study of economics helps
people become better citizens.

Economics & You As you become old enough
to vote, are you also becoming more aware of
current events? Read on to learn how economic
issues affect politics.

The study of economics does more than
explain how people deal with scarcity.
Economics also includes the study of how
things are made, bought, sold, and used. It
provides insight as to how incomes are
earned and spent, how jobs are created,
and how the economy works on a daily
basis. The study of economics also gives us
a better understanding of the workings of a
free enterprise economy—one in which
consumers and privately owned busi-
nesses, rather than the government, make
the majority of the WHAT, HOW, and FOR
WHOM decisions.

Topics and Issues

The study of economics will provide you
with a working knowledge of the economic
incentives, laws of supply and demand,
price system, economic institutions, and
property rights that make the U.S. economy
function. Along the way, you will learn
about topics such as unemployment, the
business cycle, inflation, and economic
growth. You will also examine the role of
business, labor, and government in the U.S.
economy, as well as the relationship of the
United States economy with the interna-
tional community.

All of these topics have a bearing on
our standard of living—the quality of
life based on the ownership of the neces-
sities and luxuries that make life easier.
As you study economics, you will learn
how to measure the value of our produc-
tion and how productivity helps deter-
mine our standard of living. You will
find, however, that the way the American
people make economic decisions is not
the only way to make these decisions.



Economists have identified three basic
kinds of economic systems. We will ana-
lyze these systems and how their organi-
zation affects decision making in the next
chapter.

Economics for Citizenship

The study of economics helps us become
better decision makers—in our personal
lives as well as in the voting booths.
Economic issues are often debated during
political campaigns, so we need to under-
stand the issues before deciding which can-
didate to support.

Most of today’s political problems have
important economic aspects. For example,
is it important to balance the federal bud-
get? How can we best keep inflation in
check? What methods can we use to
strengthen our economy? The study of eco-
nomics will not provide you with clear-cut
answers to all of these questions, but it will
give you a better understanding of the
issues involved.

SECTION

Vocabulary

1. Explain the significance of trade-off, opportunity cost,

Understanding the World
Around Us

The study of economics helps us under-
stand the complex world around us. This
is particularly useful because the world is
not as orderly as your economics textbook,
for example. Your book is neatly divided
into sections for study. In contrast, society
is dynamic, and technology and other inno-
vations always lead to changes.

Economics provides a framework for
analysis—a structure that helps explain
how things are organized. Because this
framework describes the incentives that
influence behavior, it helps us understand
why and how the world changes.

In practice, the world of economics is
complex and the road ahead is bumpy. As
we study economics, however, we will gain
a much better appreciation of how we affect
the world and how it affects us.

Determining Cause and Effect

How do you think our society would be different if
citizens did not study economics?

Critical Thinking

( En;ii'i'umil:g \
OMLIM

Student Web
Activity Visit the
Economics: Principles
and Practices Web site
at glencoe.com and
click on Chapter 1-
Student Web Activities
to learn more about
how economics affects
our lives.

4. Why is it important for governments to

production possibilities frontier, economic model,
cost-benefit analysis, free enterprise economy, and
standard of living.

Main Ideas

P2, lllustrating Imagine you have $50 to spend. What one

item would you buy? Complete the graphic organizer

below to illustrate your final choice, the opportunity cost

of your choice, and the trade-offs.

Final choice

A D

Trade-offs
(choices)

Top 2 choices

Y

~C D

3. Explaining What decision-making strategies do
economists recommend using?

Opportunity cost

understand trade-offs and opportunity costs? Explain in
a brief paragraph.

. Synthesizing How does economics play a part in

politics?

. Analyzing Visuals Study the production possibilities

frontier in Figure 1.6 on page 21. What does it mean
when the frontier shifts outward? What possible causes
exist for such a shift?

Applying Economics

7. Economic Way of Thinking Search the newspaper and

identify a major economic issue facing your community
or state. Identify possible solutions and prepare a
decision-making grid to evaluate the alternatives. What
decision would you make? Write a short essay in which
you explain your choice.
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Search for the Perfect Jeans

We all have them. And if you don’t, you are
probably looking for them—the perfect pair of
jeans. Preferably, they are faded, soft, and perfect.
In 1969, Don and Doris Fisher opened the first
Gap store in San Francisco “to make it easier to
find” that perfect pair. This store was only the
beginning. Gap, Inc., expanded its consumer
market through Banana Republic, Old Navy, and,
most recently, Forth and Towne.

Average Price of Jeans;

i 3

Gap: $58

]

=

E

* Banana Republic: $68t0$128 '

0ld Navy: $2950 t0 $34.50 !E
Forth & Towne: 541, 3 |

i

o

Something for Every “Body”

Why did a single retail shop morph into four
different brands? In the 1990s, Gap seemed to be
losing its edge. A boastful rival claimed to Gap’s
then-CEO Mickey Drexler that “he could create a
cheap Gap knockoff that one day would be bigger
than Gap itself.” Drexler liked the idea and ran
with it himself. Enter Old Navy.

Just as each body requires a different pair of jeans—
be it boot cut or low rise—each Gap, Inc., brand has
a unique identity that is carried out in the store
environment and marketing agenda. For example,
budget-conscious consumers can peruse the deals at
Old Navy while standing on concrete floors and lis-
tening to loud music. Down the street at Banana
Republic, a more sophisticated crowd is checking out

26 UNIT1 Fundamental Economic Concepts

Net sales in billions
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oo (Gap International
o0 Forth &Towne

Source: www.gapinc.com

the season’s trendiest fashions at “approachable
prices.” Meanwhile, at Forth and Towne, the target is
the female baby boomer. These 35-and-over women
are treated to chandeliers and lavish fitting rooms
stocked with bottled water and chocolates.

Retail Success

The economics and marketing savvy behind the
retailer’s rise to success are pretty simple: provide
a product of value at different price levels in order
to reach the maximum number of consumers. It
seems to be working. With more than 3,000 stores
and 2005 revenues topping out at $16 billion, Gap,
Inc. operates under the notion that every “body”
deserves that perfect pair of jeans.

Analyzing the Impact

1. Summarizing How did Gap, Inc., tackle the economic
problem of consumers having to make choices?

2. Analyzing Investigate each brand’s Web site. How
does each site’s design reflect the brand’s target
audience?

\




CHAPTER

.- Scarcity Because of scarcity,

: society needs to decide how
to distribute limited resources
to satisfy seemingly unlimited
wants and needs.

Visual Summary

Unlimited
wants

STUDY  Study anywhere, anytime!
) irl

N

PDA from glencoe.com.

Download quizzes and flash cards to your

Limited

resources

~_

Choices
- - -
WHAT HOW FOR WHOM
to produce to produce to produce

-3 Factors of Production Four factors of production are required to produce the things we

would like to have.

Factors of Production

y

y

'

Land: _.1-"""" (apital: Labor: Entrepreneurs:
natural tools, equipment, people with all risk-taking
resources machinery, and their efforts, individuals in
factories abilities, and skills | & search of profits

-3 Trade-offs and Opportunity Costs All economic decisions require us to make choices
among alternatives. Trade-offs are all the available alternatives. The opportunity cost is

the next-best alternative we give up.

Trade-offs
(choices)

Final choice

Opportunity cost
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Review Content Vocabulary

Use the key terms from the list below to complete the
sentences that follow.

a. capital goods f. opportunity cost
b. consumer goods g. scarcity

C. economics h. services

d. factors of production i. utility

e. human capital j. value

1. Economic products designed for final use by people are
called )

2. The of a CD player can be expressed in dollars
and cents.

3. Haircuts and appliance repairs are examples of .

4. arises because society does not have enough
resources to produce all the things people would like to
have.

5. The of going to a football game instead of work-
ing would include the money not earned at your job.

6. is the sum of the skills, abilities, health, and
motivation of people.

7. is another name for the capacity of a product to
be useful.

8. The only factors of production that are themselves the
result of earlier production are

9. Land, capital, labor, and entrepreneurs are

10. is the study of how people use limited
resources to satisfy unlimited wants.

Review Academic Vocabulary

a sentence that reflects the term’s meaning in the
chapter.

15. mechanism
16. alternative
17. assumption

11. resource

12. comprehensive
13. transferable
14. accumulation
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Assessment & Activities

Review the Main Ideas

Section 1 (pages 5-10)
18. Identify the cause and effects of scarcity.

19. Explain how the factors of production relate to one
another.

20. Describe the key elements of studying economics.

Section 2 (pages 12-17)

21. Define goods, services, and consumers and describe
the relationship among the three, using a graphic
organizer similar to the one below.

Consumers:

Goods: Services:

22. Describe the paradox of value.

23. Explain how the circular flow of economic activity
generates wealth in an economy.

24. Identify two ways to increase productivity.

Section 3 (pages 19-25)
25. Describe how economists view the term cost.

26. Identify the economic concept illustrated by the
production possibilities frontier.

27. Describe how economic models help economists
develop strategies that help people make economic
choices.

28. Explain why economic education is important.

Critical Thinking

29. You have learned that scarcity is the
fundamental economic problem for societies. Write a
short paragraph explaining how scarcity affects you and
your family on a daily basis.



30. Determining Cause and Effect Copy the two
diagrams of the production possibilities frontiers
shown below. Then write captions that explain what
each diagram is showing.

EFFECT EFFECT

4

Cars
Cars

»

Clothing Clothing

31. Understanding Cost-Benefit Analysis How would
you apply the concept of cost-benefit analysis to the
decision whether to finish high school? To further
your education beyond high school? To purchase a
computer? Explain your results in a few sentences.

32. Evaluating Alternatives Refer to the chapter opener
activity on page 4 and evaluate the alternatives in one
of the three categories (location, music, refreshments).
What criteria will you use? What are the trade-offs?
On a separate sheet of paper, illustrate your decision
in a decision-making grid similar to the one below.

EI!DHIHHi'-'&UHlIHE Self-Check Quiz Visit the
Economics: Principles and Practices Web site at glencoe.com and click
on Chapter 1-Self-Check Quizzes to prepare for the chapter test.

Alternatives | Criterion 1 | Criterion 2 | Criterion 3 | Criterion 4

Writing About Economics

33. Persuasive Writing Research a recent school funding
levy for your school district that was not approved. Find
out what changes the school district had to implement
to adjust to the reduced funding levels and reduced
resources available to schools. Write a two-page paper
in which you evaluate the choices.

www.CartoonStock.com

Math Practice

34. A city administrator with a $100,000 annual budget is
trying to decide between fixing potholes or directing
traffic after school at several busy intersections. Studies
have shown that 15 cars hit potholes every week,
causing an average of $200 in damages. Collisions at
the intersections are less frequent, averaging one per
month at an average cost of $6,000, although none
have caused injuries or deaths. Use this information to
answer the following questions.

a. What are the annual costs from the pothole
damage?

b. What are the annual costs due to damage from
collisions?

¢. Given the size of the annual budget, make your
recommendation as to which project should be
undertaken. Explain your answer in terms of dollar
benefits per dollar spent.

Thinking Like an Economist

35. Use a problem-solving process to gather information
about the alternatives, trade-offs, and opportunity costs
facing the city administrator in the previous question.
Consider the advantages and disadvantages of implement-
ing the possible solutions. Prepare a written summary.

Interpreting Cartoons

36. Critical Thinking Look at the cartoon below. How
does the message of this cartoon relate to the concepts
presented in this chapter?

www.CartoonStock.com
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DEBATES v EGONOMIGS

Should the Minimum Wage Be Increased?

Act (FLSA), debuting at 25 cents per hour. Even though it has been

raised many times since then, it remains the subject of debate.
Unions and antipoverty organizations typically spearhead campaigns to
increase the minimum wage, saying it will help the nation’s working poor
without affecting employment. Business organizations typically oppose a
hike in the minimum wage, arguing that it will increase unemployment.

The minimum wage was created in 1938 by the Fair Labor Standards

Who is right? As you read the selections, ask yourself: Should the
minimum wage be increased?

[Z1=T=] A MORAL MINIMUM WAGE

... 1968 [was] the last year that the minimum wage was above the nation’s poverty line. . . . If
the minimum wage were pegged at $9.50, millions . . . would be lifted out of poverty. The largest
group of beneficiaries would be children, whose parents would have more money for rent, food,
clothing and other basic necessities.

Business leaders still trot out economists to claim that raising the minimum wage will destroy
jobs and hurt small businesses. But the evidence, based on studies of the effects of past increases
in both the federal and state minimum-wage levels, . . . shows otherwise. Because the working
poor spend everything they earn, every penny of a minimum-wage increase goes back into the
economy, increasing consumer demand and adding at least as many jobs as are lost. Most

employers actually gain,
absorbing the increase
through decreased absentee-
97 L DGR ST e ism, lower recruiting and train-

The Inflation-Adjusted Value of the Minimum Wage

_$8.00 ing costs, higher productivity
f=%’ 7.00 / A N and increased worker morale.
S 6.00 //' VAN —Peter Dreier, director of
g 300 the Urban & Environmental
(-]

§ :zgg Policy program at Occidental
E 100 College; and Kelly Candaele,
;E 1.00 founding member of the
= 0.0 Peace Institute at California

S L &S LW S8 M S L S ML S b S
SELSTEINISITSLSS S o )
RRAAIILIIIIRIRRXISIN State University, Chico

Source: Author’s calculations based on the U.S. Department of Labor.
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[=T=1,Y] WAGE HIKE WOULD COST JOBS

Raising the federal minimum wage by $1.50 an hour will reduce job opportunities for those
who need it most, new entrants to the job market with the least skills or experience. Raising the
minimum wage hurts all American consumers and workers, by artificially inflating the cost of
entry-level jobs, which is passed on through higher prices and lower real wages.

The convenience store industry offers a compelling employment opportunity, with competitive
wages, flexible schedules, and career development. Most convenience stores offer wages far above
the minimum—in 2001, the average was $9.28 an hour. However, our industry strongly opposes an
increase in the federal minimum wage because it will discourage the creation of entry-level jobs
and hurt small businesses. With higher costs of health care and other benefits, and lower profit
margins, convenience store owners and petroleum marketers cannot sustain an increase in the
minimum wage.

NACS members want to do what'’s best for their own employees without government interfer-
ence. And NACS members are very concerned about the inevitable result of a higher minimum
wage—a ripple effect’ of higher prices throughout the economy.

If Congress really wants to help low-income workers, there are much more constructive things
that can be done, such as reducing payroll taxes, cutting the capital gains tax, and eliminating
unnecessary and burdensome regulations.

—Allison Shulman, director, National Association of Convenience Stores, government affairs

Raising the federal
minimum wage from
$5.15t0 $6.65 an
hour would:

! !

Cost private-sector Impose $2.1 billion in
employers $30.2 unfunded mandates on
billion over four years state and local governments

Source: Congressional Budget Office

Analyzing the Issue

1. Identifying What arguments do Dreier and Candaele make in
support of increasing the minimum wage?

2. Explaining Why does Shulman believe that raising the minimum
wage will hurt convenience stores and other small businesses?

3. Deciding With which opinion do you agree? Explain your

\_ reasoning.
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Economic Systems and
Decision Making

Why It Matters

Take a closer look at the way
your high school is organized.
Who makes the decisions on
lesson plans? Who plans out
events that take place during the
year? Who makes financial
decisions, and how? Are parents
and voters involved in the
educational system? Obtain
information from your school
district office or the library to
create a chart that lists the rights
and responsibilities of people in
your school district to meet the
needs of education. Read
Chapter 2 to learn about the
different economic systems that
societies set up to meet their
specific economic needs.

The BIG Idea

Every society has an economic
system to allocate goods and
services.

In a market economy, individuals >
can freely make all economic
choices, including opening a store.

Etﬂﬂﬂl'ﬂi!&ﬂllﬂli Chapter Overview Visit the
Economics: Principles and Practices Web site at glencoe.com and click
on Chapter 2—Chapter Overviews to preview chapter information.
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SECTION

1 | Economic Systems

GUIDE TO READING
Reading Strategy

Comparing and Contrasting As you read the
section, complete a graphic organizer like the one
below to identify ways in which a market economy
differs from, and is similar to, a command economy.

Section Preview

In this section, you will learn about the different types
of economic systems that govern WHAT goods and
services to produce, HOW to produce them, and FOR
WHOM to produce them.

Content Vocabulary

* economic system (p.33) * market (p. 37)

Market Economy

* traditional economy * capitalism (p. 38)

(p. 34) * mixed economy (p. 39)
e command economy * socialism (p. 39)

(p. 35) ° communism (p. 39)

* market economy (p. 37)

Academic Vocabulary

* stagnation (p. 35) * emphasizing (p. 36)
* allocate (p. 36)

Command Economy

McDonald’s and Hindu Culture

For thousands of years, India’s Hindu culture has revered the cow.
Hindu scriptures state that the cow is a gift of the gods to the human
race. . . . [The cows] are everywhere, ambling down roads, grazing in
rubbish dumps and resting in temples—everywhere, that is, except on
your plate, for Hindus do not eat the meat of the sacred cow.

... McDonald’s responded to this cultural food dilemma by creating
an Indian version of its Big Mac—the “Maharaja Mac”—which is made
from mutton. . . . According to the head of McDonald’s Indian opera-
tions, “We had to reinvent ourselves for the Indian palate.” W

When companies want to do business in
other countries, they need to adjust their
business plans to meet local customs. This
is what McDonald’s corporation had to do
when it expanded to India. While India’s
economy shares many characteristics with
the United States, many of its business
practices are based on a more traditional
economic system.

David H. Wells/Corbis

All societies use an economic system—an
organized way of providing for the wants
and needs of their people. The way societies
organize themselves determines the type of
economic system they have. Three major
kinds of economic systems exist—tradi-
tional, command, and market economies. In
practice, however, almost all economies, like
that of India, combine elements of all three.

economic system
organized way in
which a society
provides for the wants
and needs of its people
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Student Web
Activity Visit the
Economics: Principles
and Practices Web
site at glencoe.com
and click on Chapter
2-Student Web
Activities for an
activity on the
economies of
traditional societies.

traditional
economy economic
system in which the
allocation of scarce
resources and other
economic activities are
based on ritual, habit,
or custom

L

—
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Traditional Economies

Traditional societies use ritual,
habit, or customs to answer the basic questions
of WHAT, HOW, and FOR WHOM to produce.

Economics & You Does your family have a
tradition that has been passed down from generation
to generation? Read on to learn how traditions
govern the economies of some societies.

Many of our actions spring from habit
and custom. Why, for example, does the
bride toss the bouquet at a wedding? Such
practices have become part of our tradi-
tional culture.

Characteristics

In a society with a traditional economy,
the use of scarce resources—and nearly all
other economic activity—stems from ritual,

e

habit, or custom. Habit and custom also
dictate most social behavior. Individuals
are generally not free to make decisions
based on what they want or would like to
have. Instead, their roles are defined by the
customs of their elders and ancestors.

Examples

Many societies—such as the central African
Mbuti, the Australian Aborigines, and other
indigenous peoples around the world—have
traditional economies. The Inuit of northern
Canada in the 1800s provide an especially
interesting case of a traditional economy.

For generations, Inuit parents taught their
children how to survive in a harsh climate,
make tools, fish, and hunt. Their children, in
turn, taught these skills to the next genera-
tion. When the Inuit hunted, it was tradi-
tional to share the spoils of the hunt with
other families. If a walrus or bear was taken,
hunters divided the kill evenly into as many
portions as there were heads of families in
the hunting party. The hunter most responsi-
ble for the kill had first choice, the second
hunter to help with the kill chose next, and so
on. Because the Inuit shared freely and gen-
erously with one another, members of the
hunting party later shared their portions with
other families who had not participated.

The result was that the hunter had the
honor of the kill and the respect of the village,
rather than a physical claim to the entire ani-
mal. Because of this tradition of sharing, a vil-
lage could survive the long, harsh winters as
long as skilled hunters lived in the commu-
nity. This custom was partially responsible for
the Inuit’s survival for thousands of years.

Advantages

The main advantage of a traditional
economy is that everyone knows which
role to play. Little uncertainty exists over

Traditions This woman in Botswana weaves a
basket based on methods handed down by her
ancestors. What are the main characteristics
of a traditional economy?

Gallo Images/Corbis
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g GIobaI Economy

The Great Wal [Mart] of China

What do you and 1 billion Chinese consumers have in
common? Access to a Wal-Mart store. China's member-
ship in the World Trade Organization has opened the
door for capitalist companies to do business in this
communist country. Now a growing number of Wal-

Marts—48 and counting—cater to China’s upper-middle
class. Chinese consumers are pleased with the cleanli-
ness and convenience Wal-Mart has to offer. Joe Hatfield,
president and CEO of Wal-Mart Asia, explains that while
Chinese grocers use fans to scatter flies, “They hold us to
a higher standard than others and to set the expectations
for others to follow.”

While each new store creates roughly 500 new jobs,
the retailer’s presence in China does not come without

controversy. Opponents deride the
company’s low wages—between $84
and $96 per month—and argue that
Wal-Mart encourages exploitation of
Chinese workers. Headlines detailing
the power struggle between the All-
China Federation of Trade Unions
(ACFTUS) and Wal-Mart have drawn
attention to the retailer’s anti-union
stance in a Communist country.
Meanwhile, the world watches as

China seeks to balance modern and ..-"'? :

traditional ways, as well as capitalist
and communist ideologies.

command
economy economic
system with a central

WHAT to produce. If you are born into a
family of hunters, you hunt. If you are born

Command Economies

into a family of farmers, you farm. Likewise, ("CALNGEEY Command economies rely on a authority that makes
little uncertainty exists over HOW to  central authority to make most of the economic the major economic
decisions

decisions.

produce, because you do things much the
same way your parents did. Finally, the
FOR WHOM question is determined by
the customs and traditions of the society. In
some societies, you would provide for your
immediate family. In others, such as the
Inuit, you would share what you have
hunted with all families of the village. In
other words, tradition dictates how people
live their lives.

Disadvantages

The main drawback of a traditional
economy is that it tends to discourage
new ideas and new ways of doing things.
The strict roles in a traditional society
have the effect of punishing people who
act differently or break the rules. The lack
of progress leads to economic stagnation
and a lower standard of living than in
other economic systems.

Describing What are the advan-

tages and disadvantages of a traditional economy?

Claro Cortes IV/Reuters/Corbis

Economics & You As you make career
decisions, does the government or other authority
tell you what to do? Read on to find out how
decisions are made in a command economy.

In a command economy, a central
authority makes the major decisions about
WHAT, HOW, and FOR WHOM to pro-
duce. A command economy can be headed
by a king, a dictator, a president, or anyone
else who makes the major economic
decisions.

Characteristics

In a pure command economy, the gov-
ernment makes the major economic deci-
sions. This means that the government
decides if houses or apartments will be
built. It also decides on the best way to build
them, as well as who will receive them.

Most command economies severely limit
private property rights. People are not
allowed to own their homes, businesses, and

CHAPTER 2 Economic Systems and Decision Making 35



36 UNIT1

Adrian Bradshaw/EPA/Landov

Consumer Goods Command economies often limit the production of consumer goods.
The result is sparsely stocked shelves, such as in this store in Pyongyang, North Korea.
Why might command economies lack consumer goods?

other productive resources, although they
may have some personal items and tools.

Individual freedom also is limited. For
example, if the government wants engineers
rather than social workers, then its universi-
ties will train more engineers. This limits
individual choices because people have to
live within the government’s restrictions.

Finally, government officials tend to
favor themselves when making economic
decisions. The result is that some of the
country’s money often goes to luxury goods
like houses, cars, and extravagant vaca-
tions for these officials.

Examples

Because they tend to be unproductive,
few pure command economies exist today.
North Korea and Cuba are modern exam-
ples, but in the 1970s and 1980s, the

Fundamental Economic Concepts

communist bloc countries of the former
Soviet Union had command economies.

In the former Soviet Union, for example,
the State Planning Commission determined
needs, set goals, and established produc-
tion quotas for major industries. If it wanted
growth in heavy manufacturing, it would
allocate resources to that sector. If it wanted
to strengthen national defense, it directed
resources to military production.

Advantages

The main strength of a command system
is that it can change direction drastically.
The former Soviet Union went from a rural
agricultural society to an industrial nation
in a few decades by emphasizing the
growth of heavy industry. During this
period, the central planning agency shifted
resources on a massive scale.



Another advantage of command econo-
mies, especially those represented by the
former Soviet Union, is that many health
and public services are available to every-
one at little or no cost.

Disadvantages

Pure command economies have their
disadvantages. One is that they ignore the
basic wants and needs of consumers. In the
Soviet Union, for example, generations of
people were forced to do without consumer
goods and adequate housing. Similarly, the
current North Korean government has put
a strong emphasis on defense. In the mean-
time, the North Korean people have been
suffering years of hunger. At times, the
government even had to accept aid from
international sources.

A second disadvantage is that the sys-
tem gives people the incentive to fill their
quotas instead of producing a good prod-
uct. At one time in the former Soviet Union,
quotas for electrical motors were measured
in tons of output. Soviet workers then filled
their quotas by producing the world’s
heaviest electrical motors.

A third weakness is that a command
economy requires a large decision-making
bureaucracy. In the former Soviet Union,
an army of clerks, planners, and other
administrators was needed to operate the
system. This structure slowed decision
making and raised the cost of production.

Yet a fourth weakness is that the plan-
ning bureaucracy lacks the flexibility to
deal with minor day-to-day problems. As a
result, command economies tend to lurch
from one crisis to the next—or collapse
completely, as did the former Soviet
Union.

Finally, rewards for individual initiative
are rare in a command economy. Each per-
son is expected to perform a job in a factory
or on a farm according to the decisions
made by central planners.

Analyzing What are the major

problems with a command economy?

Mike Baldwin/Cornered/Cartoon Stock

Market Economies

In a market economy, consumers
and businesses jointly answer the questions of
WHAT, HOW, and FOR WHOM to produce.

Economics & You Name one or two things you
like about the economic system in the United States.
Read on to learn about the advantages of a market
economy.

In a market economy, people make deci-
sions in their own best interest. In eco-
nomic terms, a market is an arrangement
that allows buyers and sellers to come
together to exchange goods and services. A
market might be in a physical location,
such as a farmers’ market, or on an Internet
site, such as eBay. Regardless of its form, a
market can exist as long as a mechanism is
in place for buyers and sellers to meet.

Characteristics

A market economy is characterized by a
great deal of freedom. People can spend
their money on the products they want
most, which is like casting dollar “votes”
for those products. This tells producers
which products people want, thus helping
them answer the question of WHAT to

market economy
economic system in
which supply, demand,
and the price system
help people make
economic decisions
and allocate resources

market meeting
place or mechanism
that allows buyers and
sellers to come together
(also see page 15)

Market
Economies Ina
market economy,
people have the
freedom to start any
business they

wish. How do the
two entrepreneurs
in the cartoon
reflect this freedom
of choice?

“Forget lemonade. The real money’s in bottled water.”
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capitalism
economic system in
which private citizens
own and use the
factors of production in
order to generate
profits

1]}
2% Skills Handbook

See page R45 to
learn about
Comparing and
Contrasting.

produce. Businesses are free to find the best
production methods when deciding HOW
to produce. Finally, the income that con-
sumers earn and spend in the market deter-
mines FOR WHOM to produce.

Market economies also feature the
private ownership of resources. A market
economy is often described as being based
on capitalism—an economic system where
private citizens own the factors of produc-
tion. The term capitalism draws attention to
the private ownership of resources, while
the term market economy focuses on where
the goods and services are exchanged. As a
result, the two terms focus on different
features of the same economy.

Examples

Many of the most prosperous economies
in the world, such as the United States,
Japan, South Korea, Singapore, Australia,
Great Britain, and parts of Western Europe,
are based on markets and capitalism. While
there are significant differences among
them, these economies share the common
elements of markets and the private own-
ership of resources to seek profits.

m Comparing Economic Systems

Traditional Command

Advantages

The first advantage of a market economy
is its high degree of individual freedom.
People are free to spend their money on
almost any good or service they choose.
They also are free to decide where and
when they want to work, or if they want to
invest further in their own education and
training. At the same time, producers are
free to decide whom they want to hire,
which inputs they want to use, as well as
the way they want to produce.

The second advantage of a market econ-
omy is that it adjusts gradually to change
over time. Prior to 2005, for example, gaso-
line prices were low, so people tended to
buy large gas-guzzling SUVs. When the
price of gas rose sharply in that year, SUV
sales fell, and smaller, more fuel-efficient
vehicles became popular.

A third advantage is the relatively small
degree of government interference. Except
for certain concerns such as national
defense, environmental protection, and
some care for the elderly, the government
normally tries to stay out of the way of
buyers and sellers.

Market

Advantages

» Sets forth certain economic roles
for all members of the community

« Stable, predictable, and
continuous life

* (Capable of dramatic change in a short time

* Many basic education, health, and other
public services available at little or no cost

* Individual freedom for everyone

* Able to adjust to change gradually

* Lack of government interference

* Decentralized decision making

* Incredible variety of goods and services
* High degree of consumer satisfaction

Disadvantages

« Discourages new ideas and
new ways of doing things

« Stagnation and lack of progress

* Lower standard of living

* Does not meet wants and needs of consumers
* Lacks effective incentives to get people to work

* Requires large bureaucracy, which consumes
resources

* Has little flexibility to deal with day-to-day
changes

* Lacks room for individual initiative

P Every society has an economic system. The type of system that is best for a society depends
on its ability to satisfy people’s wants and needs and to fulfill its economic goals.

LSOOI ENTY Which economic system do you think is best able to provide
for the wants and needs of individuals, and why?

* Rewards only productive resources;
does not provide for people too young,
too old, or too sick to work

« Does not produce enough public goods
such as defense, universal education,
or health care

« Workers and businesses face uncertainty
as a result of competition and change



A fourth advantage is that decision mak-
ing is decentralized. Billions, if not trillions,
of individual economic decisions are made
daily. Collectively, people make the deci-
sions that direct scarce resources into the
uses consumers favor most, so everyone
has a voice in the way the economy runs.

A fifth advantage of the market economy
is the variety of goods and services. You
can find ultrasound devices to keep the
neighbor’s dog out of your yard, or you
can download music and video to your cell
phone. In short, if a product can be imag-
ined, it is likely to be produced in hopes
that people will buy it.

A sixth advantage is the high degree of
consumer satisfaction. In a market econ-
omy, the choice one group makes does not
affect the choices of other groups. If 51 per-
cent of the people want to buy classical
music, and 49 percent want to buy rap
music, people in both groups can still get
what they want.

Disadvantages

The market economy does not provide
for everyone. Some people may be too
young, too old, or too sick to earn a living
or to care for themselves. These people
would have difficulty surviving in a pure
market economy without assistance from
family, government, or charitable groups.

A market economy also may not provide
enough of some basic goods and services.
For example, private markets do not ade-
quately supply all of the roads, universal
education, or comprehensive health care
people would like to have. This is because
private producers concentrate on provid-
ing products they can sell for a profit.

Finally, a market economy has a high
degree of uncertainty. Workers might
worry that their company will move to
another country in search of lower labor
costs. Employers may worry that someone
else will produce a better or less expensive
product, thereby taking their customers.

Identifying What are the main

characteristics of a market economy?

Mixed Economies

(WEXL'RGEEY Most economies in the world
today feature some mix of traditional, command,
and market economies.

Economics & You You just learned about tradi-
tional, command, and market economies. Read on to
learn how most societies combine elements of each.

While textbooks identify neat categories
like traditional, command, and market
economies, the real world is not so orderly.
Most countries have mixed economies—
systems that combine elements of all three
types. When we consider political systems
as well as economic systems, the picture
gets even more complicated.

For example, socialism is a mixed eco-
nomic and political system in which the
government owns and controls some, but
not all, of the basic productive resources. In
socialistic countries, the government also
provides some of the basic needs of its peo-
ple, such as education and health care.

An extreme form of socialism is
communism—a political and economic sys-
tem where all property is collectively—not
privately—owned. In a communist system,
labor is organized for the common advantage
of the community, and everyone consumes
according to their needs. In practice, however,
communist governments have become so
involved in economic decisions that they are
often called command economies.

Characteristics

If government or tradition, as well as
markets, answer some of the questions of
WHAT, HOW, and FOR WHOM to pro-
duce, then a society has a mixed economy.
The type of political system in a mixed
economy is less important than the way
basic economic decisions are made.

For example, some mixed economies
have a political system based on democ-
racy, and others do not. The state’s involve-
ment in economic decisions also can vary.
Some governments provide only for basic
needs such as defense, a justice system, and

mixed economy
economic system that
has some combination
of traditional,
command, and market
economies

socialism political
and economic system
in which the
government owns and
controls some factors
of production

communism
economic and political
system in which all
factors of production
are collectively owned
and controlled by the
state
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m The Spectrum of Mixed Economies

P In mixed economies, government involvement can range from providing basic

charts In MOxtjq,,
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or glencoe.com.
public goods to making most economic decisions.
SOOI ENSY What distinguishes socialism from communism?
COMMUNISM SOCIALISM CAPITALISM

Directed by command

Ownership of resources

Directed by the free market

Basic productive resources are
government owned and operated; the

rest are privately owned and operated.

Productive res
are privately o
and operat

ductive resources
vernment owned
d operated.

Allocation of resources

Centralized
anning directs
I resources.

Government plans ways
to allocate resources in
key industries.

Capital for prod
obtained throug
of profits in the

Role of government

rnment makes
Il economic
decisions.

Government directs the

plans in key industries.

completion of its economic

Government may
competition and
public good
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universal education. The more socialistic a
country is, the more it will make major
economic decisions, often with the claim
that this is done for the betterment of the
people. Some governments intervene only
in certain key sectors or industries and
leave the rest to markets. If the government
intervenes too much, a mixed economy can
turn into a command economy.

Examples

There is a wide range of mixed economies.
China has a mixture of traditional, command,
and market economies. While tradition has a
strong influence in rural areas, the govern-
ment makes many of the major economic
decisions and owns many of the factors of
production. China is changing, however. In
recent years the government has allowed
some private ownership of resources, and
capitalism is beginning to flourish.

Fundamental Economic Concepts

In Norway, the government owns the
basic petroleum industry. It uses the reve-
nue from the sale of oil to other nations to
keep its domestic gas prices low, finance
education, maintain roads, and provide
social welfare for its citizens. Because the
government controls just one industry, the
mixed economy is based on capitalism and
markets with some elements of socialism.

Cuba and North Korea today are very
similar to the former Soviet Union, where a
socialist government controlled resources to
provide for all the people. However, the
ownership and control of resources were so
extensive that many economists thought of
the country as a command economy.

Advantages

One advantage of a mixed economy is that
it provides assistance for some people who
might otherwise be left out. All societies


http://glencoe.com

include some people who are too young, too
old, or too sick to provide for themselves, for
example, and most societies have traditions
that address some of these concerns.

If the society has a democracy, voters
can use their electoral power to affect the
WHAT, HOW, and FOR WHOM decisions
even if the government owns no produc-
tive resources. For example, the govern-
ment can pass laws to provide aid for those
most in need or to fund road construction.

Under socialism, the FOR WHOM ques-
tion is addressed more directly. Ideally,
those who are not fortunate or productive
enough to take care of themselves still share
certain benefits, such as free or low-cost
public housing, transportation, medical
care, and education.

Disadvantages

While mixed economies tend to provide
more services, the costs for these benefits
can mean higher costs for citizens overall.
Germany, for example, offers a wide range
of benefits, but it also has a high tax rate.
During economic downturns, when the
government collects fewer taxes, less

money is available for these programs. The
German government has discussed placing
limits on benefits, such as unemployment
and welfare, because of lower revenues.

In some socialist countries, the availabil-
ity of services may be limited or the quality
may deteriorate over time. Today, for exam-
ple, Cuba claims that it has free health care
for everyone, but the care is substandard
for everyone except high-ranking members
of the Communist Party and those willing
to pay for services in dollars.

Historically, both socialism and commu-
nism have proved to be less efficient than
capitalism. For example, if workers receive
government guarantees of jobs, more work-
ers may be hired in a plant than are neces-
sary, driving up production costs.

Because socialism has proved to be so
inefficient, many socialistic countries today
allow more capitalist development. This is
especially true in China, where the emer-
gence of capitalism has helped the country
to become one of the major economic pow-
ers in the world today.

VALY Explaining How can you explain

the range of mixed economies in the world?

SECTION
Vocabulary 3. Explain how a command economy differs from the
1. Explain the significance of economic system, traditional other economic systems.

economy, command economy, market economy,
market, capitalism, mixed economy, socialism, and

communism.

Main Ideas

Critical Thinking
4. Why do market economies tend to be
more efficient than traditional or command economies?

5. Analyzing Visuals Look at the chart on page 40. Why

2. Describing Use a graphic organizer like the one below does the top row show arrows on the left and right?

to describe how economic systems answer the basic

economic questions.

6. Inferring Why are market economies more innovative
than either traditional or command economies?

WHAT. HOW. and FOR WHOM? 7. Analyzing How does a traditional economy differ from

Traditional economy

a mixed economy like that of the United States today?

Command economy

Applying Economics

Market economy

8. Mixed Economy List specific examples to illustrate why

Mixed economy

the U.S. economy is categorized as a mixed economy.
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The Home Depot®

Fast Rise to Riches

In 1978, co-founders Bernie Marcus and Arthur
Blank tapped into America’s love of “big” and
bargains when they started a chain of retail ware-
houses stacked floor to ceiling with everything a
builder or homeowner could want or need. Thus
The Home Depot® was born.

Lagging Sales
In the early 2000s, however, Home Depot’s
largest competitor, Lowe’s, gained sales faster.
Its secret? Focusing on women customers. The
home-improvement market is huge, estimated
at a quarter of a
trillion dollars.
Roughly one-fourth
of that (over $50
billion) consists of
purchases made
by women. Hard-
ware retailers big
and small began
courting women—
with features such
as brighter light-
ing, wider aisles,
and easy-to-reach
shelves.

42 UNIT1 Fundamental Economic Concepts

NET SALES FOR THE HOME DEPOT AND LOWE’S, 1996-2005
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“Do It Herself”

The Home Depot decided to jump on the
bandwagon, but it took this courtship one step
further. It set up nationwide Do-It-Herself
Workshops, taught by experienced Home Depot
associates who offer hands-on demonstrations and
step-by-step instructions for completing a project.
The first workshop took place in May 2003. A little
over a year later, more than 200,000 women had
attended one of the Do-It-Herself remodeling
workshops.

Today The Home Depot is the world’s second-
largest retailer, after Wal-Mart. As of spring 2006,
the company operated 2,054 stores in 50 states, the
District of Columbia, Puerto Rico, U.S. Virgin
Islands, 10 Canadian provinces, and Mexico.

Analyzing the Impact

1. Summarizing How did The Home Depot market its
stores toward women?

. Making Inferences Think about recent television and
magazine advertisements. Which gender do you feel
marketers were targeting? Describe five products and
the “hook” used to capture the consumer’s attention.




SECTION

2

Evaluating Economic
Performance

GUIDE TO READING

Section Preview

In this section, you will learn how economic freedom,
economic security, and economic equity are related
to the level of satisfaction people have with their
economic systems.

Content Vocabulary

° minimum wage (p. 44) * inflation (p. 45)
* Social Security (p. 45) * fixed income (p. 45)

Academic Vocabulary

* adverse (p. 45) * accommodate (p. 46)

Fruits That Go Fizz

Schoolkids in Oregon are trying something new at
lunch: carbonated fruit that the Fizzy Fruit Co. hopes
will lead to effervescent profits. Founder Galen Kaufman
discovered his product when he ate a pear that had been
stored in dry ice, which is made of carbon dioxide. The
pear was fizzy and sweet, and ever since, Kaufman’s been

trying to commercialize the idea.

Not a few exploded kitchen experiments later, Kaufman
has found his market. School-lunch supplier Sodexho has
been serving the fruit in a pilot project at 14 Oregon schools,
and it is expected to be in about 500 schools nationally by
next month. Fizzy Fruit will also soon be sold in vending
machines and at convenience stores. The trick is in the
packaging. Because the fruit loses its fizz within about 20
minutes of being exposed to air (think of a soda bottle
left uncapped), it’s got to be wrapped tight. W

When Galen Kaufman discovered that
fruit could fizz, he made it his goal to mar-
ket the idea. Economic systems also have
goals. These goals provide a way to guide
economic decisions. They can also help
people measure how well the system is
working to meet its goals.

Getty Images

Reading Strategy

Differentiating As you read the section, identify
seven major economic and social goals by completing
a graphic organizer like the one below.

If our economic system fails to achieve
our goals, we may decide to seek changes.
We could demand laws to modify the sys-
tem until our needs are met. In the United
States, efforts to meet our economic and
social goals have caused the economy to
evolve slowly over time.
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minimum wage
lowest legal wage that
can be paid to most
workers

Economic
Freedom
Americans are free to
open any business
they choose, such as
this music store.
How might the
goal of economic
freedom conffict
with other goals?

Chuck Savage/Corbis

Economic and Social
Goals

LNEERY Americans share several major
economic and social goals.

Economics & You As you approach graduation,
what kinds of goals have you set for your future?
Read on to learn about the economic goals of the
nation.

In the United States, people share many
broad economic and social goals. While it
might be difficult to find all of our goals
listed in any one place, they are repeated
many times in statements made by friends,
relatives, community leaders, and elected
officials. We can categorize those state-
ments into seven major economic and social
goals.

Economic Freedom

Americans traditionally place a high
value on the freedom to make their own
economic decisions. They like to choose
their own occupations, employers, and
uses for their money. Business owners like
the freedom to choose where and how they

produce. The belief in economic freedom,
like the belief in political freedom, is one of
the cornerstones of American society.

Economic Efficiency

Most people recognize that resources are
scarce and that factors of production must
be used wisely. If resources are wasted,
fewer goods and services can be produced
and fewer wants and needs can be satis-
fied. Because economic decision making
must be efficient, economic efficiency is
also one of our major goals.

Economic Equity

Americans have a strong tradition of
justice, impartiality, and fairness. Many
people, for example, believe in equal pay
for equal work. As a result, it is illegal to
discriminate on the basis of age, sex, race,
religion, or disability in employment. At
the national level, we have established the
minimum wage—the lowest legal wage
that can be paid to most workers. While
not everyone supports it, the minimum
wage does put a floor on the amount of
income that some workers earn.



Most people believe that advertisers
should not be allowed to make false claims
about their products. Many states even
have “lemon laws” that allow new car buy-
ers to return cars with too many defects.

Economic Security

Americans desire protection from such
adverse economic events as layoffs and
illnesses. As a result, many states have set
up programs to help workers who lose
their jobs through no fault of their own,
and many employers have insurance plans
to cover the injuries and illnesses of their
workers. At the national level, Congress
has set up Social Security—a federal pro-
gram of disability and retirement benefits
that covers most working people.

More than 90 percent of all American
workers participate in the Social Security
system. Retirees, survivors, disabled per-
sons, and Medicare recipients are eligible
for benefits. Survivors are spouses and
children of deceased persons covered by
Social Security. Medicare also provides
health insurance for persons 65 or older.

Full Employment

When people work, they earn income by
producing goods and services for others.
Without jobs, people cannot support
themselves or their families, nor can they
produce output for others. As a result,
most people want their economic system
to provide as many jobs as possible. The
goal of full employment even became law
when Congress passed the Employment
Act of 1946 in an effort to avoid the wide-
spread joblessness before World War II.

Price Stability

Another goal is to have stable prices. If
inflation—a rise in the general level of
prices—occurs, workers need more money
to pay for food, clothing, and shelter. People
who live on a fixed income—an income
that does not increase even though prices
go up—find that bills are harder to pay and
planning for the future is more difficult.

Did You Know¢

@ 1@U OAIF

~» On Easy Street? The earliest reported recipient of Social Security
was Ernest Ackerman, a retired Cleveland motorman. Ackerman retired
one day after the Social Security program began. In return for the
nickel withheld from his pay for this one day, he received a lump-sum
payment of 17 cents, barely higher than the smallest payment ever of
5 cents. Such lump sum payments were made until 1942, with an

average payment of $58.06. Ida May Fuller from Ludlow, Vermont,
became the first recipient of monthly Social Security benefits.

High rates of inflation can even discourage = Social Security
business activity. During times of inflation,  federal program of
interest rat n loans tend to increa disability and
interes 'ra €s o .0 s te O INCIEASE  retirement benefits that
along with the prices of goods and serv-  covers most working
ices. If interest rates get too high, they can = people
discourage both borrowing and spending
by businesses. Price stability adds a degree
of certainty to the future for businesses and

consumers alike. fixed income
income that does not
increase even though

Economic Growth prices go up

The last major goal of most Americans is
economic growth. Most people hope to
have a better job, a newer car, their own
home, and a number of other things in the
future. Overall growth enables more peo-
ple to have more goods and services.
Because the nation’s population is likely to
increase, economic growth is necessary to

inflation rise in the
general level of prices

meet everyone’s needs.

Future Goals

The seven goals we have discussed so
far are the ones on which most people seem
to agree. As our society evolves, however,
it is possible for new goals to develop. Do
people feel that a cleaner environment is
important enough to be added to the list of
goals? Should we add the preservation of
endangered species such as the California
Channel Islands fox? In the end, we are the
ones who decide on the goals that are most
important to us, and it is entirely possible
that our goals could change in the future.

Interpreting What major themes

can you identify in the list of seven economic goals?
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Resolving Trade-Offs

How are trade-offs among goals resolved?
In most cases, people compare their estimate

See page R48 to

learn about Among Goals of the costs to their estimate of the benefits,
Problems ﬂﬂd .................................................................. .. .

o T Conflicts among goals can be and then vote for political candidates who

SECTION

2

solved by comparing the cost of a goal to its
benefit.

Economics & You You learned earlier about
trade-offs when deciding how to spend a monetary
gift of $100. Read on to find out how trade-offs also
apply to economics goals.

People often have different ideas about
how to reach a goal, or the goals themselves
might conflict. Even our economic policies
have opportunity costs.

For example, a policy that keeps foreign-
made shoes out of the United States could
help achieve the goal of full employment in
the domestic shoe industry, but it could
work against individual freedom if people
have fewer choices of shoes to buy.

Even an increase in the minimum wage
involves a conflict of goals. On one hand,
supporters of the increase argue that an
increase is the equitable, or “right,” thing
to do. Opponents argue that an increase may
cause fewer workers to be hired. In addition,
it restricts the freedom of employers to pay
wages that they think are fair.

back their position. If the majority of voters
feel that the minimum wage is too low, then it
will be raised. The minimum wage then tends
to stay at this new level until the majority of
people feel that it needs to be changed again.

People, businesses, and government are
usually able to resolve conflicts among
goals. Fortunately, the economic system of
the United States is flexible enough to allow
choices, accommodate compromises, and
still satisfy the majority of Americans.

In a democratic society, government
reflects the will of a majority of its people.
As a result, many government functions
reflect people’s desire to modify the eco-
nomic system to achieve their economic
goals. A program such as Social Security, as
well as laws dealing with child labor and
the minimum wage, reveal how Americans
have modified their free enterprise economy.
This system most likely will undergo fur-
ther change as the goals and objectives of
the American people change.

Explaining Why do trade-offs

among goals exist?

. Vocabulary
: 1. Explain the significance of minimum wage, Social
Security, inflation, and fixed income.

Main Ideas

: 2. Explain why it is important for a nation to set economic

Critical Thinking

4. AUELITHGEERY How does an increase in the minimum
wage involve a conflict of goals?

5. Inferring What can Americans do to influence the

economic goals of the nation?

6. Applying How do laws against false or misleading
advertising promote the goal of economic equity?

Applying Economics

7. Economic Security Interview a friend or relative who

and social goals.

. 3. Determining Cause and Effect Use a graphic organizer
like the one below to illustrate how economic and social
goals may conflict with one another.

Action: helps [ Goal: is retired or approaching retirement to find out if he or
prohibit achieve she believes the government has achieved the goal of
imports of works [ Goal: economic security for its senior citizens, and why. Write
foreign cars [ aoainst a paragraph to describe these views and explain why

you agree or disagree with them.
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BusinessWeek NEwscCLIP

e do not usually associate economic efficiency with fun.
In the past few years, though, some companies have
found a new and unusual tool to make job training more

efficient—and more fun.

On-the-Job Video Gaming

Laura Holshouser’s favorite video games include
Halo, Tetris, and an online training game developed
by her employer. A training game? That’s right.
The 24-year-old graduate student, who manages a
Cold Stone Creamery ice-cream store in Riverside,
Calif., stumbled across the game on the corporate
Web site in October.

It teaches portion control and customer service
in a cartoon-like simulation of a Cold Stone store.
Players scoop cones against the clock and try to
avoid serving too much ice cream. The company
says more than 8,000 employees, or about 30% of
the total, voluntarily downloaded the game in the
tirst week. . . .

The military has used video games as a training
tool since the 1980s. Now the practice is catching
on with companies, too. . . . Corporate trainers are
betting that games’ interactivity and fun will hook
young, media-savvy employees like Holshouser
and help them grasp and retain sales, technical,
and management skills. . . .

Cost of traditional training

§736 per employee
Number of employees who
8,000 download the game in the
first week
Cost of traditional training
$5,888,000 for 8,000 employees
$500,000 Average cost of corporate

training game

Companies like video games because they are cost-
effective. Why pay for someone to fly to a central
training campus when you can just plunk them down
in front of a computer? Even better, employees often
play the games at home on their own time. . . .

Games are especially well-suited to training
technicians. . . . Last year, Cisco rolled out six new
training games—some of them designed to teach
technicians how to build a computer network. It’s
hard to imagine a drier subject. Not so in the vir-
tual world. In one Cisco game, players must put
the network together on Mars. In a sandstorm. . . .
Sounds suspiciously like fun.

—Reprinted from BusinessWeek

Examining the Newsclip

1. Summarizing How has on-the-job video gaming made
workers and companies more efficient?

2. Analyzing How do companies make video training
games appealing for their employees?

CHAPTER 2 Economic Systems and Decision Making 47

Persuasive Games



SECTION

=23 American Free Enterprise

free enterprise
capitalistic economy
in which competition
is allowed to flourish
with a minimum of
government
interference
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GUIDE TO READING

Section Preview

In this section, you will learn how under capitalism
the basic economic decisions of WHAT, HOW, and
FOR WHOM to produce are made through the free
interaction of individuals looking out for their own
best interests.

Content Vocabulary

* free enterprise (p. 48) * competition (p. 50)

* voluntary exchange (p. 499 * consumer

* private property rights sovereignty (p. 51)
(p. 50) * mixed or modified

e profit (p. 50) free enterprise

e profit motive (p. 50) economy (p. 53)

Hot Growth at Claire’s

When Bonnie and Marla Schaefer became vice-CEOs of
Claire’s Stores Inc., they had much to prove to the company’s
board. Within a few years they did just that: profits nearly
doubled, earning Claire’s a slot on BusinessWeek’s 2005 list of

Hot Growth companies.

How did the sisters do it? One way was to focus on a troubled
recent acquisition they renamed Icings. The new store appeals to
the 17-to-27 crowd. Unlike their father, Rowland Schaefer, founder
and former CEO of Claire’s, the sisters use market research to
identify teen trends. They also licensed popular celebrities such
as Mariah Carey to provide cosmetics and jewelry lines.

Academic Vocabulary

* incentive (p. 50)
e catalyst (. 51)
* regulator (p. 52)

Reading Strategy

Listing As you read the section, complete a graphic
organizer like the one below to identify the five
characteristics of a free enterprise economy. Then
provide an example of each.

Characteristic Example

The sisters won'’t stop there. The company already has stores in
Europe and Japan, and franchises are now expanding into other continents. H

C apitalism has become the economic
system of choice in many parts of the world
because of its ability to generate wealth,
just as it has for Claire’s. Capitalism, as you
have learned, is an economic system in
which private citizens own and use the fac-
tors of production to generate profits.

The U.S. economy is based on free enter-
prise. Under free enterprise, resources are

Fundamental Economic Concepts

privately owned, and competition is
allowed to flourish with a minimum of
government interference. We often use
the terms capitalism and free enterprise
interchangeably, but they have different
meanings. While capitalism stands for the
private ownership of resources, free enter-
prise is the unhindered use of privately
owned resources to earn profits.



Characteristics of Free
Enterprise Capitalism

(WLUNREEEY The American economy
incorporates the main characteristics of a free

enterprise economy.

Economics & You How much freedom do you
have to make your own economic choices? Read on
to learn how this freedom characterizes our own
market economy.

A capitalistic free enterprise economy has
five important characteristics: economic free-
dom, voluntary exchange, private property
rights, the profit motive, and competition.

Economic Freedom

Economic freedom means more than
being able to buy the things you want. It
means that you have the freedom to choose
your occupation, your employer, and your
job location. You can even leave your current

job and move on to another job that offers
greater opportunity.

Businesses also enjoy considerable eco-
nomic freedom. They are free to hire the
best workers, and they are free to produce
the products they feel will be the most prof-
itable. Businesses can make as many items
as they want, sell them wherever they
please, and normally charge whatever price
they choose. In short, they are free to risk
success or failure.

Voluntary Exchange

A second characteristic of capitalism is
voluntary exchange—the act of buyers
and sellers freely and willingly engaging
in market transactions. Voluntary transac-
tions benefit both the buyer and the seller,
or the exchange would never occur.

For example, when buyers spend their
money on a product, they act on a belief
that the item they purchase is of greater

m Characteristics of Free Enterprise Capitalism

Economic freedom:
People may choose their jobs, employers,
and how to spend their money.
Businesses may choose what
products to sell and how much
to charge for them.

Private property rights:
People may control
their possessions
as they wish.

Competition:
Producers and sellers compete with one another
to attract consumers, while lowering costs.
Consumers compete with one another to obtain
the best products at the lowest prices.

voluntary
exchange act of
buyers and sellers
freely and willingly
engaging in market
transactions

Voluntary exchange:
Buyers and sellers may engage
freely and willingly

in market transactions.

Profit motive:

People and organizations
may improve their material
well-being by making money.

P> “Free enterprise capitalism” describes a market economy in which private citizens own the
factors of production and businesses compete with minimal government interference.

OO ENTSY  What items are included in the category of private property?
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private property
rights fundamental
feature of capitalism
that allows individuals
to own and control
their possessions as
they wish

profit extentto
which persons or
organizations are
better off financially at
the end of a period
than they were at the
beginning

profit motive
incentive that
encourages people
and organizations to
improve their financial
and material
well-being

competition the
struggle among sellers
to attract consumers

Personal Finance
rdHandbook

See pages R6-R9
for more information
on saving and
investing.
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value than the money they give up—or
they would not make the purchase. When
sellers exchange their products for cash,
they believe that the money they receive is
more valuable than the product they sell—
otherwise they would not make the sale.

Private Property Rights

Another major feature of capitalism is
private property rights, which allow people
to own and control their possessions as they
wish. People have the right to use or even
abuse their property as long as they do not
interfere with the rights of others.

Private property gives people the
incentive to work, save, and invest. When
people are free to do as they wish with their
property, they are not afraid to accumulate,
improve, use, or lend it. They also know they
can keep any rewards they might earn.

Profit Motive

Under free enterprise capitalism, people
are free to risk any part of their wealth in a
business venture. If it goes well, they will
earn rewards for their efforts. If it goes
poorly, however, they could lose part or all
of their investment.

Profit is the extent to which persons or
organizations are better off financially at
the end of a specific period than they were
at the beginning. The profit motive—the
incentive that encourages people and orga-
nizations to improve their material well-
being—is largely responsible for the growth
of a free enterprise system.

Competition

Capitalism thrives on competition—the
struggle among sellers to attract consumers.
Competition is possible because individual
entrepreneurs have the freedom to produce
the products they think will be the most
profitable. Free enterprise capitalism allows
competition to flourish, benefiting both pro-
ducers and consumers alike.

Summarizing How does voluntary

exchange work in the free enterprise economy?

Fundamental Economic Concepts

The Role of the
Entrepreneur

Entrepreneurs are the driving
force of the free enterprise system.

Economics & You C(an you think of a successful
entrepreneur and the business he or she runs? Read
on to learn why entrepreneurs are important in a free
enterprise economy.

The entrepreneur plays one of the most
important roles in the free enterprise econ-
omy. The entrepreneur organizes and man-
ages land, capital, and labor in order to
seek the reward called profit.

Entrepreneurs are the people who start
up new businesses such as restaurants,
automobile repair shops, Internet stores,
and video arcades. They include people
who may have worked for others at one
time, but who decided to quit and start
their own businesses. Entrepreneurs want
to “be their own boss” and are willing to
take risks to make their dreams come true.

Many entrepreneurs fail. Others survive
and manage to stay in business with vary-
ing degrees of success. A few, and only a
very few, manage to become fantastically
wealthy. Well-known entrepreneurs
include Robert Johnson, founder of BET,

Robert Johnson
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Bill Gates, who founded Microsoft, and
Mary Kay Ash, who founded Mary Kay
Cosmetics.

Despite the high rate of failure among
entrepreneurs, the dream of success is often
too great to resist. The entrepreneur is both
the spark plug and the catalyst of the free
enterprise economy. When an entrepreneur
is successful, everybody benefits. The
entrepreneur is rewarded with profits, a
growing business, and the satisfaction of a
job well done. Workers are rewarded with
more and better-paying jobs. Consumers
are rewarded with new and better prod-
ucts. The government is rewarded with a
higher level of economic activity and larger
tax receipts that can be used to build roads,
schools, and libraries for people not even
connected with the original entrepreneur.

It does not stop there. Successful entre-
preneurs attract other firms to the industry
who rush in to “grab a share” of the profits.
To remain competitive and stay in busi-
ness, the original entrepreneur may have to
improve the quality of the product or cut
prices, which means that customers can
buy more for less. In the end, the entrepre-
neur’s search for profits can lead to a chain
of events that brings new products, greater
competition, more production, higher qual-
ity, and lower prices for consumers.

Analyzing Why are entrepreneurs

considered both spark plugs and catalysts of the free
enterprise economy?

™
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The Role of the
Consumer

The economy in the United States
adapts to consumers’ wants.

Economics & You When you go shopping and
cast your dollar “votes,” do you realize that you are
helping to answer the question of WHAT to produce?
Read on to learn how consumers help decide what
products are offered in a free market economy.

Consumers have power in the economy
because ultimately they determine which
products are produced. If consumers like a
new product, the producer will be rewarded
with profits. If consumers do not buy it, the
firm may lose money or even go out of busi-
ness. The term consumer sovereignty recog-
nizes the role of the consumer as sovereign,
or ruler, of the market. The phrase “the cus-
tomer is always right” reflects this power.

In recent years, producers have had out-
standing successes with products ranging
from video games to Internet search engines
such as Google. Other products—includ-
ing “Crystal” Pepsi, celery-flavored Jell-O,
and Dr. Care’s aerosol toothpaste (which
kids discovered they could spray around
the bathroom)—were rejected.

In addition, consumers” wants change
constantly as people are exposed to new
ideas and products. Today, Americans pur-
chase more home computers every year
than TV sets, even though computers were

I 4
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consumer
sovereignty role
of consumer as ruler
of the market when
determining the types
of goods and services
produced

5A%4 Skills Handbook

See page R40 to
learn about
Analyzing
Information.

Entrepreneurs and
Consumers

Some entrepreneurs,
like Robert Johnson,
develop corporations
for consumers nation-
wide, while others
serve local customers.
How do consumers
influence the
economy?

photo: Hot dog stand
in Los Angeles



barely known just 25 years ago. They buy
products all over the world and frequently
use the Internet to research products and
make purchases.

The dollars consumers spend in the mar-
ketplace are the “votes” that give them a say
inwhatis, and whatis not, produced. Because
of this, consumers play an important role in
the American free enterprise economy.

Summarizing What role do

consumers play in a free enterprise system?

CAREERS

Construction and
Building Inspector
(Zoning Officer)

The Work

* Examine the construction or

repair of buildings, sewer and
water systems, dams, bridges,
highways, and streets to ensure
compliance with building
codes, zoning regulations, and
contract specifications

* Review blueprints, write reports and detailed logs, and
schedule inspections

Qualifications

* Profound knowledge of construction materials and practices

* Experience with survey instruments, metering devices, and
test equipment

* Degree or certificate in building inspection with an emphasis
on blueprint reading, construction technology, drafting,
mathematics, and English and Spanish

* Background in engineering or architecture or a degree from
a community college

Earnings

* Median annual earnings: $43,670

Job Growth Outlook

* Faster than average

Source: Occupational Outlook Handbook, 2006—2007
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The Role of Government

The economic role of the U.S.
government is decided by its citizens.

Economics & You What economic roles do
you think federal, state, and local governments play
in your life? Read on to learn how the government
has modified our country’s economic system.

The role of government—whether
national, state, or local—stems from the
desires, goals, and aspirations of its citi-
zens. Government has become involved in
the economy because the citizens want it
that way. Consequently, government has
become a protector, provider, regulator,
and consumer. In general, the role of gov-
ernment in the economy is justified when-
ever the benefits outweigh the costs.

Protector

As protector, the United States govern-
ment enforces laws such as those against
false and misleading advertising, unsafe
food and drugs, environmental hazards,
and unsafe automobiles. It also enforces
laws against abuses of individual free-
doms. Employers, for example, cannot dis-
criminate against workers because of their
age, gender, race, or religion.

Provider

All levels of government provide goods
and services for citizens. The national gov-
ernment supplies a system of justice and
national defense. It provides subsidies to
parts of the economy, such as agriculture.
In addition, it gives funding to state and
local governments for some programs such
as road construction. State governments
provide education, highways, and public
welfare. Local governments provide parks,
libraries, sanitation, and bus services.

Regulator

In its role as a regulator, the national gov-
ernment is charged with preserving compe-
tition in the marketplace. It also oversees
communications, interstate commerce, and



even entire industries, such as banking and
nuclear power. Many state governments
oversee insurance rates, while local govern-
ments regulate economic activity with
building and zoning permits.

The regulatory role of government is
controversial. Most businesses do not like
to be told how to run their affairs.
Consumers, however, do not always know
when they are at risk from hazards, such as
potential poisoning from unsafe food prep-
aration or false and misleading advertising
from some companies. As a result, they
want the government to monitor and regu-
late such activities.

Consumer

The tasks of protecting, providing, and
regulating are expensive. All levels of gov-
ernment, like any business, consume scarce
resources to fulfill their role. Government
has grown so much in recent years that it is
now the second-largest consuming unit
in the economy, after the consumer
sector, eclipsing spending by all private
businesses combined. You will learn later

SECTION

Vocabulary

1. Explain the significance of free enterprise, voluntary
exchange, private property rights, profit, profit motive,
competition, consumer sovereignty, and mixed or

modified free enterprise economy.

2. Describe the five major characteristics of a free enterprise
system by completing a graphic organizer like the one below.

Free Enterprise

3. Explain the differences in the roles of entrepreneurs,

consumers, and the government.

in this textbook how the government
collects and spends the money required
to accomplish these tasks.

Modified Free Enterprise

Perhaps an unintended consequence of
government’s role as protector, provider,
regulator, and consumer is the emergence
of the mixed, or modified free enterprise
economy. In this economy, people and
businesses carry on their economic affairs
freely, but they are subject to some govern-
ment intervention and regulation.

Some people prefer to have no govern-
ment involvement in the economy, but this
is not possible. After all, some services,
such as national defense and a system of
laws and justice, cannot be supplied by the
private sector alone. Unfortunately there is
no clear answer to the question of how
much government involvement is neces-
sary, but if it changes, it will be because the
voting public wants it that way.

Explaining Why do Americans

want government to play a role in the economy? Use
specific examples.

Critical Thinking

and is not produced?

mixed or
modified free
enterprise
economy economy
where people carry on
their economic affairs
freely but are subject
to some government
intervention and
regulation

3 Review

4. QUEY:IREEEY When consumers cast their “votes” in a
free enterprise economy, how do they influence what is

5. Analyzing Visuals Look at the photo on page 51. How
are the consumers demonstrating their sovereignty?

[-}]

free enterprise?

Applying Economics

. Drawing Conclusions How is the protection of private
property rights necessary to the other characteristics of

7. Analyzing Explain why entrepreneurs are the driving
force of the free enterprise system.

8. Voluntary Exchange Cite at least three examples of
voluntary exchanges you made this week. How are you
better off by having made the exchanges? Did the

person with whom you exchanged gain too? How?
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ENTREPRENEUR

Profiles in Economics

Tony Hawk «sss-)

® professional athlete at age 14 and best skateboarder in the
world by age 16

® owner of a successful business empire based on
resurgence of skateboarding and name recognition

Making a Name

Tony Hawk did not set out to become a businessman. When his brother gave
him his first skateboard at age nine, all he wanted to do was have some fun. But
he was determined that he would learn how to ride it. This determination—and
6 hours of skateboarding a day—led to success. By age 16, Hawk was the best
skateboarder in the world. He also opened a skateboarding company, Birdhouse
Projects, that brought him his first big financial success.

The Hawk Takes Off

While Hawk had made a name for himself, skateboarding itself faded in
popularity, and with it Hawk’s company. Then ESPN decided to broadcast the
X Games in 1995. The show’s immense success revitalized the skateboarding
phenomenon and brought Hawk’s name into the mainstream. At the end of his
competitive career in 1999, Hawk had won 73 first-place competition titles,
created some 80 new tricks, and pioneered a new form of vertical skateboarding.

Hawk’s skills piqued the interest of software developer Activision. In 1998 the
company approached him with an idea for his own skateboarding video game.
Hawk wanted to “make sure that the skating aspect is authentic.” He met weekly
with the game developers, nixing unrealistic moves and refining aerial stunts. The
next year, “Tony Hawk's Pro Skater” flew off the shelves. The Pro Skater games
eventually sold 20 million copies and gave Hawk over $6 million a year in royalties.

In 2002 Hawk launched the Boom Boom HuckJam tour, an extreme sports event that
brings the world’s best skateboarders, BMX bikers, and motocross racers to arenas around
the country. On top of that, his combined brands, which today include skateboards, clothes,
shoes, video games, and action figures, generate about $300 million a year in retail sales.

When Tony Hawk first
started skateboarding, he saw - "
it as a fun way to spend Examining the Profile
some time. Just three years

later, he signed with his first

sponsor, and today he has 2. Making Inferences How do you know that Hawk is careful about which

tu'rn'ed th imto a i lti- products he brands? Explain.
million-dollar business. -

1. Drawing Conclusions How has Tony Hawk used his sport to develop into
an entrepreneur?
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CHAPTER

2 Visual Summary

STUDY
) ixl

Study anywhere, anytime!
Download quizzes and flash cards to your
PDA from glencoe.com.

----- (@ Economic Systems Most countries have a mix of three different types of economic systems.

Traditional

* Most economic activities
based on ritual, habit, or
customs

* Everyone knows which role
to play

e Little innovation

Command

* Government makes all major
economic decisions

* Private property severely
limited

* (Can be adjusted quickly to
meet a country’s demands

* Does not meet all of consumers’
wants and needs

* Isinefficient and discourages
innovation

Market

* People make economic
decisions based on supply,
demand, and the price system

* High degree of individual
freedom and innovation

* Does not provide for the basic
needs of everyone

Mixed

* Provides a mix of all three
economic systems

* Government involvement
varies

* Government provides help to
some people who might
otherwise be left out

* Systems like socialism and
communism are less efficient
than capitalism

:-----(3 Economic and Social Goals In the United States, we share several economic and social goals.

Economic
freedom

Economic
growth

stability

Economic
efficiency

Economicand
Social Goals

Price

Full
employment

Economic
equity

Economic
security

-3 Free Enterprise The U.S. economic system is based on the free enterprise system
: and is characterized by competition and private ownership of resources.

Characteristics

* Economic freedom

* Voluntary exchange

* Private property rights
* Profit motive

* Competition

Role of Entrepreneurs

* Organize land, capital, and
labor in order to seek profit

* Accept the risk of loss
* Decide HOW to produce
* Are innovators and catalysts

Role of Consumers

* Decide WHAT is produced by
how they spend their money

* Spur development of new
products by changing their
wants

Role of Government

* As protector, provider, and
regulator, ensures and enforces
that economic and social
goals are carried out

* Is alarge consumer in the
economy
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Assessment & Activities

2

Review Content Vocabulary

term that best matches each statement below.

capitalism

command economy
consumer sovereignty
economic system

e. private property rights
f. profit motive

g. traditional economy
h. voluntary exchange

& n o

1. the idea that buyers and sellers rule the market

2. asociety’s organized way of providing for its people’s
wants and needs

3. the incentive that encourages people and organizations
to try to improve their material well-being

4. an economic system in which the factors of production
are owned by private citizens

5. the right and privilege to control one’s own possessions

6. an economic system in which ritual, habit, and custom
dictate most economic and social behavior

7. an economic system in which a central authority makes
economic decisions

8. the act of buyers and sellers freely conducting business
in a market

Review Academic Vocabulary

On a separate sheet of paper, define and illustrate each
of the following terms. See the sample below.

Definition Illustration
* Incentive * Something that :‘L *
encourages or L
motivates A F
9. allocate 13. catalyst
10. emphasize 14. regulator
11. stagnation 15. accommodate
12. adverse 16. incentive
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Review the Main Ideas

Section 1 (pages 33-41)

17. Describe the main characteristics of a traditional
economy.

18. Identify the five major weaknesses of a command
economy.

19. Explain who makes economic decisions in a market
economy.

20. Describe the advantages and disadvantages of a mixed
economy.

Section 2 (pages 43-46)

21. Describe how individuals and businesspeople benefit
from economic freedom.

22. Discuss who benefits from economic security.

23. Explain how a society resolves conflicts between
economic and social goals.

Section 3 (pages 48-53)

24. Describe the five major characteristics of free
enterprise.

Free Enterprise

-

25. Explain why entrepreneurs are thought to have
important roles in the economy.

26. Describe how consumers have influenced the success
of products in recent years.

27. List the five major roles that the government plays in
the economy.



Critical Thinking

28.

29.

30.

31.

Some people believe that the profit
motive conflicts with the goals of economic security and
equity. Do you agree? Why or why not?

Understanding Cause and Effect How has the
development of modern transportation and
communication systems affected the type of economy
that exists in the United States?

Making Inferences What incentive does owning
private property give people?

Making Comparisons Reproduce the following
diagram on a separate sheet of paper. Then, in the
spaces indicated, identify several elements of command
and tradition in the U.S. economy that make it a mixed,
or modified private enterprise, economy.

Market
economy

Traditional
economy

Command
economy

Analyzing Visuals

32. Critical Thinking Look at the chart on page 40. Explain

how government involvement differs under communism,
socialism, and capitalism. Where on the spectrum does the
economy of the United States fit, and why?

Math Practice

33.

If the typical minimum-wage employee works 40 hours
a week and has two weeks’ unpaid vacation, how much
will that person earn in a year if the minimum wage is
$5.15/hour? How much extra will that person earn for
every $0.25 increase per hour in the wage?

Etﬂﬂnmiﬂ%UHUHE Self-Check Quiz Visit the

Economics: Principles and Practices Web site at glencoe.com and click
on Chapter 2—Self-Check Quizzes to prepare for the chapter test.

Thinking Like an Economist

34.

Critical Thinking Not all societies have market
economies. Some have command or traditional
economies. Use the discussion of opportunity cost and
cost-benefit analysis in Chapter 1 on pages 20 and 24
to explain why you would or would not like to live in a
society with a different economic system. Prepare a
decision grid similar to the one on page 20 to help you
with your analysis. Write a paragraph that summarizes
your conclusion.

Applying Economic Concepts

35.

36.

Tradition Most people tip for service in restaurants,
but not for service at clothing stores or gas stations.
Explain how this illustrates economic behavior by
tradition rather than by market or command.

Economic and Social Goals Compare the figures
below and then answer the questions that follow.

a. [f the diagram in Figure 1 represents “needs” and
“wants,” how would you label the two diagrams in
the figure? Explain your choice.

b. If the two circles in Figure 2 represent the goals of
economic security and economic equity, where
would you place a federal policy such as the
minimum wage law—in area A, B, or C? Explain
your choice.

¢. If you were to change “Economic security” to
“Economic efficiency” in Figure 2, would this
change your placement of the minimum wage
policy? How?

Figure 1 Figure 2

Economic
equity

Economic
security
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Global Economy

Pirating Intellectual

Property

A major feature of capitalism is the concept of private property rights—the
freedom to own and control your possessions as you wish. Another major
feature is the profit motive—taking a risk with your labor, property, or money
in order to reap financial gains. Unfortunately, in our global economy the risks

you take don't always result in rewards—at least for you.

Stolen Profits

Pirates of intellectual property reduce profits in
some industries by as much as 50 percent. The term
intellectual property (IP) refers to creations of the
mind: inventions, literary and artistic works, sym-
bols, names, images, and designs. Piracy of CDs,
software, and clothing designs has expanded in
recent years, along with counterfeit money and
prescription medications. The illegal trade in
pirated and counterfeit goods costs the legal world
economy an estimated $630 billion per year.

Case Study: China

In Silk Alley, a street in Beijing, bargain hunters
can find just about anything on the cheap, including
inexpensive knockoffs of Gucci, Chanel, Prada, and

PC SOFTWARE MARKET

$60

$52 W 2004 Paid for
[ 2004 Pirated

v
o

o

o

Billions of dollars*
N g S

—_
o

Developed
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Source: Second Annual BSA and IDC Global Software Piracy Study, 2005
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SOFTWARE PIRACY*

Highest piracy rates Lowest piracy rates
Vietnam 92% | Germany 29%
Ukraine 91% | Finland 29%
China 90% | Japan 28%
Zimbabwe 90% | Switzerland 28%
Indonesia 87% | Denmark 27%
Russia 87% | United Kingdom 27%
Nigeria 84% | Sweden 26%
Tunisia 84% | Austria 25%
Algeria 83% | New Zealand 23%
Kenya 83% | United States 21%

*Percentage of software pirated versus paid for
Source: Second Annual BSA and IDC Global Software Piracy Study, 2005

North Face products. Chinese piracy has made a
significant dent in American music, movie, and
software profits. In 2004 alone, U.S. companies lost
an estimated $40 billion to IP piracy, the majority of
which allegedly took place in China.

In the past, China blamed its flourishing culture
of piracy on a myriad of issues. Yet the Chinese
government also fostered a culture of piracy by
maintaining that intellectual property was not an
individual right, but a benefit to the state.

Now that the country is a member of the World
Trade Organization, China must follow market-
economy rules. It did a remarkable job of
cracking down on its own domestic pirates, who
have attempted to profit from the 2008 Beijing
Olympics. U.S. officials now want to see similar
efforts to protect U.S. intellectual property.



Worldwide Problem PIRATED SOFTWARE DOLLAR LOSSES BY REGION (IN MILLIONS)
Piracy has become a worldwide

problem and affects the bottom line
of companies everywhere. IP theft
also raises unemployment rates and
lowers tax revenues, especially in
developing countries. Losses in tax
revenue are more costly than one
might think. Experts estimate that in
four years, a 10 percent drop in the
global piracy rate would add roughly
2.4 million new jobs, $400 billion in
profits, and $67 billion in tax reve-
nues world-wide.

What Does It Mean For You?

While you might think that soft-
ware piracy does not affect you
directly, this is far from the truth.
Companies that lose profits from
IP theft often pass the cost of piracy on to
you—the honest consumer. For every song
or movie downloaded or sold illegally, busi-
nesses must charge paying customers more
to cover their production costs. In addition,
government revenue that could go to your
education, parks, or better roads instead is
funneled into law enforcement to prevent
IP piracy. But perhaps the biggest loser in IP
piracy is creativity. After all, if you were an
artist or designer, would you be willing to
spend your money as well as months or
years of your life to develop a new product,
only to have it copied and your profits taken
away by someone else?

Analyzing the Issue

1. Identifying What economic policy allowed IP
piracy to grow in China?

2. Describing What is the relationship
between piracy rates and developing
countries?

I European Union ($12,151) B Asia Pacific ($7,897)
I North America ($7,549) Rest of Europe ($2,313)
B Latin America ($1,546) Middle East/Africa ($1,239)

Source: Second Annual BSA and IDC Global Software Piracy Study, 2005

photo: A bulldozer destroying pirated CDs,
DVDs, and videos in Moscow, Russia

3. Applying Check your local newspaper,
news magazines, or Internet news sources
for recent articles about intellectual property

L theft. How does IP piracy affect your state?
i
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Business Organizations

Why It Matters

You have an idea for a new
product and you want to set up
a company to market it. You
need $5,000 to get started with
production and advertising. Use
what you have already learned
about the factors of production
to create a list of resources you
will need and where to find
them. Read Chapter 3 to learn
about the different ways to
organize a business.

The BIG Ideas

1. The profit motive acts as an
incentive for people to
produce and sell goods and
services.

2. Governments and institutions
help participants in a market
economy accomplish their
financial goals.

Businesses can be owned P>
by individuals such as this flower

shop owner, by two or more i ok -
partners, or by many stockholders El:nnnl'nltswﬂm_m[ Chapter Overview Visit the
of a large company. Economics: Principles and Practices Web site at glencoe.com and click

on Chapter 3—Chapter Overviews to preview chapter information.
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1 Forms of Business
Organization

GUIDE TO READING

Section Preview

In this section, you will learn about the advantages
and disadvantages of various forms of business
organization.

Content Vocabulary

* sole proprietorship (0. 62) * stock (p. 67)

* proprietorship (. 62) * stockholder (p. 67)

e unlimited liability (o. 633 * shareholder (p. 67)

* inventory (p. 64) ¢ dividend (. 67)

¢ limited life (p. 69) * common stock (p. 67)
* partnership (p. 64) e preferred stock (p. 68)

e general partnership (p. 64) * bond (p. 69)

* limited partnership (. 649) * principal (p. 69)

* corporation (p. 67) * interest (p. 69)

¢ charter (p. 67) * double taxation (p. 69)

Academic Vocabulary

* comprise (p. 62) * entity (p. 63)

Reading Strategy

Contrasting As you read about business organi-
zations, complete a graphic organizer similar to the
one below to show how the three types of business
organizations differ from one another.

Business Organizations

Proprietorship Partnership Corporation

Selling to a Different Beat

Marc Weinstein’s Amoeba Music store stocks 2.5 million titles, half
of which are rare and used vinyl records. With genres ranging from
jazz and hip-hop to Hungarian folk music and Pakistani gawwali,
Amoeba is Weinstein’s alternative to music megastores.

Amoeba’s 1990 launch in Berkeley, California, was risky. Still,
Weinstein and his two partners staked $325,000 in loans and savings
on their vision. The risk yielded sales of $10,000 on opening day.
Today the business has stores in Los Angeles and San Francisco.

And while most of the industry faces declining sales, Amoeba’s sales

continue to rise.

For Weinstein and company, the vision is evolving. Soon Amoeba will
have its own record label and launch a Web site for music downloads.

There are three main forms of business
organization in the economy today—the
sole proprietorship, the partnership, and
the corporation. Each offers its owners
significant advantages and disadvantages.

The type of business an entrepreneur
decides on can have real consequences. If

Marianna Day Massey/ZUMA Press

Marc Weinstein and his co-founders had
organized as a corporation instead of a
partnership, then the corporation would
have to please its stockholders. Instead, the
business was organized as a partnership,
which allows the partners to set their own
criteria for success.

CHAPTER 3 Business Organizations
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sole
proprietorship
or proprietorship
business owned and
run by a single person
who has the rights to
all profits and
unlimited liability for
all debts of the firm

(1T} .
22# Skills Handbook

See page R50 for
more information
on Using Bar and
Circle Graphs.

Sole Proprietorships

Sole proprietorships are easy to
start, but owners have unlimited liability.

Economics & You Have you ever dreamed of
starting your own business? Read on to learn what it
takes to own a business.

The most common form of business
organization in the United States is the
sole proprietorship or proprietorship—a
business owned and run by a single indi-
vidual. Because proprietorships are basi-
cally one-person operations, they comprise
the smallest form of business and have the
smallest fraction of total sales. As Figure 3.1
shows, they are also relatively profitable,
as they bring in about one-fifth of the total
profits earned by all businesses.

Forming a Proprietorship

The sole proprietorship is the easiest
form of business to start because it involves
almost no requirements except for occa-
sional business licenses and fees. Most pro-

prietorships are ready for business as soon

m Business Organizations

Number of organizations

Sales
4.6%

as they set up operations. You could start a
proprietorship simply by putting up a lem-
onade stand in your front yard. Someone
else could decide to mow lawns or open a
restaurant. A proprietorship can be run on
the Internet, out of a garage, or from an
office in a professional building.

Advantages

As you have learned, a sole proprietor-
ship is easy to start up. If someone has an
idea or an opportunity to make a profit, he
or she only has to decide to go into busi-
ness and then do it.

Management also is relatively simple.
Decisions do not require the approval of a
co-owner, boss, or other “higher-up.” This
flexibility means that the proprietor can
make an immediate decision if a problem
comes up.

A third advantage is that the owner can
keep the profits of successful management
without having to share them with other
owners. The owner also has to accept the
possibility of a loss, but the lure of profits
makes people willing to take risks.

Net income (profit)

O Corporations @ Partnerships

‘ Sole proprietorships

Source: 2006 Statistical Abstract of the United States.

P Businesses in the United States can be organized as sole proprietorships, partnerships,
or corporations. Their numbers, sales, and profits vary widely. Corporations make up
only 20 percent of businesses, yet they account for over half of the total net income.

LT TGV ENTSY Which business organization accounts for the largest

amount of sales?



Fourth, the proprietorship does not have
to pay separate business income taxes
because the business is not recognized as a
separate legal entity. The owner still must
pay individual income taxes on profits
taken from the sole proprietorship, but the
business itself is exempt from any tax on
income.

Suppose, for example, Mr. Winters owns
and operates a small hardware store in a
local shopping center and a small auto
repair business in his garage next to his
home. Because neither business depends
on the other, and because the only thing
they have in common is Mr. Winters’s own-
ership, the two businesses appear as sepa-
rate and distinct economic activities. For
tax purposes, however, everything is
lumped together at the end of the year.
When Mr. Winters files his personal income
taxes, the profits from both businesses are
combined with any wages and salaries
from other sources. He does not pay taxes
on either of the businesses separately.

Another advantage of the proprietorship
is the psychological satisfaction many peo-
ple get from being their own boss. These
people often have a strong desire to see
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their name in print, have dreams of great
wealth or community status, or simply
want to make their mark in history.

A sixth advantage is that it is easy to get
out of business. All the proprietor has to do
is pay any outstanding bills and then stop
offering goods or services for sale.

Disadvantages

The main disadvantage of a proprietor-
ship is that the owner of the business has
unlimited liability. This means that the
owner is personally and fully responsible
for all losses and debts of the business. If
the business fails, the owner’s personal
possessions may be taken away to satisfy
business debts.

As an example, let us revisit the earlier
case of Mr. Winters, who owns and oper-
ates two businesses. If the hardware busi-
ness should fail, his personal wealth,
which includes the automobile repair
shop, may be legally taken away to pay off
debts arising from the hardware store.

A second disadvantage of a proprietor-
ship is the difficulty of raising financial
capital. Generally, a large amount of

Sole
Proprietorship
Anyone can start a
business as a sole
proprietor, as this
pharmacist has
done. What are the
advantages of sole
proprietorships?

unlimited
liability
requirement that an
owner is personally
and fully responsible
for all losses and debts
of the business
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inventory stock of
finished goods and
parts held in reserve

limited life
situation in which a
firm ceases to exist
when an owner dies,
quits, or sells the
business

partnership
unincorporated
business owned and
operated by two or
more people who
share the profits and
responsibility for debts

general
partnership form
of partnership where
all partners are equally
responsible for
management and
debts

limited
partnership form
of partnership where
one or more partners
are not active in the
daily running of the
business and have
limited responsibility
for debts
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money is needed to set up a business, and
even more may be required for its expan-
sion. However, banks and other lenders are
often reluctant to lend money to new or
very small businesses. As a result, the pro-
prietor often has to raise financial capital
by tapping savings, using credit cards, or
borrowing from friends and family.

The size and efficiency of a proprietor-
ship also are disadvantages. A retail store,
for example, may need to hire several
employees just to stay open during normal
business hours. It may also have to carry a
minimum inventory—a stock of finished
goods and parts in reserve—to satisfy cus-
tomers or to keep production flowing
smoothly. Because of limited financial capi-
tal, the proprietor may not be able to hire
enough personnel or stock enough inven-
tory to operate the business efficiently.

A fourth disadvantage is that the propri-
etor often has limited managerial experi-
ence. The owner-manager of a small
company may be an inventor who is highly
qualified as an engineer but lacks the “busi-
ness sense” or the time needed to oversee
the growth of the company. This owner
may have to hire others to do the types of
work—manufacturing, sales, and account-
ing—at which he or she is not an expert.

A fifth disadvantage is the difficulty of
attracting qualified employees. Because
proprietorships tend to be small, employ-
ees often have to be skilled in several areas.
In addition, many top high school and col-
lege graduates are more likely to be
attracted to positions with larger, well-
established firms than small ones. This is
especially true when larger firms offer
fringe benefits—employee benefits such as
paid vacations, sick leave, retirement, and
health or medical insurance—in addition
to wages and salaries.

A sixth disadvantage of the sole propri-
etorship is limited life. This means that the
firm legally ceases to exist when the owner
dies, quits, or sells the business.

Describing What are the major

disadvantages of a sole proprietorship?

Fundamental Economic Concepts

Partnerships

In a partnership, each partner
fully shares responsibility for the operation of

the business and all profits or losses.

Economics & You Have you ever had a partner
for a school project? How did you handle individual
tasks, and how were grades assigned? Read on to
find out about issues associated with partnerships.

A partnership is a business that is jointly
owned by two or more persons. It shares
many of the same strengths and weak-
nesses of a sole proprietorship. As shown
in Figure 3.1, partnerships are the least
numerous form of business organization in
the United States, accounting for the sec-
ond smallest proportion of sales and net
income.

Types of Partnerships

The most common form of partnership
is a general partnership, in which all part-
ners are responsible for the management
and financial obligations of the business. In
a limited partnership, at least one partner
is not active in the daily running of the
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business. Likewise, the limited partner only
has limited responsibility for the debts and
obligations of the business.

Forming a Partnership

Like a proprietorship, a partnership is
relatively easy to start. Because more than
one owner is involved, formal legal papers
called articles of partnership are usually
drawn up to specify arrangements between
partners. Although not always required,
these papers state ahead of time how the
expected profits (or possible losses) will be
divided.

The articles of partnership may specify
that the profits be divided equally or by
any other arrangement suitable to the part-
ners. They also may state the way future
partners can be added to the business, and
the way the property of the business will
be distributed if the partnership ends.

Advantages

Like the sole proprietorship, one advan-
tage of the partnership is its ease of startup.
Even the costs of the articles of partnership,

which normally involve attorney fees and a
filing fee for the state, are minimal if they
are spread over several partners.

Ease of management is another advan-
tage. Each partner usually brings a differ-
ent area of expertise to the business: one
might have a talent for marketing, another
for production, another for bookkeeping
and finance, and yet another for shipping
and distribution. While partners normally
agree ahead of time to consult with each
other before making major decisions, part-
ners generally have a great deal of freedom
to make minor ones.

A third advantage is the lack of special
taxes on a partnership. As in a proprietor-
ship, the partners withdraw profits from
the firm and then pay individual income
taxes on them at the end of the year. Part-
ners have to submit special schedules to
the Internal Revenue Service detailing their
profits from the partnership, but this is for
informational purposes only and does not
give a partnership any special legal status.

Fourth, partnerships can usually attract
financial capital more easily than propri-
etorships. They are generally larger and

Partnerships Businesses owned by two or more people are called partnerships.
Lawyers, doctors, and architects often form partnerships to limit overhead costs.
How are partnerships founded?

() Corbis, () Doug Menuez/Getty Images
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Liability In a
partnership, all
partners take on
responsibility for the
debts of the
business. How do
general partner-
ships and limited
partnerships differ?
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“Congratulations on becoming a partner - your
share of company losses are $200,000.”

have a better chance of getting a bank loan.
The existing partners could also take in new
partners who bring financial capital with
them as part of their price for joining.

A fifth advantage of partnerships is the
more efficient operations that come with
their slightly larger size. In some areas,
such as medicine and law, a relatively small
firm with three or four partners might be
just the right size for the market. Other
partnerships, such as accounting firms,
may have hundreds of partners offering
services throughout the United States.

A sixth and final advantage is that part-
nerships often find it easier to attract top
talent than proprietorships. Because most
partnerships offer specialized services, top
graduates seek out stable, well-paying
firms to apply their recently acquired
skills.

Disadvantages

The main disadvantage of the general
partnership is that each partner is fully
responsible for the acts of all other part-
ners. If one partner causes the firm to suffer
a huge loss, each partner is fully and per-
sonally responsible for the loss. This is sim-
ilar to the unlimited liability feature of a

Fundamental Economic Concepts

proprietorship, but it is more complicated
because more owners are involved. As a
result, most people are extremely careful
when they choose a business partner.

In the case of the limited partnership, a
partner’s responsibility for the debts of the
business is limited by the size of his or her
investment in the firm. If the business fails
and debts remain, the limited partner loses
only the original investment, leaving the
general partners to make up the rest.

Another disadvantage is that the part-
nership, like the proprietorship, has lim-
ited life. When a partner dies or leaves, the
partnership must be dissolved and reorga-
nized. However, the new partnership may
try to reach an agreement with the older
partnership to keep its old name.

A third disadvantage is the potential for
conflict between partners. Sometimes part-
ners discover that they do not get along, so
they have to either learn to work together
or leave the business. If the partnership is
large, these types of problems can easily
develop, even though initially everyone
thought they would get along.

Contrasting What are the

differences between a general partnership and a
limited partnership?



Corporations

ULANREEEY Corporations are one of the most
important forms of business and can easily raise
large amounts of financial capital.

Economics & You Do you know someone who
works for a corporation? Read on to learn how
corporations are organized.

Corporations account for only about one-
fifth of the businesses in the United States,
as shown in Figure 3.1, although they are
responsible for a majority of all sales. A
corporation is a form of business organi-
zation recognized by law as a separate legal
entity with all the rights of an individual.
This status gives the corporation the right
to buy and sell property, to enter into legal
contracts, and to sue and be sued.

Forming a Corporation

Unlike a sole proprietorship or partner-
ship, a corporation is a very formal and
legal arrangement. People who want to
incorporate, or form a corporation, must file
for permission from the national govern-
ment or the state where the business will
have its headquarters. If approved, a
charter—a government document that
gives permission to create a corporation—
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is granted. The charter states the compa-
ny’s name, address, purpose, and other
features of the business.

The charter also specifies the number of
shares of stock, or ownership certificates in
the firm. These shares are sold to investors,
called stockholders or shareholders. As
shown in Figure 3.2, stockholders then own
a part of the corporation. The money gained
from the sale of stock is used to set up the
corporation. If the corporation is profitable,
it may eventually issue a dividend—a
check that transfers a portion of the corpo-
rate earnings—to each stockholder.

Corporate Structure

When investors purchase stock, they
become owners with certain ownership
rights. The extent of these rights depends
on the type of stock purchased: common or
preferred.

Common stock represents basic owner-
ship of a corporation. The owner of com-
mon stock usually receives one vote for
each share of stock. This vote is used to
elect a board of directors, which in turn
directs the corporation’s business by set-
ting broad policies and goals. The board
also hires a professional management team
to run the business on a daily basis.
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1/200th

from preferred stock?

corporation form
of business organiza-
tion recognized by law
as a separate legal
entity

charter written
government approval
to establish a
corporation

stock certificate of
ownership in a
corporation

stockholders or
shareholders
people who own a
share or shares of
stock in a corporation

dividend check
that transfers a portion
of the company profits
to stockholders, usually
quarterly

common stock
most frequently used
form of corporate
ownership, with one
vote per share for
stockholders

P If a corporation has 200 shares of stock, and if you could
divide the firm into 200 equal parts, the owner of a single
share of stock would own 1/200th of the corporation.

SO YR How does common stock differ
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preferred stock
form of corporate
ownership without
vote, in which
stockholders get their
investments back
before common
stockholders

Preferred stock represents nonvoting
ownership shares of the corporation.
Because the stock is nonvoting, preferred
stockholders do not have the right to elect
members to the board of directors.
However, preferred stockholders receive
their dividends before common stock-
holders receive theirs. If a corporation
goes out of business, preferred stockhold-
ers get their investment back before com-
mon stockholders get theirs back.

In theory, a stockholder who owns a major-
ity of a corporation’s common stock can elect
board members and control the company. In
some cases, the common stockholder might
elect himself or herself, or even other family
members, to the board of directors.

In practice, this is not done very often
because most corporations are so large
and the number of shares held by the typi-
cal stockholder is so small. Most small

m Corporate Structure

stockholders either do not vote or they turn
their votes over to someone else. This is
done with the use of a proxy, a ballot that
gives a stockholder’s representative the
right to vote on corporate matters.
Although corporations differ in size and
industry, they generally organize in similar
ways. As Figure 3.3 shows, the day-to-day
operations of a corporation are divided
into different departments headed by vice
presidents, who in turn report to the presi-
dent of the company. Neither the president
nor the other employees of the corporation
have direct contact with the owners, or
shareholders, of the company.

Advantages

The main advantage of a corporation is
the ease of raising financial capital. If the
corporation needs more capital, it can sell
additional stock to investors. The revenue
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can then be used to finance or expand oper-
ations. A corporation may also borrow
money by issuing bonds. A bond is a writ-
ten promise to repay the amount borrowed
at a later date. The amount borrowed is
known as the principal. While the money is
borrowed, the corporation pays interest, the
price paid for the use of another’s money.

A second and very important advantage
is that the corporation provides limited
liability for its owners. This means that the
corporation itself, not its owners, is fully
responsible for its obligations. To illustrate,
suppose a corporation cannot pay all of its
debts and goes out of business. Because of
limited liability, stockholder losses are lim-
ited to the money they invested in stock.
Even if other debts remain, stockholders
are not responsible for them.

Some firms will incorporate just to take
advantage of the limited liability. For exam-
ple, suppose Mr. Winters, who owns the
hardware store and the auto repair business,
now decides to set up each business as a sep-
arate corporation. If the hardware business
should fail, his personal wealth, which
includes stock in the automobile repair busi-
ness, is safe. Mr. Winters may lose all the
money invested in the hardware business,
but that would be the extent of his loss.

From a broader economic perspective,
limited liability enables firms to undertake
potentially profitable ventures which are
inherently risky. For example, corporations
rather than individuals usually introduce
new medicines because of the limited liabil-
ity feature.

A third advantage of a corporation is that
the directors of the corporation can hire pro-
fessional managers to run the firm. This means
that the owners, or stockholders, can own a
portion of the corporation without having to
know much about the business itself.

Another advantage is unlimited life,
meaning that the corporation continues to
exist even when ownership changes.
Because the corporation is recognized as a
separate legal entity, the name of the com-
pany stays the same, and the corporation
continues to do business.
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Double Taxation Shareholders have to pay corporate taxes and income
taxes on their dividends. Why are people interested in owning stock when

they have to pay so much in taxes?

This leads to a fifth advantage, the ease
of transferring ownership of the corpora-
tion. If a shareholder no longer wants to be
an owner, he or she simply sells the stock to
someone else who then becomes the new
owner. As a result, it is easier for the owner
of a corporation to find a new buyer than it
is for the owner of a sole proprietorship or
a partnership.

Disadvantages

Because the law recognizes the corpora-
tion as a separate legal entity, the corpora-
tion must keep detailed sales and expense
records so that it can pay taxes on its prof-
its. This leads to the first disadvantage, the
double taxation of corporate profits.
Double taxation means that stockholder
dividends are taxed twice. They are taxed
the first time when the corporation pays
taxes on its profits. Then they are taxed a

bond formal
contract to repay
borrowed money
with interest

principal amount
borrowed when getting
a loan or issuing a
bond

interest payment
made for the use of
borrowed money

double taxation
taxation of dividends
both as corporate
profit and as personal
income
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directors, and the directors turn day-to-
day operations over to a professional man-
agement team. The result is a separation
of ownership and management. This is
different from the proprietorship and part-
nership, where ownership and manage-
ment are usually one and the same.
Finally, the fourth disadvantage is that
corporations are subject to more govern-
_J  ment regulation than other forms of busi-
ness. Corporations must register with the
state in which they are chartered. If a cor-
poration wants to sell its stock to the pub-

B v\v/—l I-V—l )
Dip You Knori¢
What's a public corporation anyway? It's one that has
“gone public,” which means anyone with a little extra cash can buy
stock and own a part of the company. A privately held corporation,
on the other hand, sells shares only to a select group of people.
Sometimes that group may consist of a few family members. The

Securities and Exchange Commission (SEC) was set up in 1934 to
regulate the sale of stock by public corporations.

[ 1]} . .
}{{ESkills Handbook second time when investors, as the owners

See page R41 for of the corporation, report their dividends

more information as personal income. lic, it must register with the federal
on Evaluating ; . Securities and Exchange Commission
Information. Another disadvantage of the corpo g

(SEC). It will also have to provide finan-
cial information concerning sales and
profits to the general public on a regular

rate structure is the difficulty and
expense of getting a charter. Depending
on the state, attorney’s fees and filing

expenses can cost several thousand
dollars.

A third disadvantage of the corporation
is that the owners, or shareholders, have
little voice in how the business is
run. Shareholders vote for the board of

basis. Even an attempt to take over another
business may require federal government
approval.

Evaluating Why do many

business owners prefer corporations over other
forms of business organization?

SECTION

L

Vocabulary

1. Explain the significance of sole proprietorship,
proprietorship, unlimited liability, inventory, limited life,
partnership, general partnership, limited partnership,
corporation, charter, stock, stockholder, shareholder,
dividend, common stock, preferred stock, bond,
principal, interest, and double taxation.

Main Ideas
2. Discuss the advantages and disadvantages of the
corporation.

3. Describing Use a graphic organizer like the one below
to describe the characteristics of proprietorships,
partnerships, and corporations.

Business Form Characteristics

Proprietorship

Partnership

Corporation
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Critical Thinking
4. How do partnerships support the profit

motive of entrepreneurs?

. Analyzing Visuals Look at Figure 3.3 on page 68.

What is the relationship between the owners and the
employees of the corporation?

. Drawing Conclusions When a corporation wants to

introduce a potentially profitable but risky product, it
frequently sets up a separate company that has its own
corporate structure. Why do you think the corporation
does this?

Applying Economics

7. Partnerships Assume that you and a friend want to

start a partnership to run your own business, such as a
music store. Draw up one-page articles of partnership
that outline how you will address financial issues of
the partnership.
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Profiles in Economics

Andrea Jung ess-

® first female chief executive officer (CEO) in Avon
Products’ 118-year history

® ranked #5 on Fortune magazine’s “50 Most Powerful
Women in Business”

The Avon Lady

When promoted to Avon’s top spot in 1999, Andrea Jung was charged with
modernizing and restructuring what many considered to be a hopelessly
antiquated company. Women have been selling Avon cosmetics directly to
customers since 1886, but in the Internet era, this hands-on business model
became a liability. If women had no Avon representative in their area, they had
no way to purchase the products from the catalog—until Andrea Jung took charge.

The Mobilization Campaign

Jung faced a problem. Putting Avon products in retail stores or offering them
online put the company in direct competition with its own army of 5 million
independent sales representatives in 140 countries. Working closely with the
“reps” was paramount to Jung. So when Jung took the company online, she made
sure it directed users to local reps. She also gave the reps the opportunity to
purchase kiosks in malls and other retail venues as franchises. Fluent in Mandarin
Chinese, she helped strengthen Avon’s presence in China and other countries,
such as Russia. She also updated and innovated products and introduced a new
line, called Mark™ that was tailored to the increasing number of younger, college-
aged reps and their customers. These changes and others caused a rebound in
Avon stock, led to increases in annual revenues from $5.3 billion to more than
$8 billion, and made Jung a corporate celebrity.

Jung also had an impact within the company. Avon has more women in
management—86 percent—than any other Fortune 500 company. Jung serves as a
mentor to other women in the company. She encourages questions and rewards
success. Although she is a private person, Jung has learned to be more open with

Avon reps and motivate them to enact the changes she sees ahead. Princeton with a degree in
English literature, Andrea

Jung wanted to spend just

two years in retail before

pursuing a law degree.

Instead, she turned retail

into a career—and Avon
a ntoa global success.

After graduating from

Examining the Profile

1. Summarizing What changes did Jung make to Avon’s marketing strategy?
2. For Further Research What career steps did Jung take that allowed her to
move from a degree in English literature to a top management position?
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SECTION

merger combination
of two or more
businesses to form a
single firm
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Business Growth and Expansion

GUIDE TO READING

Section Preview

In this section, you will learn how businesses grow
through merging with other companies or by
reinvesting profits in themselves.

Content Vocabulary

° merger (p. 72)

* income statement (p. 73)
* netincome (p. 73)

* depreciation (p. 73)

¢ cash flow (p. 73)

* horizontal merger (p. 75)
* vertical merger (p. 75)

* conglomerate (p. 76)

* multinational (p. 76)

Academic Vocabulary

* internally (p. 75) * dominant (p. 75)

Reading Strategy

Comparing As you read the section, complete a
graphic organizer similar to the one below by
comparing a vertical merger to a horizontal merger.

Vertical merger

Horizontal merger

Reinvesting for Monster Growth

How does a booming company spark new growth the year after
its sales nearly double? If you're Hansen Natural, maker of Monster
Energy drinks, you start by signing a two-year endorsement deal
with Ricky Carmichael, the Michael Jordan of motocross and super-
cross racing. It’s good for business when “R.C.” hoists a can of

Monster on the victory stand.

.. .[A] big endorsement deal is just one way Hansen hopes
to build on its growth. CEO Rodney Sacks [and fellow South
African-born company president Hilton Schlosberg] wants to
roll out new products that reach . . . the key male market of
18- to 25-year-olds. In addition to regular Green Monster,
there’s . . . Monster Assault in a camouflage can aimed at teens

and a Lost Energy brand targeting surfers and skateboarders. W

When Hansen Natural decided to sign
up a celebrity to endorse its products, the
company hoped to increase profits by
expanding its markets and sales. Investing
these profits in new plant, equipment, and
products is one way a business can grow.

Another way a business can expand is
by engaging in a merger—a combination

Fundamental Economic Concepts

of two or more businesses to form a single
firm. Yet mergers can be risky because
they often combine very different corpo-
rate cultures, and there is no guarantee
that consumers will like the resulting
products. Even so, the payoffs can be huge,
so the temptation to merge is always
attractive to businesses.



Growth Through
Reinvestment

Business owners can use their
profits to update and expand their firms.

Economics & You Do you know a local
business that has expanded in recent years? Read on to
learn how business owners reinvest cash flow for growth.

Most businesses use financial statements
to keep track of their business operations.
One of the most important of those is the
income statement—a report showing a
business’s sales, expenses, net income, and
cash flows for a period of time, such as
three months or a year. We can use the
income statement to show how a business
can use some of the revenue it receives
from sales to grow through reinvestment.

Estimating Cash Flows

An income statement such as the one in
Figure 3.4 shows a firm’s net income—the
funds left over after all of the firm’s expenses,
including taxes, are subtracted from its sales.
These expenses include the cost of inven-
tory, wages and salaries, interest payments,
and all other payments the firm must make
as part of its normal business operations.

One of the most important of these pay-
ments is depreciation—a noncash charge
the firm takes for the general wear and tear
on its capital goods.

Depreciation is called a noncash charge
because the money stays in the firm rather
than being paid to someone else. For exam-
ple, interest may be paid to a bank, wages
may be paid to employees, or payments
may be made to suppliers to provide some
of the inputs used in production. However,
the money allocated to depreciation never
goes anywhere. Since this money stays in
the business, the firm treats it as a form of
income. Because of this, firms usually pre-
fer to take as much depreciation as possi-
ble. As you can see in the figure, an incease
in depreciation would lower the earnings
before tax but increase the cash flow.

The cash flow—the sum of net income
and noncash charges, such as deprecia-
tion—is the bottom line, a more comprehen-
sive measure of profits. This is because the
cash flow represents the total amount of
new funds generated from operations.

Reinvesting Cash Flows

If the business has a positive cash flow,
the owners can then decide how to allocate
it. The board of directors of a corporation

income
statement report
showing a firm’s sales,
expenses, net income,
and cash flows for a
certain period, usually
three months or a year

net income
common measure of
business profits
determined by
subtracting all
expenses, including
taxes, from revenues

depreciation
gradual wear on
capital goods

cash flow

total amount of new
funds a business
generates from
operations

charts In MOxjg,,
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Growth Through Reinvestment
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First quarter income statement
’7* Sales of goods and services $1,000
G Less: Cost of goods sold 400
enelrates Wages and salaries 250 . .
- Interest payments 50 P> Businesses use income statements to record sales and
'“"eStmIe“t fn Depreciation 100 expenses. Cash flow includes the net income plus
new plant, ot :
G e aree $200 depr_e_aatlon._Any cash flow not paid out to stockholders
Pl Less: Taxes at (40%) %0 as dividends is money that businesses can use for
and technologies ’ - reinvestment.
Netincome $120 . . i i
Plus: Depreciation 100 LT TRV ENETHY  Which of the items on the
Alows < | Cash flow $220 income statement represents the real measure of
profits for the business?
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may declare a dividend to be paid directly
to shareholders as a reward for their invest-
ments. The owners of a proprietorship or
partnership may keep some cash flow as
the reward for risk-taking. The remainder
of the funds could then be reinvested in
new plant, equipment, or technologies.

When cash flows are reinvested in the
business, the firm can produce additional
products. This generates additional sales
and an even larger cash flow during the
next sales period. As long as the firm has
positive cash flows, and as long as the rein-
vested funds are larger than the wear and
tear on equipment, the firm will grow.

Finally, the concept of cash flow is also
important to investors. In fact, if investors
want to know about the financial health of
a firm, a positive cash flow is one of the
first things they look for.

Summarizing What is the benefit

of reinvesting cash flow in a business?

Growth Through Mergers

(LUNNGERY Mergers allow firms to quickly
grow in size.

Economics & You Can you think of any recent
mergers and the issues those mergers raised? Read
on to learn about the various types of mergers.

When two companies merge, one gives
up its separate legal identity. For public
recognition purposes, however, the name
of the new company may reflect the identi-
ties of both. When Chase National Bank
and Bank of Manhattan merged, the new
company was called the Chase Manhattan
Bank of New York. Later it changed its
name to the Chase Manhattan Corporation
to reflect its geographically expanding
business. Finally, after merging with JP
Morgan, it settled on JPMorgan Chase.
Likewise, Procter & Gamble kept the brand
name Gillette after it bought the company.

g GIobaI Economy

Know Your Manners

As American businesses expand into other countries,
they face a question that has nothing to do with actual
business: how to interact with people from a different
culture. You too may someday find yourself working in
another country or traveling abroad to meet with busi-
nesspeople. How will you know what to do and say?

Many books and Web sites offer advice on customs
to Americans doing business in other countries. Here are
some things to keep in mind as you travel around the
globe:

* Gift-giving is an important part of Japanese
business protocol. Present your gift with both
hands and note that it is of no large value. This
tells your business partner that you value the
relationship more than the gift itself.

* In Argentina, it is not unusual for a business
associate to arrive 30 to 40 minutes late to a
meeting.
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The amount of time you spend in negotiations will
often determine the
importance of a business
arrangement in India.
More time implies

greater importance.

In Germany, avoid using
first names. These are
reserved for family and
close friends. Even among
long-time colleagues,

it is common to address
one another using titles
and last names.

Local politics are open for
discussion in South Africa.
In fact, not knowing local
and regional politics can
end any business dealings.




VERTICAL MERGER

P Horizontal mergers combine two or more firms that produce the same
kind of product. Vertical mergers bring together firms involved in different
stages of manufacturing or marketing.

SOOI RN How does a company benefit from a
vertical merger?

Hickory Tree Farms
+

_E

s

Boston Baseball Bat, Inc.
+

HORIZONTAL MERGER

Fast Delivery, Inc.

People's Building
& Loan Association

Nickel Savings Bank Nickel Savings

& Loan Association

Types of Mergers

There are two types of mergers, both of
which are illustrated in Figure 3.5. The first
is a horizontal merger, which takes place
when firms that produce the same kind of
product join forces. One such example is
the bank merger of JP Morgan and Chase
Manhattan to form JPMorgan Chase.

When companies involved in different
stages of manufacturing or marketing join
together, it results in a vertical merger. One
example of a vertical merger is the forma-
tion of the U.S. Steel Corporation. At one
time it mined its own ore, shipped it across
the Great Lakes, smelted it, and made steel
into many different products. Vertical merg-
ers take place when companies seek to pro-
tect against the potential loss of suppliers.

Reasons for Merging

Mergers take place for a variety of rea-
sons. A business may seek a merger to grow
faster, to become more efficient, to acquire

o A

Boston Baseball Bat, Inc.

or deliver a better product, to eliminate a
rival, or to change its image.

For example, some managers find that
they cannot grow as fast as they would like
using the funds they generate internally. As
a result, one firm may consider merging
with another firm. Sometimes a merger
makes sense, and other times it may not, but
the desire to become a larger company in
the industry—if not the largest—is one rea-
son that mergers take place.

Efficiency is another reason for mergers.
When two firms merge, they no longer need
two presidents, two treasurers, and two per-
sonnel directors. The new company can
have more retail outlets or manufacturing
capabilities without significantly increasing
management costs. In addition, the new
company may be able to get better discounts
by making volume purchases, and it may be
able to make more effective use of its adver-
tising. Sometimes the merging firms can
achieve two objectives at once—such as
dominant size and improved efficiency.

horizontal
merger
combinationof two or
more firms producing
the same kind of
product

vertical merger
combination of
firms involved in
different stages of
manufacturing or
marketing
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Conglomerate Structure

P> A conglomerate is a firm with at least four businesses that make
unrelated products, none of which is responsible for a majority of
its sales. General Electric is a U.S. conglomerate with products
ranging from aircraft engines to movies.

SO (BN How many different industries can you
identify in the list of GE products?

O Commexcial finance
© Consumer finance
@ Health care

© Industrial

@ Infrastructur