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Preface
Economics: Principles and Practices is a practical study of the features 

and functions of economics and economic systems. The program develops 
an awareness of economic principles and theories, presenting ideas 
simply and developing them logically. The ideas are reinforced verbally 
through a readable narrative and graphically through a wide variety of 
precisely executed graphs, charts, tables, diagrams, and maps. The ma
terial is current, meaningful, and encourages students to recognize 
and interpret economic happenings in their society.

Economics: Principles and Practices is designed to inform students 
about the world of economics. The text is divided into seven units and 22 
chapters. It begins with a Prologue that shows what economics is and 
ends with an Epilogue that highlights the value of economics.

Each chapter of Economics: Principles and Practices focuses on a 
topic basic to the understanding of economic systems and the economy. 
Concepts are reinforced with a variety of photographs and graphic art.
Key economic terms appear in boldface type and are defined in context 
immediately after being presented. These terms are also defined in a 
glossary that appears in the appendix m atter of the text.

Four types of special features are interspersed throughout chapters. 
The Profiles focus on the lives and theories of major historical and 
contemporary economists. Case Study: Careers introduce and describe 
economic- and finance-related occupations. Case Study: Issues present 
opposing views on current topics of debate as they relate to the American 
free-enterprise economy, while Understanding Sources provide students 
with insights on how economic data may be presented.

Each chapter of the text concludes with a review section that 
contains a summary of key points, a listing of economic terms, review 
and higher-level, thought-provoking questions, and a skill exercise. Apply
ing Economic Understandings is designed to make the student aware of 
an important economic skill and to give the student practice in that skill.

Each of the units in Economics: Principles and Practices also con
cludes with a review section. In each Unit Review, key points are 
highlighted and comprehensive questions are asked. The review also 
includes a consumer skill that will help the student meet the challenges 
of daily life more effectively and efficiently.

Economics: Principles and Practices concludes with several special 
sections in the Appendix. Consumer Guidelines and Life Skills are 
designed to give students practical suggestions to handling typical situa
tions faced by consumers. There are also suggested readings for the 
student, full-color maps of the world and the United States, a complete 
economic atlas that includes world demographic statistics, a glossary of 
key economic terms, and an index.
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Prologue

To some people, the word economics means a complicated 
science made up of laws, statistics, mathematical formulas, 
hard-to-pronounce terms, and complex theories. However, to 
those who study economics, it is an interesting and exciting 
subject.

When we study economics, we study ourselves at work or 
at play, at home or at school, on the job, or after hours. 
Economics applies to almost everything, and is something 
that everyone can understand. While it may seem complex, 
economics deals with everyday problems.

The diagram below is known as a want-satisfaction chain. 
It is the root, the base, of economics, and all of us are part of 
it. We all want certain things—clothes, homes, automobiles, 
food, and so on. All kinds of resources—inputs—go into 
providing or making these things. People and machines use 
these inputs in different amounts and combinations to 
produce outputs—the things we want. More people and 
machines distribute the outputs to us. We buy and then 
use—consume—those outputs. Once we have consumed them, 
we are satisfied. This is what makes up economics at its 
simplest—the chain beginning with our wants and ending 
with the satisfaction of those wants.

Inpu ts '

WANTS

SATISFACTION
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f An Introduction to Economics
Economics is an old subject whose roots go back to the eariy days o f civilization 

when people discowred they wanted more than they had. It involves such topics as 
people's needs and wants, the many different types o f economic organizations that supply 

them, and the types o f economic systetns set up to meet them.
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What is Economics?
Now, as there are many actions, arts, and sciences, their ends also are many; the 

end o f the medical art is health, that o f shipbuilding a vessel, that o f strategy 
victory, that o f economics wealth.

Aristotle
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After reading this chapter, you will be able to:

•  Explain scarcity and discuss three basic questions each society 
must decide.

•  Define economics and identify three key elements within its scope.

•  Identify the key terms and concepts used to study economics.

•  Give examples of each factor of production.

•  Explain the decision making process and the role played by 
opportunity cost in that process.

•  Discuss how the study of economics will help provide a better 
understanding of the free enterprise economy of the United States.

1.1 Economics as a Science
Many things in life seem to be "free” 

when, actually, they are not. For instance, 
you may think you are being treated to a 
“free” lunch—when in fact it is not free. 
While you may not pay for it then and 
there, someone had to pay the farmer for 
raising the food, the truck driver for 
delivering the food, the chef for preparing 
the food, and the waiter or waitress for 
serving the food. Who is that "someone”? 
Although it may come as a surprise, that 
someone probably is you!

For example, many schools offer "free” 
lunches for some children. These lunches 
are usually paid in part with money 
obtained from taxes. As long as taxpayers 
pay for these lunches, they are not really 
free. In fact, the more the government 
gives away "for free,” the more taxes it 
will have to collect.

When a business buys a "free” lunch, 
the price of that lunch is usually buried 
somewhere in the price it charges for its 
products. The business may treat someone

WHAT IS ECONOMICS? 5



These students are 
eating a free meal. 
However, the govern
ment has paid for the 
meal. From whom 
does the government 
get the money in 
order to pay for the 
“free” meal?

to a "free” lunch to make a sale. If the 
person buys, the business will recover 
some, if not all, of the cost of the lunch.

If the individual does not buy, then 
someone else will pay for the "free lunch” 
by paying higher prices. The business is 
like the government—the more it gives 
away "free,” the more it has to charge for 
the items it produces and sells. In the end, 
someone always pays for the supposedly 
free lunch.

Unfortunately, most things in life are 
not free because someone has to pay for 
the production in the first place. Economic 
educators have a term, TINSTAAFL, which 
describes this concept. In short, this term 
means that there is no such thing as a free 
lunch. This is one of the keys to being able 
to understand the fundamental problem of 
economics.

FUNDAMENTAL 
ECONOMIC PROBLEM

The fundamental economic problem fac
ing all societies is that of scarcity—a con
dition that arises because society does not 
have enough resources to produce all the 
things people would like to have. The 
problem of scarcity is not, as some people 
might think, related to a shortage of 
money.

For example, suppose that everyone in a 
society suddenly became wealthier than 
they ever thought possible. Even if all 
people became millionaires, they would 
still go without many of the things they 
want and need.

Who, for example, would want to go to 
work? Most people would probably try’ to 
spend their money on houses, boats, cars,

6 AN INTRODUCTION TO ECONOMICS



vacations, and many other things. But who 
would actually want to take the time to 
produce these things?

At first, store owners would be delighted 
to sell their merchandise. However, the 
supply of items in the stores would not 
last long. With few people working, it 
would be almost impossible to order addi
tional inventory from factories. Eventually, 
shelves would be empty, and there would 
be nothing left to buy.

The huge increase in everyone’s income 
would not solve the economic problem. 
Most likely, it would have the opposite 
effect—the entire economv would come to

Figure 1-1

SCARCITY is the fundamental 
economic problem which forces us 

to use our resources wisely.

a halt until people found that their money 
was practically, if not totally, worthless.

Thus, the problem of scarcity is not due 
to a shortage of money. If everyone sud
denly had an unlimited supply, they would 
lose the urge to work and factories would 
close. Rather, the problem of scarcity is a 
lack of resources needed to make all the 
things people want.

THREE BASIC QUESTIONS
When a society provides for the needs of 

its people, it answers three basic economic 
questions. In so doing, it makes decisions 
about the way its limited resources are 
going to be used.

The first question is that of WHAT to 
produce. Should a society, for example, 
devote its resources to the production of 
military equipment or to the production of 
other items such as food, clothing, or 
housing? Suppose the decision is to 
produce housing. Should its limited re
sources then be used for low-income, 
middle-income, or upper-income housing?
A society cannot have every thing its peo
ple want, so a choice as to WHAT to 
produce must be made.

The second question is that of HOW to 
produce. Should factory owners use assem
bly-line methods that require little labor, 
or should they use less equipment and 
more workers? If an area has many people 
unemployed, then the second method 
might be better. On the other hand, as
sembly-line methods usually have lower 
production costs. This would make many 
manufactured items less expensive and, 
therefore, such items could be bought by 
more people.

Finally, the third question deals with 
FOR WHOM to produce. After a society 
makes the decision of WHAT and HOW to

WHAT IS ECONOMICS? 7



produce, the things produced must be allo
cated to someone. If the society decides to 
produce housing, for example, should it be 
distributed to workers, professional people, 
or government employees? Or, perhaps 
there is another group even more deserv
ing. In the end, the result is the same. If 
there are not enough houses to go around, 
a choice must be made as to who will 
receive the existing supply.

These three choices about WHAT, HOW, 
and FOR WHOM to produce are not easy 
for any society to make. Nevertheless, a 
society has few options. It must answer 
the three basic questions as long as there 
are not enough resources to produce all 
the things people want and need. As will 
be shown in the next chapter, different 
societies answer these questions in differ
ent ways.

People consume 
goods and services to 
satisfy their wants 
and needs. Are the 
people on the roller 
coaster satisfying a 
want or a need?

8 AN INTRODUCTION TO ECONOMICS



Profile

Kenneth E. Boulding
Kenneth Boulding is a leading 

contemporary economist whose 
writings cover a great variety of 
topics. He has written more than a 
dozen books including Economic 
Analysis, Conflict and Defense, The 
Meaning o f the Twentieth Century, 
and Beyond Economics.

In an early essay, “Is Econom
ics Necessary?,” Boulding argues 
that economics is im portant "not 
merely for the support of 
economists, but for the develop
ment and perhaps even the 
survival of science in general and the civilization that supports 
it.” He stresses that it is significant "not merely because it investi
gates an im portant slice of life in the marketplace, but because the 
phenomena which emerge . . .  in the marketplace are also found in 
virtually all other human activities."

Boulding argues that economics has evolved into a generalized 
theory of choice. Thus, if we study the way in which we make 
choices in the market, we may be better able to understand the way 
choices are made in other aspects of human activity.

MEANING AND 
SCOPE OF ECONOMICS

Economics is the study of human efforts 
to satisfy what seems like unlimited and 
competing wants through the careful use 
of relatively scarce resources. Along the 
way, economics deals with what is pro
duced and with who gets how much of the 
things produced. Economics is also con
cerned with unemployment, inflation, in

ternational trade, the interaction of busi
ness and labor, and the effects of govern
ment spending and taxes.

Economics does not stop with the de
scription of economic activity. It goes be
yond that to discover why and how people 
behave as they do in making economic 
decisions. While the description of eco
nomic activity may be interesting, descrip
tion alone leaves unanswered many impor
tant "why" and "how” questions.

WHAT IS ECONOMICS? 9



PER CAPITA PERSONAL INCOME 
AND ITS AVERAGE ANNUAL GROWTH

Per Capita Personal Income, 1985

□  $12,454-513,267
□  $9,035-$ 10,741 П  $13,298-$14,308 
| | $10,934-$12,276 □  $14,337-$17,756

Average Annual Percentage Growth 
of Per Capita Personal Income, 1975-1985*

‘ inflation figured in
□  6.3%-7.8% □  8.5%-8.8%
□  8.0%-8.4% S.9%-9.1% □  9.2%-10.2%

Source: U.S. Department of Commerce

Pl/capita $ thousand

Average annual % growth of 
Pi/income

F igure 1-2

10 AN INTRODUCTION TO ECONOMICS



For example, why are the prices of some 
items high while others are low? Why do 
some people work hard and receive low 
wages while others who seem to do little 
or no work have high incomes? Why are 
incomes higher in some states than in 
others? How does the income tax affect a 
person’s desire to work and save? In order 
to answer such questions, economics goes 
beyond description to analyze as well as 
explain economic activity. In the end, the 
scope of economics is limited to three key 
elements—description, analysis, and the 
explanation of economic activity.

Economics is a social science. It is a 
systematic study of the way in which peo
ple cope with scarcity. Economists study 
what is, or tends to be, and how it came 
to be. They do not in any way pretend to 
tell what ought to be. In this, economists 
can be compared to nuclear physicists.
The physicists can explain how' to make a 
nuclear bomb and what damage the bomb 
can do. But, as scientists, they are not

expected to judge whether or not the 
bomb should be used in war. People must 
make up their own minds about that.

In much the same way, economists can 
generally predict the results of different 
courses of action. They do not hand down 
economic rules for all people to obey, how
ever. Deciding what is right and wrong is 
the responsibility of all citizens. The study 
of economics will not lead to ethical judg
ments for economic problems any more 
than the study of physics will lead to 
ethical decisions on the use of certain mili
tary weapons.

Section Review
1. What is the fundamental economic 

problem?
2. What are the three basic questions a 

society must answer?
3. What three elements make up the scope 

of economics?
4. What can economists predict?

1.2 Basic Economic Concepts
Economics, like any other social science, 

has its own vocabulary. To understand 
economics, a review' of some key terms is 
necessary. Fortunately, most economic 
terms are widely used and many will 
already be familiar.

NEEDS, WANTS, 
AND DEMANDS

A need is a basic requirement for surviv
al. People, for example, have basic needs 
such as food, clothing, and shelter. People 
also have higher level needs, such as com

munication, love, acceptance, knowledge, 
hope, and accomplishment. These needs 
are part of the makeup of each person.

A want is a means of expressing a need. 
Food, for example, is a basic need related 
to survival. To satisfy this need, a person 
may "w ant” a pizza, hamburger, taco, or 
other favorite food. That is, there are any 
number of foods that will satisfy the basic 
need for food.

Given a person’s budget, some choices 
might seem Reasonable while others might 
not. The point is that the range of things 
represented by the term "w ant” is much 
broader than those represented by the 
term "need.”

WHAT IS ECONOMICS? 11



Food represents a basic need related to survival, while a sports car is 
usually considered a want. Why do advertisers try to make wants, such as 
sports cars, into needs?

Sometimes the difference between a 
want and a need is clear; at other times, it 
is not. For example, some people may feel 
that air conditioners and automatic trans
missions in automobiles are needs. How
ever, other people may classify these 
things as wants. For this group, the basic 
need may simply be "dependable or effi
cient transportation.”

Sometimes advertisers present wants as 
needs to promote their products. People 
are told, for example, that they "need” 
Brand X rather than Brand Y even though 
the two brands may be similar. People 
may be influenced by the ad, or they may 
decide that another brand would work just 
as well. Any desire they may have for 
Brand X, Y, or any other is only a want 
based on the basic need.

A basic need is reflected in a want for a 
particular product. By the same token, a 
want cannot be counted in the market

place until it becomes a demand—the 
willingness and ability to purchase a de
sired object. Since an individual has lim it
ed resources, only some wants will end up 
as measurable demands.

GOODS AND SERVICES—  
ECONOMIC PRODUCTS

The study of economics is concerned 
with economic products—goods and serv
ices that are useful, relatively scarce, and 
transferable to others. The im portant thing 
is that economic products are scarce in an 
economic sense. That is, one cannot get 
enough to satisfy individual wants and 
needs. The fact that economic products 
command a price shows that they have 
these characteristics.

12 AN INTRODUCTION TO ECONOMICS



The terms "goods” and "services” are 
used to describe the many things people 
desire. A good is a tangible commodity 
like a book, car, or stereo. A consumer 
good is intended for final use by individ
uals to satisfy their wants and needs. A 
manufactured good used to produce other 
goods and services is called a capital good. 
An example of a capital good would be a 
drill press in a factory, an oven in a 
bakery, or a computer in a public school.

The other type of economic product is a 
service—or work that is performed for 
someone. Services can include haircuts, re
pairs to home appliances, and forms of

entertainm ent like rock performances.
They also include the work performed by 
doctors, lawyers, and teachers. The differ
ence between a good and a service is that 
the service is something that cannot be 
touched, or felt, like a good.

Many other things—sunshine, rainfall, 
fresh air—are known as free products be
cause they are so plentiful. No one could 
possibly own them, nor would most people 
be willing to pay anything for them. In 
fact, some are so im portant that life would 
be impossible without them. Even so, free 
products are not scarce enough to be a 
major concern in the study of economics.

Figure 1-3

GOODS AND SERVICES

PRODUCTS

Free le n tifu l)

I
Econom ic (Scarce)

______ I_______
GOODS

(Tangibles)

~ ~ 1
SERVICES
(Intangibles)

Consumer Goods

I

a

Capital Goods
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VALUE AND WEALTH
In economics, the term value means 

something has a worth that can be ex
pressed in dollars and cents. Someone may 
say, for example, that he or she has a 
valuable coin, antique doll, or model train 
collection. In each case, the value is deter
mined by the price someone would pay for 
the collection.

But what makes some things worth 
more than others? The diamond-water 
paradox, also known as the paradox of 
value, helps answer this question. Early 
economists observed that some things, like 
water, were essential to life yet had little 
monetary value. Other things, like dia
monds, were not essential but had much 
higher value. At first, it seemed paradoxi
cal that many essentials had little value 
while other items had much higher ones.

Later, economists decided that part of 
the reason was due to scarcity. For exam
ple, w ater is so plentiful in many areas 
that it has little or no value. On the other 
hand, diamonds are so scarce that they 
have great value. In order for something to 
have value, then, it has to be somewhat 
scarce.

Scarcity, however, is not enough. If 
something is to have value, it must also 
have utility, or the capacity to be useful to 
someone. Utility is not something that is 
fixed and can be measured, like weight or 
height. Instead, the utility of a good or 
service may vary from one person to the 
next. One person may, for"example, get a 
great deal of enjoyment from a home com
puter; another may get very little. One 
person may enjoy a rock concert, another 
may not. A good or service does not have 
to have utility for every person, only utili-

Trees are natural resources and items of wealth. Each one is useful, 
scarce, transferable, as well as tangible. According to the economist, why 
are trees part of the national wealth?
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ty for some. In the end, for something to 
have value, it must be scarce and have 
utility.

Another economic concept is wealth—the 
sum of those economic products that are 
tangible, scarce, useful, and transferable 
from one person to another. Most econom
ic goods are counted as wealth, but serv
ices are not. The reason for this is that it 
is difficult to measure the value of services 
accurately.

For example, it is difficult to measure 
the contribution made by people’s abilities 
and talents to a nation’s wealth. If a coun
try’s material possessions are taken away, 
its people, through ability and industry, 
may soon restore these possessions. On the 
other hand, if a country’s capabilities—its 
people—are taken away, its wealth will 
deteriorate.

A country’s total wealth, then, is the 
stockpile of useful, scarce, transferable, 
and tangible things in existence at a given 
time. National wealth includes all such 
items as natural resources, factories, 
stores, houses, motels, theaters, furniture, 
clothing, books, video games, and even 
footballs.

CONSUMPTION AND 
CONSUMER SOVEREIGNTY

Consumers—people who use goods and 
services to satisfy wants and needs—play 
an important role in many economies. 
Especially in the United States, consumers 
often are thought of as having a certain 
control or power in the economy because 
they determine which products are ulti
mately produced. For example, a company 
may try to sell a certain item. If consum
ers like the product, it will sell, and the 
producer will be rewarded for his or her 
efforts. If consumers refuse to purchase,

thereby rejecting the product, the firm 
may go out of business.

In recent years, producers have had out
standing successes with some products— 
home video games, certain dolls, toy 
robots, and some home computers. Other 
products, like diesel engines for cars and 
gasohol, were generally rejected by con
sumers. The term consumer sovereignty 
describes the role of the consumer as 
sovereign or ruler of the market. More 
commonly, it is expressed in a different 
way by saying that "the custom er is al
ways right.”

As consumers, people indulge in con
sumption—the process of using up goods 
and services in order to satisfy human 
wants. Sometimes the consumption of an 
economic product means that it has been 
destroyed as its utility is used up. For 
instance a meal (something useful, scarce, 
and transferable to others) no longer exists 
once it is eaten. But consumption can also 
mean the use of goods and services for 
productive purposes. For instance, a car
penter may use wood, glue, and nails 
while building a table. Only this time, the 
goods are not really used up, they are 
combined to make another good—one with 
even more usefulness and value.

Some consumers carry the process of 
consumption to extreme limits. Conspicu
ous consumption—the use of a good or 
service to impress others—is fairly com
mon. A person may, for example, wear 
expensive jewelry or drive a flashy car. 
While that person obviously enjoys the use 
of these items, at least part of the enjoy
ment comes from showing off his or her 
expensive taste to others.

Consumers’ wants are constantly chang
ing as they become exposed to new ideas, 
products, and places. Because of advertis
ing, children may develop absolute crav
ings for toys they had never seen before. 
Millions of consumers now want home
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The miner in the picture is an important part 
of the economy. Without him and other work
ers, there would be no goods and services. 
What factor of production does he represent?

computers when ten years ago home com
puters were barely known. Modern com
munications and travel make people aware 
of things and events in other parts of the 
country and the world.

In the United States, for example, 
Americans use goods and services from 
every geographic area. Californians soak 
their waffles in maple syrup made in Ver
mont. New Englanders enjoy Florida 
orange juice. Kansans enjoy television pro
grams produced in New York and Califor
nia. Many Americans also buy Persian

rugs, Japanese automobiles, and European 
works of art.

Thus, consumers play an im portant part 
in the economy today. They have a say in 
what is—and what is not—produced when 
they express their wants as demands in 
the marketplace.

FACTORS OF PRODUCTION
The reason people cannot satisfy all 

their wants and needs is the scarcity of 
productive resources. These resources, or 
factors of production, are called land, 
labor, and capital. They provide the means 
for a society to produce and distribute its 
goods and services.

As an economic term, land means the 
"gifts of nature,” or natural resources 
not created by human effort. It includes 
deserts, fertile fields, forests, mineral de
posits, rainfall, sunshine, and the climate 
necessary to grow crops.

Because there are only so many natural 
resources available at any given time, 
economists tend to think of land as being 
fixed or in limited supply. There is not 
enough good farmland to feed all of the 
earth’s population, enough sandy beaches 
for everyone to enjoy, or enough minerals 
to meet people’s expanding energy needs 
indefinitely.

In the future, the development of tech
nology and knowledge will allow people to 
find and use new resources. But, for the 
most part, economists still treat the factor, 
land, as relatively fixed.

The second factor of production is 
labor—people with all their efforts and 
abilities. Unlike land, labor is a resource 
that may vary in size over time. Historic
ally, factors such as population growth, 
immigration, famine, war, and disease 
have had a dram atic impact on both the 
quantity and quality of labor.
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The third factor of production is capital 
—the tools, equipment, and factories used 
in the production of goods and services. As 
noted earlier, such items are also called 
capital goods. This is to distinguish them 
from financial capital, the money used to 
buy the tools and equipment used in 
production.

Capital is unique in that it is the result 
of production. A bulldozer, for example, is 
a capital good used in construction. At the 
same time, it was manufactured in a facto
ry, which makes it the result of earlier 
production. Like the bulldozer, the drill 
press in the machine shop and the cash 
register in a neighborhood store are capi
tal goods. The drill press is used to make 
another machine or good, while the cash

register is used to speed up the record
keeping associated w ith the sale of 
merchandise.

When the three inputs—land, labor, and 
capital—are present, production, or the 
process of creating goods and services, can 
take place. Even the production of the 
service called education requires the pres
ence of land, labor, and capital.

For example, the chalkboards, desks, and 
audio-visual equipment used in schools are 
capital goods. Also necessary are the ser
vices of labor, including teachers, adm inis
trators, and other school employees. Land, 
such as the iron ore, granite, and tim ber 
used to make the desks and building, as 
well as the lot where the school is located, 
is also needed. Therefore, it is nearly

Figure 1-4

FACTORS OF PRODUCTION

THE FACTORS OF PRODUCTION

LABOR CAPITAL

In a modern economy, all three factors of production are needed for goods and services to 
be produced.
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A farmer needs capi
tal like this harvest
ing machine to make 
food production ea
sier and more abun
dant in the future. 
How do capital goods 
differ from financial 
capital?

impossible to provide the service of educa
tion without these three factors of produc
tion—capital, labor, and land.

Section Review
1. How are needs, wants, and demands 

related?

2. What is the difference between free 
products and economic products? Goods 
and services?

3. How is value related to wealth?
4. What are the three major factors of 

production?
5. When can production take place?

1.3 Evaluating Economic Decisions
The process of making choices is not 

always easy. Still, decisions must be made 
by individuals, businesses, government 
agencies, and many other groups that try 
to satisfy people’s wants and needs. To 
become a good decision maker, a person 
needs to know how to identify the prob
lem; then structure the analysis in a w'ay 
that carefully considers all possibilities be
fore making the final choice.

OPPORTUNITY COST
People often think of cost in terms of 

dollars. To an economist, however, cost 
means more than the price tag placed on a 
good or service. Instead, economists think 
in terms of opportunity cost—the cost of 
the next best alternative use of money, 
time, or resources when one choice is 
made rather than another.
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Suppose a person spends $12,000 on a 
new car. The opportunity cost of the pur
chase is the value of the stereo, apartm ent, 
spring vacation, or other items and activi
ties that could have been bought with the 
money spent on the car.

Even time has an opportunity cost. Sup
pose your best friend had a chance to earn 
$30 for an afternoon’s work. On the way, 
however, your friend was falsely arrested 
and thrown in jail. By the time the mis
take was discovered, it was too late for 
your friend to go to work. So, the opportu
nity cost of the afternoon in jail was $30.

Later, suppose your friend decided to 
spend the evening swimming rather than 
playing softball. The opportunity cost of 
that decision was the enjoyment of the 
softball game, or any other activity given 
up because of your friend’s decision to go 
swimming.

When economists talk in terms of costs, 
then, they are really talking in terms of 
alternatives that are given up. Thus, part

of making economic decisions involves re
cognizing and evaluating alternatives as 
well as making choices from among these 
alternatives.

TRADE-OFFS 
AMONG ALTERNATIVES

Since most people cannot have every
thing they want, they are almost always 
faced with many choices when spending 
their income or time. While choices are 
not always easy to make, the decision 
making grid on page 20 shows one way to 
approach such problems. This grid sum
marizes a decision made by Malcolm, a 
newspaper carrier. His dilemma was to 
spend a $15 gift certificate in the best way 
possible.

When Malcolm visited a local store, he 
discovered that several alternatives seemed

These people have 
considered the oppor
tunity costs of engag
ing in one type of ac
tivity, sports, instead 
of another. What do 
economists mean 
when they talk about 
costs?
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MALCOLM’S DECISION MAKING GRID
CRITERIA

Alternatives
Costs $15 

or Less Durability
Parental
Consent

No Other 
Costs

Full time 
Use

Airplane + - + + +
Bow and Arrow + + - + -

■
Hockey Game + + + - +
Soccer Ball + + + + -

'
Radio + + + + +

Adapted from Trade Offs, С 1978 Agency for Instructional Technology1 (AIT).

Table 1-A

appealing—an airplane, a bow and arrow, 
a hockey game, a soccer ball, and a radio. 
At the same time, he realized that there 
were advantages and drawbacks to each 
item. For example, some items were more 
durable than others, some might require 
the consent of his parents, and some had 
additional costs (the batteries for the 
hockey game were extra, but they came 
with the radio).

To help with his decision, Malcolm drew 
a grid that listed his alternatives (the op
portunity costs) and several criteria by 
which to judge them. Then, he used pluses 
and minuses to evaluate each alternative. 
In the end, Malcolm chose the radio be
cause it satisfied more of his criteria than 
any other alternative.

Using the decision making grid is an 
effective way of analyzing an economic 
problem. Among other things, it forces one 
to consider a number of relevant alterna
tives. For another, it requires that person 
to identify criteria used to evaluate the 
alternatives. Finally, it forces one to evalu
ate each alternative based on the criteria.

PRODUCTION POSSIBILITIES 
FRONTIER

A popular model used by economists to 
illustrate opportunity cost is known as a 
production possibilities frontier. This dia
gram represents various combinations of 
goods and/or services that can be produced 
by an economy when all factors of produc
tion are fully employed.

Suppose, for example, that a mythical 
country called Alpha has a limited supply 
of land, labor, and capital. As a result, 
Alpha can make only two kinds of goods— 
guns and butter. At current production 
levels, Alpha produces 50 units of guns 
and 800 units of bu tter annually. This is 
represented by point a on the curve in 
Graph A on page 21.

Now, suppose that Alpha decided it did 
not have enough guns to protect itself. It 
could then shift resources from the pro
duction of butter to the production of 
guns. This might make the production of 
butter drop to 400 units, and allow the 
production of guns to rise to 100 units.
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THE PRODUCTION POSSIBILITIES FRONTIER
(A) When resources are fully used, a 

country can produce anywhere along 
its production frontier.

(B) When all resources are not fully used, 
a country cannot reach its potential

The opportunity cost The opportunity cost 
of unemployment is — 
200 units of bu tte r___

8 0 8 8 8 8 8 0<n m
Quantity of Butter

1----1----1----1— Г
8 8 8 8 8 ^  Cs| f  Щ

Quantity of Butter

(C) Over time, resources will increase, allowing Alpha 
to produce more of everything.

70 guns and 900 
units of butter can 
be produced.

The production possibilities 
frontier represents the 
various combinations of goods 
and/or services which can 
be produced when all 
productive resources are 
fully employed.

"I-----1-----1---- 1----- 1-----1-----Г
8 8 8 8 8 8 8 8

Quantity of Butter

Figure 1-5
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This change is represented by point b in 
Graph A. The opportunity cost of produc
ing the additional 50 units of guns is the 
400 units of butter given up.

Points a and b represent only two possi
ble mixes of output. If Alpha needed more 
butter, it could shift resources from guns 
to butter. If it shifted enough resources, it 
could even produce point с in Graph A.

It is also possible for Alpha to produce 
the mix of output shown at point a ' in 
Graph B. In this case, all resources are not 
fully employed. Butter industry labor, for 
example, may be on strike causing the 
output of butter to fall to 600 units. The 
opportunity cost of the strike, then, is the 
200 units of butter not produced because 
of idle resources. Production at a' could 
also be the result of other idle resources 
such as capital or land. As long as some 
resources are not used, the country cannot 
produce on its frontier.

Graph С represents the growth of 
Alpha’s economy over time. In the long

run, population can grow, new factories 
and equipment can be built, and natural 
resources can be better utilized. Therefore, 
Alpha may be able to produce more of 
both goods.

The production possibilities frontier is 
just one of the many tools used by econo
mists to describe various events in the 
economy. Realistically, however, econo
mies are able to produce more than two 
goods or services. The diagram is easier to 
read if only two products are examined. 
Even so, a simple model such as the one 
on page 21 is sometimes all that econo
mists need to analyze an actual problem.

‘•Ш
Section Review

1. How do economists determine opportu
nity cost?

2. Why do people use a decision making 
grid?

3. What is a production possibilities fron
tier used to show?

1.4 The Road Ahead
The study of economics does more than 

explain how people deal with scarcity. It 
provides insight on how incomes are 
earned and spent, how jobs are created, 
and how the economy works on a daily 
basis. It also provides a more detailed 
understanding of the American free 
enterprise economy—one where privately 
owned businesses and consumers, rather 
than the government, jointly make the 
WHAT, HOW, and FOR WHOM decisions.

In addition, it will provide a working 
knowledge of the roles of property rights, 
competition, supply and demand, the price 
system, and the economic incentives that 
make the American economy function.

Along the way, such things as unemploy
ment, the business cycle, inflation, and 
economic growth will be covered. The role 
of business, labor, and government in the 
American free enterprise economy also will 
be examined. Finally, the relationship of 
the United States economy to the 
international economy will also be 
explored.

The study of economics also helps 
people become better decision makers. For 
example, economic issues are often 
debated during political campaigns. Voters 
need to understand issues and how the 
candidates feel about them before deciding 
which candidate to support. A voter may
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have to decide between the candidate who 
favors higher taxes and more government 
spending and the candidate who favors 
lower taxes and less government spending. 
Or the choice may be between a candidate 
who favors limiting imports and one who 
favors free trade.

The study of economics will not provide 
voters with clear-cut answers to all ques
tions. But it will help them have a better 
understanding of the issues involved. As 
such, the study of economics will help 
people make more intelligent choices in 
the voting booths.

Textbook economics can be divided into 
neat sections for study, but the real world 
is not so orderly. Most people live in dy
namic societies in which things are con
stantly changing. New events take place 
daily, and the economies almost always

are in a state of flux. In addition, the 
people of the world differ. Not everyone 
has the same kind or degree of ambition, 
strength, greed, or luck. Opinions also dif
fer, and some issues never seem to be 
settled.

No m atter what road people decide to 
take, they will not have a smooth, easy 
ride. In practice, the world of economics is 
complex and the road ahead is bumpy.
But the study of economics will help make 
the trip more interesting and comfortable.

Section Review
1. What insights are gained from studying 

economics?

2. Who makes the WHAT, HOW, and FOR 
WHOM decisions in a free enterprise 
economy?

Summary
1. Most things in life are not free. Eco

nomic educators use the term TIN- 
STAAFL to describe this concept.

2. Scarcity is the fundamental economic 
problem and is the result of a lack of 
resources.

3. All societies must face the three basic 
questions of WHAT, HOW, and FOR 
WHOM to produce.

4. Economics is a social science that ex
amines the way in which people try to 
satisfy seemingly unlimited wants and 
needs with relatively scarce resources.

5. The scope of economics is limited to 
description, analysis, and the explana
tion of economic activity.

6. All people have basic needs that come 
from the desire to survive, and higher- 
level needs such as success and love.

7. Needs and wants become demands 
when people in the marketplace are 
willing and able to buy something.

8. The study of economics deals with 
those goods and services that are use
ful, relatively scarce, and transferable 
to others.
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9. Wealth has monetary value and in
cludes natural resources, consumer 
goods, and capital goods.

10. Consumer demand helps determine 
which goods and services will ulti
mately be produced. In a free econ
omy, the consumer is “king.”

11. In order for production to take place, 
the factors of production—land, labor, 
and capital—must be used.

12. The cost of an economic decision— 
opportunity cost—is the alternative 
given up when one course of action is 
chosen over another.

13. Countries make trade-offs when they 
choose to produce some goods rather 
than others.

14. The study of economics helps people 
make informed decisions and understand 
the American free enterprise economy.

Building an Economic Vocabulary
scarcity
economics
need
want
demand
economic products 
good
consumer good 
capital good 
service

free products 
value
paradox of value 
utility 
wealth 
consumers
consumer sovereignty 
consumption
conspicuous consumption

factors of production
land
labor
capital
financial capital
production
opportunity cost
production possibilities frontier
free enterprise economy

Ш Reviewing the Main Ideas
1. Why do economists say there is no 

such thing as a “free” lunch?

2. What effect would a large increase in 
each citizen’s income have on the 
economy of a nation?

3. What causes scarcity?

4. Why is economics considered a social 
science?

5. What is the difference between a need 
and a want?

6. How do wants and needs become 
demands?

7. What is the relationship between 
goods, services, and economic 
products?

8. Why are services excluded when the 
wealth of a nation is measured?

9. Why is the consumer in the United 
States considered sovereign?

10. How does the efficient use of land, 
labor, and capital help us satisfy our 
wants?

11. What part does opportunity cost play in 
economic decision making?
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12. How is the principle of opportunity 13. In what way does the study of eco-
cost illustrated with a production pos- nomics help people become better de-
sibilities frontier? cision makers?

Practicing Critical Thinking Skills
1. Do you think that as social scientists, 

economists should make ethical judg
ments about “what ought to be”—or 
should they merely describe, analyze, 
and explain economic activity? Defend 
your answer.

2. Can you think of a time or place when 
a country or society was not faced 
with the three basic questions of 
WHAT, HOW, and FOR WHOM to 
produce?

3. Can you think of any circumstances 
that could change a free product to an 
economic one? If so, what are they, 
and what characteristics must the new 
economic products have?

4. Think of a product you have used 
today and then make a list of the

factors of production used in its con
struction. Can you come up with any 
items that did not use all three fac
tors of production ?

5. If you decide to go to college after 
graduation from high school, what will 
be the opportunity cost of that deci
sion? Use specific examples.

6. Suppose that Alpha, in Figure 1-5, was 
to experience a large influx of un
skilled labor. How would this cause its 
production possibilities frontier to 
change? What if Alpha were to receive 
a large shipment of capital goods from 
the United States? Would the produc
tion possibilities frontier change? If so, 
would the change be the same one 
caused by the influx of unskilled 
labor?

Applying Economic Understandings
Making Economic Decisions
Decision making is a part of everyday life 
for almost everyone. One area in which we 
must make decisions is in spending what 
income we have. Refer to Malcolms 
Decision Making Grid on page 20 and 
follow the steps listed below.

Step 1: Define in writing a problem that 
you as a consumer may have.

Step 2: Make a list of three to five alter
natives from which you could 
choose to resolve the problem.

Step 3: State the criteria you feel are 
most im portant in helping you 
judge the alternatives you have 
listed.

Step 4: Evaluate each alternative in
terms of your criteria. To do this, 
draw a simple grid like the one 
on page 20. In each square, indi
cate your evaluation with words 
or symbols such as the ones 
shown there.

Step 5: Make your decision.
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Economic Systems 
and Decision Making
Great economic and social forces flow with a tidal sweep over communities that 

are only half conscious o f that which is befalling them.
John Morley



Chapter 2

After reading this chapter you will be able to:

•  Describe the advantages and disadvantages of a traditional, 
command, and market economy.

•  Describe the United States economy in terms of capitalism  and 
free enterprise.

•  Discuss the economic and social goals of the American free enter
prise economy.

•  Discuss the role of government in the American economic system.

2.1 Economic Systems
The survival of any society depends on 

its ability to provide food, clothing, and 
shelter for its people. Since these societies 
are also faced with scarcity, decisions con
cerning WHAT, HOW, and FOR WHOM to 
produce must be made.

All societies have something else in com
mon. They have an economic system, or 
an organized way of providing for the 
wants and needs of their people. The way 
in which these decisions are made will 
determine the type of economic system 
they have. There are three major kinds of

economic systems—traditional, command, 
and market.

TRADITIONAL ECONOMY
Habit and custom are part of the tradi

tion of many societies. Why, for example, 
do so many people eat turkey on Thanks
giving and Christmas? Why do families 
pass heirlooms on to other family mem
bers? Why are holidays such as Labor Day
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A Hopi woman prepares to fire pottery much 
in the same way her ancestors did. Why does 
pottery making remain a source of income for 
many Hopi people living in the southwest 
United States?

and Memorial Day regularly observed? Or, 
why do people tip in restaurants? For the 
most part, these practices have been 
handed down from one generation to the 
next and have become tradition.

In a society with a traditional economy, 
nearly all economic activity is the result of 
ritual and custom. Habit and custom also 
prescribe most social behavior. Individuals 
are not free to make decisions based on 
what they want or would like to have. 
Instead, their roles are defined. They know 
what goods and services will be produced, 
how to produce them, and how such goods 
and services will be distributed.

An example of a traditional economy is 
the society of the polar eskimo of the last 
century. For generations, parents taught 
their children how to survive in a harsh 
climate, make tools, and fish and hunt. 
Their children, in turn, taught these skills 
to the next generation.

The polar eskimo was a hunter, and it 
was traditional to share the spoils of the 
hunt with other families. If a walrus or 
bear was taken, for example, hunters would 
first divide the kill evenly into as many 
portions as there are heads of families in 
the party. The hunter most responsible for 
the kill would have first choice, the second 
most responsible would choose next and so 
on. Later, families not represented in the 
hunting party would receive part of the kill, 
because eskimo families shared freely and 
generously with one another.

The hunter, then, had the "honor” of the 
kill and the respect the village gave to its 
best hunters rather than a physical claim 
to the entire kill itself. Because of this 
tradition of sharing, a village could sur
vive harsh winters so long as there were 
some skilled hunters in the community. 
This custom has been partially responsible 
for the polar eskimo’s survival for thou
sands of years.

The main advantage of the traditional 
economy is that everyone has a role in it. 
This helps keep economic life stable and 
community life continuous. The main dis
advantage of the traditional economy is 
that it tends to discourage new ideas and 
even punishes people for breaking rules or 
doing things differently. So, it tends to be 
stagnant or fails to grow over time.

COMMAND ECONOMY
Other societies have a command 

economy—one where a central authority 
makes most of the WHAT, HOW, and FOR
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WHOM decisions. Economic decisions are 
made at the top, and people are expected 
to go along with choices made by their 
leaders. Cuba, the Soviet Union, most 
Eastern European countries, and, until 
very recently, the People's Republic of 
China are examples of command econo
mies. In the Soviet Union, for example, 
major economic choices are made by the 
government. Gosplan, or State Planning 
Commission, directs nearly all aspects of 
the Soviet economy. It decides goals for 
the economy and determines needs and 
production quotas for major industries.

If the Gosplan wants to stress growth of 
heavy manufacturing, it can shift resources 
from consumer goods to that sector. Or, if 
it wants to strengthen national defense, it 
can direct resources from consumer goods 
or heavy manufacturing to the production 
of military equipment and supplies.

The major advantage of a command sys
tem is that it can change direction drasti
cally in a relatively short time. The Soviet 
Union, for example, went from an agricul
tural society to a leading industrial nation 
in just a few decades. It did so bv em pha
sizing heavy industry and industrial

An important part of the command economy of the People's Republic of 
China is the communes, or farm cooperative. In a command economy, 
who makes such economic decisions as which crop to grow?
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growth rather than production of consum
er goods. When the country faced a short
age of male workers in the mines and on 
construction projects, the government put 
women to work in those industries. Even 
today, women continue to work with 
picks, shovels, and wheelbarrows on con
struction projects.

A major disadvantage of the command 
system is that it does not always meet the 
wants and needs of individuals. In the case 
of Soviet industrial development, for ex
ample, an entire generation was forced to 
give up such consumer goods as cars, 
home appliances, and even housing. People 
were often told to sacrifice for the good of 
the state and the benefit of future 
generations instead of asking for consumer 
products.

Table 2-A

The wants and needs of consumers are 
also ignored when command economies 
pursue military projects that have political 
objectives. For example, military ventures 
of the Soviet Union in Afghanistan, Viet
nam in Cambodia, and Cuba in Angola 
meant resources that could have been used 
for consumers were used instead for mili
tary equipment and supplies.

A second disadvantage of the command 
economy is the lack of incentives that 
encourage people to work hard. In most 
command economies today, workers with 
different degrees of responsibility receive 
similar wages. In addition, people seldom 
lose their jobs regardless of the quality of 
their work. As a result, there is a tendency 
for some to work just hard enough to fill 
production quotas set by planners.

COMPARING ECONOMIC SYSTEMS
TRADITIONAL COMMAND MARKET

Advantages:

• Sets forth certain 
economic roles for 
all members of the 
community.

• Is capable of 
dramatic change 
in a short time.

• Is able to adjust to 
change gradually.

• Has economic freedom 
for producers and 
consumers.

• Free from  significant 
government intervention.

•Makes a variety of 
c o n s u m e r  g o o d s 
and services available.

Disadvantages:

• Stagnates and fails 
to grow.

• Does not always meet 
consumer needs.

• Lacks effective 
incentives to get peo
ple to produce.

• Requires a large 
bureaucracy  w hich 
slows down decision 
making.

• Does not encourage 
ideas.

•Rewards only- 
productive labor.
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This can have unexpected results. For 
example, at one time in the Soviet Union, 
central planners set production quotas for 
electrical motors in tons. Workers discov
ered that the easiest way to fill the quota 
was to add weight to the motor. As a 
result, Soviet workers made some of the 
heaviest electrical motors in the world.
The Soviet Union was also famous for 
producing some of the heaviest chandeliers 
in the world for the same reason. In fact, 
some were so heavy that they occasionally 
fell from ceilings.

Another disadvantage is that the com
mand economy requires a large decision
making bureaucracy. Many clerks, plan
ners, and others are needed to operate the 
system. As a result, most decisions cannot 
be made until a number of people are 
consulted, or a large amount of paperwork 
is processed. This causes production costs 
to increase and decision-making to slow 
down. Thus, a command system does not 
have the flexibility to deal with minor, 
day-to-day problems.

Finally, it is difficult for people with 
new or unique ideas to get ahead in a 
command economy. In fact, there is little 
opportunity for individuality. Each person 
is expected to perform a job in a factory, 
in the bureaucracy, or on a farm consis
tent with economic decisions made by cen
tral planners.

MARKET ECONOMY
In a market economy, the questions of 

WHAT, HOW, and FOR WHOM to produce 
are made by individuals and firms acting 
in their own best interests. In economic 
terms, a market is an arrangem ent that 
allows buyers and sellers to come together 
to conduct transactions. A market could be 
in a specific location, such as a farm er’s or

flea market. Or it could be a list of baby 
sitters’ phone numbers posted on a local 
bulletin board. As long as there is a 
mechanism for buyers and sellers to get 
together, a market can exist.

In a market economy, individual eco
nomic decisions are like votes. When con
sumers buy a particular product, they are 
casting their dollar "votes” for that 
product. Once the votes are counted, the 
manufacturers will know what people 
want. As such, consumer sovereignty plays 
a key role, because producers are contin
ually looking for goods and services that 
consumers will buy.

Since consumers like products with low 
prices and high quality, producers in a 
market economy will try to supply such 
products. Those who make the best prod
ucts for the lowest prices will make profits 
and stay in business. Other producers will 
either go out of business or switch to 
different products consumers will buy.

A market economy has several major 
advantages that traditional and command 
economies do not have. First, a market 
economy is flexible and can adjust to 
change over time. For example, during the 
gasoline shortage of the 1970’s, consumers 
reduced their demand for large, gas guz
zling automobiles and increased their de
mand for smaller, fuel-efficient models. 
Because of the shift in consumer prefer
ences, auto makers had difficulty selling 
big automobiles. At the same time, they 
had difficulty keeping up with the demand 
for smaller ones. So, auto makers shifted 
resources from the production of large cars 
to small ones.

When gas prices began to level off in 
1985 and then decline in 1986, the trend 
slowly began to reverse. Consumers began 
to buy large cars again and producers 
adjusted to meet these demands. Changes 
in a market economy, then, tend to be 
gradual. Unlike the traditional economy,
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change is neither stagnant nor dis
couraged. And, unlike the command econ
omy, the change is neither sudden nor 
forced on consumers by others making de
cisions for them.

A second major advantage of the market 
economy is the freedom that exists for 
everyone involved. Producers are free to 
make whatever they think will sell. They 
are also free to produce their products in 
the most efficient manner. Consumers, on 
the other hand, are free to spend their 
money on whatever goods and services 
they wish to have.

A third advantage of a market economy 
is the lack of significant government inter
vention. Except for national defense, the 
government tries to stay out of the way so 
that producers and consumers can go 
about their business. As long as there is

competition among producers, the market 
economy generally takes care of itself.

A fourth advantage is that the decision
making process in a market economy is 
decentralized. Literally billions—perhaps 
even trillions—of individual economic de
cisions are made daily. Collectively, these 
decisions allocate scarce resources to eco
nomic activities favored by consumers. 
Since these decisions are made by individ
uals, everyone has a voice in the way the 
economy is run.

A final advantage of the market econ
omy is the incredible variety of goods and 
services available to consumers. In fact, 
almost any product“can and will be pro
duced so long as there is a buyer for it. 
For example, recent products include 
everything from wall walkers to peanut 
butter in squeeze containers to television

Гп a market economy like the United States, consumers vote with their 
dollars, deciding what goods and services will be produced. How has this 
affected the American economy automobile industry?
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Profile

Adam Smith was a classical 
Scottish economist and philoso
pher. His best-known work, The 
Wealth o f Nations, was published 
in 1776.

During Sm ith’s time, most peo
ple believed in the good of the 
natural order and freedom of the 
individual. Smith spoke out for 
these beliefs in the area of econom
ics. He also championed the new 
middle class that was emerging as 
a result of the Industrial
Revolution. 1723-1790

Smith felt that government should not have a large role in the 
economy. He believed that individuals acting naturally in their own 
self-interest would bring about the greatest good for society as a 
whole. He thought that competition among these individuals, togeth
er with the free market price system, would act as an "invisible 
hand’’ and guide resources to their most productive use. Thus, in 
order to yield the greatest benefits to society, private enterprise 
should be free of all government regulation. Business people were 
delighted to have their growing wealth and power supported as 
morally right. The doctrine of laissez faire, meaning no government 
intervention in economic affairs, became the watchword of the day 
in England.

Smith rejected the mercantilist view that money was wealth 
and argued instead that labor was the source of wealth. The wealth 
of a nation, then, amounted to all the goods and services produced 
by labor and available for consumption by all.

Sm ith’s ideas about freedom extended to international trade. He 
felt that it was natural for people to trade with each other freely. He 
believed that trade would make labor more productive and increase 
the nation’s wealth.

Smith was the first to note that labor becomes more productive 
as each worker becomes more skilled at a single job. He said that 
new machinery and the division and specialization of labor would 
lead to an increase in production and greater wealth for the nation.
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channels devoted exclusively to music 
videos. In a market economy it is almost 
impossible to predict new or different 
products that will become available.

The wide range of products available in 
a market economy means that everyone 
can find something to satisfy their tastes. 
So, if 51 percent of the people want blue 
shirts, and if 49 percent want white ones, 
everyone gets what they want! Unlike a 
political election, the minority does not 
have to live with choices made by the 
majority.

The main disadvantage of the market 
economy is that the rewards go only to the 
productive resources. This may be fine in

the case of land or capital, but it can be 
a problem with labor. Some people may 
be either too young or too old to support 
themselves. Many people would have a 
difficult time surviving in a pure market 
economy unless others are willing to care 
for the needy, or the government helps.

Section Review
1. What determines a nation’s economic 

system?
2. What are the three types of economic 

systems?
3. What are the major advantages of a 

market economy?*

2.2 Capitalism and Free Enterprise
A market economy is sometimes 

described as being based on capitalism, a 
system in which the factors of production 
are owned by private citizens. It is also 
based on free enterprise, since businesses 
are allowed to compete for profit with a 
minimum of government interference.
Both of these terms fit the United States 
economy reasonably well.

ECONOMIC FREEDOM
Economic freedom is a characteristic of 

capitalism often taken for granted. The 
freedom is enjoyed by individuals as well 
as businesses. For example, people have 
the freedom to choose their occupation 
and their employer. To a lesser extent, 
they can choose to work where and when 
they want. They may want to work on the 
West Coast, East Coast, or in Alaska. They 
may work days, nights, indoors, outdoors, 
in offices or in their homes.

With economic freedom, people can 
choose to have their own business or work 
for someone else. They can apply for posi
tions and have the right to accept or reject 
employment if offered. Economic freedom 
also means that people can leave jobs and 
move on to others that offer greater 
opportunity.

Businesses also enjoy economic freedom. 
They are free to hire the best workers, and 
they have the freedom to produce the 
goods and services they feel will be the 
most profitable. They can make as many, 
or as few, goods and services as they want, 
and they can sell them wherever they 
please. They have the right to charge 
whatever price they feel is profitable, and 
they are free to risk success or failure.

VOLUNTARY EXCHANGE
A second characteristic of capitalism  is 

voluntary exchange—the act of buyers and

34 AN INTRODUCTION TO ECONOMICS



CHARACTERISTICS OF 
FREE ENTERPRISE AND CAPITALISM

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

Private
Property
People may control 
their possessions as 
they wish.

Figure 2-1

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.

sellers freely and willingly engaging in 
market transactions. Moreover, transac
tions are made in such a way that both 
the buyer and seller are better off after the 
exchange than before it occurred. Buyers, 
for example, can do many things with 
their money. They can put it in the bank, 
under a mattress, or exchange it for goods 
or services. If they spend their money on a 
product, they must believe that the item 
being purchased is of greater value to 
them than the money they gave up.

With voluntary exchange, sellers also 
have many opportunities to sell their prod
ucts. If they exchange their goods and 
services for cash, they must feel that the 
money received is more valuable than the 
product being sold, or they would not sell 
in the first place. In the end, the transac
tion benefits both buyer and seller or it

would not have taken place. Both the 
buyer and the seller got something they 
believed had more value than the money 
or products given up.

PRIVATE PROPERTY
Another major feature of capitalism  and 

free enterprise is private property, or the 
rights and privileges that allow people to 
control their possessions as they wish. Pri
vate property includes both the tangible 
and the intangible. People are free to make 
decisions about their property and their 
own abilities. They have the right to use 
or abuse their property so long as they do 
not interfere with the rights of others.
They can also sell or not sell their abilities 
or services as thev see fit.
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Part of the concept of private property is 
a belief in the sanctity of contract—the
freedom to enter into an agreement re
garding the use of property or abilities. In 
the United States, this belief is so strong 
that some businesses make oral agree
ments. However, most businesses make 
formal contracts that describe work to be 
done. Formal contracts are often used 
when a buyer does not know a seller very’ 
well, or when one party might have diffi
culty obtaining corrective action if some
thing goes wrong. If either party fails to 
honor the agreement, the m atter can be 
taken to court.

Private property gives people the incen
tive to work, save, and invest. When peo
ple are free to do as they wish with their 
property, they are not afraid to use, accu

Sanctity of contract 
is part of the concept 
of private property. A 
formal contract sign
ing, such as the one 
shown here, usually 
happens when buyers 
and sellers do not 
know each other very 
well. What are other 
reasons for signing 
contracts?

mulate, or lend it. Private property also 
helps give people the incentive to get 
ahead. People know that if they succeed, 
they will be able to keep any rewards they 
might earn.

PROFIT MOTIVE
Under free enterprise and capitalism, 

people are free to risk their savings or any 
part of their wealth in a business venture. 
If it goes well for them, they will earn 
rewards for their efforts. If things go poor
ly, they could lose part or even all of their 
investment. The very thought of financial 
gain might lead someone to become an 
entrepreneur, an individual who enters
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Many people, no matter what their jobs, are encouraged to work harder to 
earn a higher salary. What does the profit motive encourage people and 
organizations to improve?

business and takes a risk in hope of earn
ing a profit.

But what, in fact, is profit? Consider, for 
example, the earlier case of voluntary ex
change. Remember that the buyer gives up 
money to obtain a product, and that the 
seller gives up the product to obtain 
money. Unless both parties believe they 
will be better off afterward than before, 
neither will make the exchange. When it 
does take place, it does so only because 
both parties feel they will make a profit.

Profit, then, is the extent to which per
sons or organizations are better off at the 
end of a period than they were at the 
beginning. The profit motive—the driving 
force that encourages people and organi
zations to improve their material well
being—is largely responsible for the 
growth of a free enterprise system based 
on capitalism.

Suppose, for example, that a company 
wants to increase profits. One way is to be 
more efficient than the competition. The 
firm will try to lower its costs and im
prove the quality of its product. If success
ful, profits will increase because the firm

John H. Johnson started Ebony magazine in 
1945. Today, his business empire includes 
four other magazines, a radio station, and 
Fashion Fair cosmetics. Why is Johnson con
sidered an entrepreneur?
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will be selling more of a better item for 
less cost. Soon, other firms will try to 
copy the success and, in turn, raise their 
own profits.

Bigger profits also generate new interest 
in the industry. When this happens, new 
firms rush in to “grab a share” of the 
profits. To remain competitive and stay in 
business, the original firms may have to 
cut their prices, which means that custom
ers buy for less. In the end, the search for 
higher profits can lead to a chain of events 
that involves more production, greater 
competition, higher quality products, and 
lower prices for consumers.

Without the profit motive, manufactur
ers would have less incentive to improve 
production methods. They would be less 
inclined to search for new products, and

there would be less reason to compete 
with other manufacturers for the consum
er’s dollar. In the end, the products avail
able to consumers would be of lower qual 
ity, higher price, and there would be less 
variety from which to choose.

SOURCE OF CAPITAL
An economic system must be able to 

produce the third factor of production, 
capital, if it is to satisfy the wants and 
needs of its people. Freedom and voluntary 
exchange, private property rights, and the 
profit motive are im portant, but they are

Figure 2-2

1960 1965 1970 1975 1980 1985
Years

Source: Economic Report o f  the President, 1987
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People save for many reasons. They save for a home, new car, or college 
as this student is doing. Why are savings decisions important?

not enough. People must also be willing to 
save if capital is to be formed. To the 
economist, saving means the absence of 
spending. Saving decisions are im portant 
because they make investment decisions 
possible.

For example, suppose someone wants to 
set up their own business. The first thing 
they might do is to put some income aside 
until they are ready to begin. They might 
keep their money in a wallet, or keep it in 
a bank to earn interest until they are 
ready to use it. When they are finally 
ready to begin business, they will have 
some funds set aside to invest.

Someone else might go right to a bank 
to borrow funds to begin their business. If

other people have been saving rather than 
spending, the bank will probably have 
funds to lend out. However, if people have 
been spending rather than saving, the 
bank may not be able to make the loan.

For investment to take place, then, 
someone in the economy must save. Sav
ing and investing can be done by the same 
person as noted in the first example. Or, 
the saving and investing can be done by 
different people as with the bank example. 
Why people save is not im portant. They 
may be saving for retirem ent, a vacation, 
or a college education. The point is that 
they are abstaining from consumption, 
which frees resources for others to borrow 
and use. As seen in the graph on page 38,
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the more people save, the more money is 
available to invest.

Section Review
1. What two terms can be used to describe 

the United States economy?

2. What are the four major characteristics 
of capitalism?

3. What is the role of the profit motive in 
a free enterprise system?

4. Why are saving decisions im portant for 
capital formation?

2.3 Evaluating Economic Performance
Whether or not a particular economic 

system is best for a society depends on the 
ability of that system to satisfy the needs 
of its people. These needs are, in part, 
defined by the economic and social goals 
the society sets for itself. These goals are 
important because they are used to 
evaluate the performance of an economic 
system. They serve, in effect, as a series 
of measuring sticks that help people 
determine if the system meets their needs. 
If a system meets most, but not all of the 
needs, people may demand laws to change 
the system until their needs are met.

ECONOMIC 
AND SOCIAL GOALS

In the United States, people share many 
broad social and economic goals. While it 
might be difficult to find them listed in 
any one place, they are repeated many 
times in statements made by friends, rela
tives, community leaders, and elected offi
cials. Seven of these major economic and 
social goals are described below.
ECONOMIC FREEDOM. In the United 
States, people place a high value on the 
freedom to make their own economic deci

sions. For instance, people like to choose 
their own occupation, employer, and how 
to spend their money. The belief in eco
nomic freedom, like political freedom, is 
one of the cornerstones of American 
society.
ECONOMIC EFFICIENCY. Americans rec
ognize 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 few'er wants 
and needs can be satisfied. Economic 
decision-making also needs to be efficient 
so that benefits gained are greater than 
costs incurred.
ECONOMIC EQUITY. Americans have a 
strong sense of justice, im partiality, and 
fairness. For example, many people feel 
that there should be equal pay for equal 
work. As a result, it is now illegal to 
discriminate on the basis of sex, race, or 
religion. In addition, laws protecting con
sumers against false advertising, unfair 
prices, and dangerous products have also 
been passed.
ECONOMIC SECURITY. Americans also 
desire protection from such adverse eco
nomic events as layoffs and illnesses. Most 
states have, for example, set up funds to 
help workers who lose their jobs. Many 
employers have insurance plans to cover
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Food stamps help 
give economic securi
ty to people with low 
incomes. Families 
that qualify for food 
stamps pay a fraction 
of the monetary 
value of the stamps 
and then spend them 
like money to buy 
food. How might in
flation conflict with 
this form of econom
ic security?

the injuries and illnesses of their workers. 
On the national level, Congress has set up 
Social Security—a federal program of dis
ability and retirement benefits to cover 
most working people.
FULL EMPLOYMENT. When people 
work, they earn income for themselves 
while they produce goods and services for 
use by others. When people do not have 
jobs, however, they cannot support them
selves or their families, nor can they prod
uce output for others. As a result, people 
want their economic system to provide as 
many jobs as possible.
PRICE STABILITY. Another goal is to 
have stable prices. If there is inflation—a 
rise in the general level of prices—life 
becomes difficult for many people. Work
ers need more money to pay for food,

clothing, and shelter. People on a fixed 
income—an income that does not increase 
even though prices go up—find that bills 
are harder to pay and that planning for 
the future is more difficult. Price stability 
makes budgeting easier and adds a degree 
of certainty to the future.
ECONOMIC GROWTH. The last major 
social and economic goal shared by most 
Americans is that of economic growth. 
Without it, people would not have more 
goods and services in the future than at 
present. Most people, for example, hope 
to have a better job, a newer car, better 
clothes, their own home, and a number of 
other things in the future. Since popula
tion is expected to expand, economic 
growth is necessary to meet everyone's 
future needs.
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TRADE-OFFS AMONG GOALS
While most Americans seem to agree on 

the above set of goals, it is not always 
possible to satisfy everyone at the same 
time. Sometimes people have different 
ideas about how to reach a goal. At other 
times, the goals themselves might conflict.

For example, a policy designed to keep 
foreign-made shoes out of the United 
States would help full employment in the 
domestic shoe industry. But this policy 
would work against individual freedom be
cause consumers would have fewer choices 
available. The construction of a new shop
ping center might stimulate economic 
growth in an area. But it might also threa
ten the stability and security of others—

possibly even other merchants—located 
nearby.

For the most part, individuals, busi
nesses, and governments are usually able 
to resolve conflicts of goals and reach 
compromises. The economic system of the 
United States is flexible enough to allow 
choices, accommodate compromises, and 
still satisfy the majority of Americans 
most of the time.

Section Review
1. How are goals used to evaluate the 

performance of economic systems?
2. What are seven ftiajor goals of the Unit

ed States economy?
3. Why might goals sometimes conflict?

2.4 The United States Economy
The economic system of the United 

States is highly complex. It is based pri
marily on free enterprise and capitalism, 
but there are also elements of command 
and tradition. Even the role of government 
reflects the desires, goals, and aspirations 
of its people.

According to Abraham Lincoln, 
government should "do for the people 
what they wish to have done but cannot 
do as well or at all in their individual 
capacities.’’ Basically, this describes the 
role of government in the American 
economy today. Whether it be on the 
federal, state, or local level, government 
has become a protector, provider of goods 
and services, consumer, regulator, and 
promoter of national goals.

As protector, the United States govern
ment enforces laws against false and

misleading advertising, impure food and 
drugs, and even unsafe automobiles. It 
also enforces laws against abuses of 
individual freedoms like discrimination 
because of age, sex, race, or religion.

All levels of government provide goods 
and services for its citizens. For example, 
the federal government supplies postal and 
national defense services. State govern
ments provide education and public 
welfare. Local governments often provide 
parks, libraries, and bus services. In the 
process, government consumes the three 
factors of production just like any other 
form of business.

In its role as a regulator, the federal 
government is charged with preserving 
competition in the marketplace. It also 
oversees interstate commerce, communica
tions, and even entire industries such as
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banking and nuclear power. Many state 
governments regulate insurance rates and 
automobile registrations. Even local gov
ernments regulate business activity with 
their control over the granting of building 
and zoning permits.

As much as anything else, however, gov
ernment reflects the will of its people. In 
fact, many functions of government reflect 
the people’s desire to modify the economic 
system to achieve the goals of freedom, 
efficiency, equity, security, full employ
ment, price stability, and economic 
growth. Because of this, the United States 
is said to have a modified private enter
prise economy—one in which people carry' 
on their economic affairs freely but are 
subject to some government intervention 
and regulation.

Today, there is considerable debate over 
the "proper” role of government in the 
economy. Some people feel that the gov
ernment does too much, others feel that it 
does not do enough. Americans must real
ize, however, that government is involved 
because the American people wanted it 
that way. It is also likely that the nation’s 
modified free enterprise system will under
go further change as the goals and objec
tives of the American people change.

Section Review
1. What are the major roles of the govern

ment in the American economy today?

2. Which levels of government are in
volved in providing goods and services 
for Americans?

Summary
1. A society’s survival depends on how 

well it can provide food, clothing, and 
shelter for its people.

2. All societies have economic systems 
that deal with scarcity. The three sys
tems that have evolved over time are 
the traditional, command, and market 
economies.

3. In a traditional economy, everyone has 
a specific role. This can lead, however, 
to an economy that remains stagnant 
or fails to grow.

4. In command economies, the individual 
has little or no role in economic plan
ning or decision making.

5. Command economies have one major 
advantage—the ability to change rap
idly in a short time.

6. A market economy has several advan
tages. Among these are the ability to 
adjust to change over time, the lack of 
significant government intervention, 
and the large variety of goods and 
services available to the consumer.
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7. The economic system of the United 
States is based on capitalism and free 
enterprise.

8. Capitalism has several characteristics. 
These include economic freedom, vol
untary exchange, private property, and 
the profit motive.

9. Saving makes available the resources 
needed to produce goods and services.

10. All economic systems should satisfy 
the needs of its people. These needs 
are partially defined in economic goals 
a society sets for itself.

11. The United States economy today is a 
modified private enterprise economy 
where people conduct their economic 
affairs freely but with some govern
ment regulation.

m Buildins an Economic Vocabulary
economic system 
traditional economy 
command economy 
Gosplan
market economy
market
capitalism

voluntary exchange 
private property 
sanctity of contract 
entrepreneur 
profit
profit motive

saving
Social Security 
inflation 
fixed income 
modified private 

enterprise economy

Reviewing the Main Ideas-- --- 4,1-----------------------------------------------

1. On what does a society’s survival de
pend?

2. What is the main advantage of a tradi
tional economy? The main disadvan
tage?

3. How does Gosplan direct the Soviet 
economy?

4. What are the four major disadvantages 
of the command economy?

5. In what ways do consumers influence 
the market economy?

6. How does change in a market economy 
differ from change in a traditional 
economy? A command economy?

7. How do people and businesses benefit 
from economic freedom?

8. What incentives does owning private 
property give people?

9. Toward what can the search for higher 
profits lead?

10. How are saving and investment deci
sions related?

11. Why are economic goals im portant?

12. Why is it not always possible to 
achieve all economic goals?

13. Why is there debate over the “proper” 
role of government in the economy?
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Practicing Critical Thinking Skills
1. How are the w ants and needs of peo

ple different under each of the three 
types of economic system s—traditional, 
command, and m arket?

2. Some people believe the profit motive 
conflicts w ith the goals of economic 
security and equity. Do you agree or 
disagree? Why o r why not?

3. In a pure com m and economy, do you 
think individuals need to know how to 
choose? Why or why not?

4. We tip  for service in restauran ts, but 
not for service a t gas stations. Explain 
how this illustrates economic decision 
m aking by trad ition  ra th e r  than  by 
m arket o r by com m and.

Applying Economic Understandingsm m » -- '

Taking Notes
Economists often use their research 

notes when preparing a report on some 
aspect of the economy. Taking notes in
volves writing inform ation down in an or
derly and brief form.

There are many different styles of note- 
taking. All clarify and put m aterial in 
order. This order may be chronological, 
based on im portance of events, o r relation
ships among parts of m aterial.

One of the most com m on m ethods of 
taking notes is in outline form. To do this, 
follow the steps in this exam ple.

1. Read pages 27 and 28. W rite the m ajor 
heading of the section. In many cases, 
main headings form an outline of the 
major topics. In this exam ple, the m ain 
headings are Economic Systems and 
Traditional Economy.

2. Briefly list the topics covered under 
each heading.
Economic System s 

Traditional Economy 
Definition Advantages 
Exam ple D isadvantages

3. Add any additional inform ation that is 
im portan t to know about each topic. 
Your final notes should be sim ilar to 
the following outline.

Economic System s 
I. T raditional Economy

A. Definition
1. ritual and custom  guide 

activity
2. lack of individual freedom
3. clearly defined social roles
4. production clearly defined

B. Exam ple (po lar eskimo)
1. generations pass down life 

skills
2. sharing the hunt

C. Advantages
1. everyone knows role
2. stable life

D. D isadvantages
1. discourages new ideas
2. punishes
3. stagnant

For further practice in this skill, take 
notes on the m aterial on pages 28-34.
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Economic Institutions
Some see private enterprise as a predator to be shot, others a cow to be milked, 

and few are those who see it as a sturdy horse pulling a wagon. W inston Churchill



в

Chairter 3

After reading this chapter, you will be able to:

•  Explain the purposes of economic institutions.

•  Compare the advantages and disadvantages of the three m ajor 
types of business organizations.

•  Describe the ways in which business in the United S tates can 
expand and grow.

•  Discuss the purpose of each of the three m ajor types of nonprofit 
organizations.

•  Explain governm ent’s dual role as an  economic institution.

3.1 Role of Economic Insertions
In the United States, m any im portant 

decisions are made by economic institu
tions—persons and organizations that use, 
and sometimes represent, the factors of 
production needed to satisfy the w ants and 
needs of consumers. Some of these include 
business firms, hospitals, labor unions, co
operative associations, schools, churches, 
and many different governm ent agencies.

For example, an acre of land standing 
idle may serve no useful purpose. But 
when persons and organizations en ter the 
picture, they cause the land to become

productive and satisfy people’s w ants. 
When this happens, the economic in stitu 
tions link the factors of production 
and consumers.

At tim es, economic institu tions may 
sim ply represent the productive resources. 
W orkers in steel, textiles, autom obiles, and 
even farm ing, for exam ple, m ay belong to 
unions that seek higher pay and better 
working conditions. Teachers, doctors, and 
other professionals may belong to o ther 
professional organizations for m any of the 
same reasons.
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College students (left) are consumers wanting a higher education. Doctors 
and operating room attendants (right) provide a medical service. What 
economic institution links each of these consumers and services?

Even o ther economic institutions, such 
as schools, medical care facilities, and 
churches may be set up as nonprofit 
organizations. Like their profit-seeking 
counterparts, they work in a business-like 
way to make the best use of scarce 
resources while providing goods and 
services to consum ers. The difference is 
that they do not seek self-enrichm ent. 
Instead they earn such em otional rew ards

as im proving educational standards, seeing 
the sick become well, and helping those in 
need.

Section Review
1. W hat two things do economic institu 

tions do?

2. W hat are some m ajor economic institu 
tions in the American economy?

3.2 Business Organizations
One of the m ajor economic institutions 

is the business organization—a profit- 
seeking enterprise that serves as the m ain 
link between scarce resources and consum 
er satisfactions. Most farm s, corner drug

stores, television m anufacturers, trucking 
com panies, and law firm s fall into this 
category. These businesses com pete with 
one ano ther for the chance to satisfy’ peo
p le’s w ants.
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SOLE PROPRIETORSHIPS
The most common form of business or

ganization in the United States today is 
the sole proprietorship—a business owned 
and run by one person. Proprietorships are 
generally small. They collectively have 
only a fraction of the total sales of all 
business. Even so, they are often profit
able. Today, alm ost one-quarter of the 
profits that go to all businesses are earned 
by sole proprietorships.

FORMING A PROPRIETORSHIP. The
sole proprietorship is the easiest form of 
business to start and run. Aside from cer
tain licenses and fees that m ay be required 
by government agencies, there is alm ost 
no red tape involved. Most proprietorships 
are able to open for business as soon as 
they set up operations.

For example, someone could s ta rt a pro
prietorship by simply setting up a lem on
ade stand in their front yard. Or, someone 
could decide to mow lawns and do land
scaping or gardening. Someone else m ight 
decide to open a grocery store, a gas s ta 
tion, or a restaurant.

A proprietorship may be run out of a 
person’s home, or it may have office space 
in a professional building. There is no one 
way to set up a proprietorship. Since it is 
basically a business that is owned, run, 
and financed by a single person, m any dif
ferent types of businesses are represented.

ECONOMIC ADVANTAGES. The m ain 
advantage of a sole proprietorship is that 
it is easy to establish and manage. If 
someone has an idea, or an opportunity  to 
make a profit, he or she has only to decide 
to go into business and then do it. Once in 
business, the owner has direct control over 
all operations. This means that there is no 
co-owner, boss, or "higher-up” to consult 
if a decision has to be m ade quickly. This 
gives the owner considerable flexibility,

which is very im portan t in some kinds of 
economic activity.

For exam ple, suppose the ow ner of a 
sm all store m eets a m anufactu rer who 
w ants to sell som ething at a bargain  price 
right away. In such a case, an im m ediate 
decision m ust be made. Taking the tim e to 
consult w ith a boss could m ean that the 
opportunity  m ight be missed.

Second, the sole proprietorsh ip  allows 
the ow ner to enjoy the profits of good 
m anagem ent w ithout having to share 
them . Though there is always the possibili
ty of suffering a loss, the lure of profits 
makes people willing to take risks.

Third, the proprietorship does not have 
to pay business income taxes since the

Figure 3-1

BUSINESS 
ORGANIZATIONS 
IN THE U.S.

NUMBERS

О  Sole Proprietorships 
О  Partnerships

Source: SOI Bulletin
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business is not recognized as a separate, 
legal entity . The ow ner m ust pay individu
al income taxes on profits taken from the 
proprietorship, but the business itself is 
tax exem pt. Aside from one or two m inor 
reports, the ow ner does not even have to 
fill out any com plicated tax forms beyond 
those norm ally required for wage and sala
ry purposes at the end of the year.

For exam ple, suppose Mr. Sm ith owns 
and operates a sm all hardw are store in a 
local shopping center, and a sm all auto 
repair business in a garage next to his 
home. Since neither business depends on 
the other, and since the only thing they 
have in com m on is ow nership, the two 
businesses appear as separate and distinct 
economic activities. For tax purposes, how
ever, everything is lum ped together a t the 
end of the year. When Mr. Sm ith  files his 
personal income taxes, the profits from 
each business, along w ith wages and sal
aries earned from other sources, are com 
bined. He does not pay taxes on each of 
the businesses separately.

A fourth advantage of sole proprietor
ship is psychological. Many people feel 
that they get a certain  am ount of personal 
freedom by being their own boss. Others

feel that the satisfaction they get is worth 
more than  a h igher salary  they m ight earn 
working for someone else. Also, some peo
ple have more confidence in them selves 
than  they do in others, and believe they 
can succeed where o thers have failed. Still 
o thers have a strong desire to see their 
nam e in p rin t, have dream s of great 
w ealth  o r com m unity sta tus, o r w ant to 
make their m ark in history.

A fifth advantage is tha t it is easy to get 
out of business if the ow ner decides to do 
so. The ow ner sim ply stops offering goods 
and services for sale—there are no com pli
cated legal or tax considerations, and 
there are  no co-own«rs or higher-ups to 
consult.

ECONOMIC DISADVANTAGES. One of 
the m ain disadvantages of a sole proprie
torship is that the ow ner has unlimited 
liability. This m eans that the ow ner is 
personally and fully responsible for all 
losses and debts of the business. So, if the 
business does not do well, the ow ner’s 
personal possessions may be taken away to 
satisfy business debts.

Consider, for exam ple, the earlie r case of 
Mr. Sm ith  who owns and operates two

In the cartoon below, a sole proprietor of a small business tells why he 
has no profit-sharing plan for his employees. What are the economic 
advantages of sole proprietorships?
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Profile

Thorstein Veblen
Thorstein Veblen was an 

American economist and social sci
entist who challenged the economic 
theories of his tim e. By analyzing 
the psychological bases of social 
and economic institutions, he laid 
the foundations for the school of 
institutional economics.

Veblen rejected the neat logic 
and static natu ral laws of most 
other economists and argued that 
the nature of the economic order 
was evolutionary. He felt it 
changed with society’s values, cus
toms, and laws and was influenced by such institutions as churches, 
schools, labor unions, and business organizations. He believed that 
along with the institutions, the prevailing a ttitudes of the day had a 
great deal of influence on economic behavior.

Veblen saw a basic conflict in corporate business structure. As 
he saw it, the profit-seeking "cap tains of industry'” who owned and 
ran corporations knew that increased production of goods would 
drive prices down and lower profits. So they hired engineers, 
technologists, and others to increase production of the goods the 
consumer needed and w anted. Then, in their greed for profits, they 
restricted the benefits to hum anity  by cu tting  production.

In his work, The Theory o f  the Leisure Class (1899), Veblen 
heaped sim ilar scorn on the w ealthy. He described the higher classes 
as barbaric and wasteful, engaging in useless activities and conspic
uous consum ption, which he called "conspicuous w aste.” To em pha
size his point, he cited such exam ples as the lavish parties of the 
1890’s—where thousands of dollars were spent on food and drink, 
much of which was throw n away later.

Veblen also authored o ther works, all w ritten  in a dry, satiric  
style. These include The Theory o f  Business Enterprise (1904), The 
Engineers and the Price System  (1921), and Absentee Ownership and 
Business Enterprise in Recent Times (1923). Although his theories did 
not attract many disciples in his tim e, econom ists from that tim e 
forward have had to reckon w ith the influence of social institutions 
and values on economic behavior.

1857— 1929
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businesses. If the hardw are business 
should fail, Mr. S m ith ’s personal w ealth, 
which includes the autom obile repair 
shop, may be legally taken away to pay off 
debts arising from the hardw are store.

A second disadvantage of a sole pro
prietorship is that it is usually difficult to 
raise financial capital. Generally, a great 
deal of money is needed to set up a busi
ness, and even more is required to make it 
expand. The problem , however, is that the 
personal financial resources available to 
most sole proprietors are lim ited. Even 
banks and o ther lenders usually do not 
w ant to lend money to new or very small 
businesses. Often the sole proprietor raises 
financial capital by tapping savings or 
borrow ing from family m em bers.

A th ird  disadvantage is size and efficien
cy. Many tim es a business needs to be a 
certain  size before it can operate profit
ably. A retail store, for exam ple, may need 
to hire a m inim um  num ber of employees 
just to be open during norm al business 
hours. It may also need to carry a m ini
mum inventory—stock of goods in re
serve—to satisfy custom ers. A m anufactur
ing business may need a m inim um  of capi
tal tools and equipm ent. This means that 
the proprietor will have to find the money 
to hire enough workers and capital to 
operate efficiently.

Another disadvantage is that the propri
etor often has lim ited m anagerial experi
ence. The ow ner-m anager of a small com 
pany may, for example, be an inventor 
who is highly qualified as an engineer but 
lacks the "business sense” or tim e to over
see the orderly grow th of the company.
This owner may have to hire others to do 
the types of work—sales, m arketing, and 
accounting—that he or she cannot do.

A fifth disadvantage is the difficulty of 
a ttrac ting  qualified employees. Since pro
prietorships tend to be sm all, employees 
often have to be skilled in several areas. In

addition, m any top high-school and college 
graduates are more likely to be a ttracted  
to positions w ith  larger, well-established 
firms than  sm all ones. This is especially 
true when the larger firm s offer fringe 
benefits, or employee benefits in addition 
to wages and salaries. Fringe benefits in
clude paid vacations, sick leave, re tire
m ent, and insurance.

PARTNERSHIPS
A partnership is a business that is joint

ly owned by two or more persons. It 
shares m any of the sam e advantages and 
disadvantages of a sole proprietorship  and 
is sim ilar in m any ways. Collectively, part
nerships represent about 10 percent of all 
business organizations in the United 
States, but they have only a sm all fraction 
of total business sales and profits.

The m ost com m on form of partnership 
is a general partnership, one where all 
partners are responsible for the m anage
m ent of the business. In a limited partner
ship, at least one p artner is not active in 
the daily running of the business though 
he or she may have contribu ted  funds to 
finance the business.
FORMING A PARTNERSHIP. Like a pro
prietorship , a partnersh ip  is relatively easy 
to set up. Because more than  one owner is 
involved, form al legal papers are usually 
draw n up to specify arrangem ents between 
partners. Although not alw ays required, 
these papers sta te  ahead of tim e how prof
its—or losses—are divided.

The partnersh ip  agreem ent may divide 
the profits fifty-fifty, sixty-forty, or any 
o ther arrangem ent suitable to the p a rt
ners. It may also state  the way future 
partners  can be taken into the business 
and the way the property of the business 
will be d istribu ted  if the partnersh ip  ends.

52 AN INTRODUCTION TO ECONOMICS



Partnerships, such as this bicycle shop, are important to the economy. 
They are easy to set up and represent about 10 percent of business 
organizations in the United States. What may partnership agreements 
contain?

ECONOMIC ADVANTAGES. Like a sole 
proprietorship, a partnersh ip  is a rela
tively simple business to establish and 
manage. Generally, each partner takes care 
of certain parts of the business. One p a rt
ner might agree to do the m arketing, an 
other the production, and so on. The p a rt
ners usually agree ahead of tim e to consult 
with each other before m aking any m ajor 
decisions.

A second advantage is that there are no 
special taxes on a partnership  itself since 
it is not a separate legal entity. Like a 
proprietorship, the partners w ithdraw

profits from the firm and then pay individ
ual income taxes on them  at the end of 
the year. The only m inor difference is that 
each partner has to subm it a special 
schedule to the Internal Revenue Serv ice 
detailing the profits from a partnersh ip . 
This is for inform ational purposes only 
and does not give a partnersh ip  any spe
cial legal status.

Third, partnersh ips can usually a ttrac t 
financial capital easier than p roprie tor
ships. They are generally a little bigger 
and, if established, have a be tter chance at 
getting a bank loan. If money cannot be
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borrowed, the existing partners can always 
take in new partners who bring financial 
capital w ith them  as part of their price for 
joining the business.

A fourth advantage of a partnersh ip  is 
the slightly larger size, which makes effi
ciency easier to reach. In some areas, such 
as medicine and law, a relatively small 
firm w ith three or four partners may be 
just the right size for the m arket. O ther 
partnerships, such as accounting, may 
have literally hundreds of partners, and 
the firm  may offer services throughout the 
United States.

A final advantage is that many p artner
ships find it easier to a ttrac t top talent 
into their organizations. Since most p a rt
nerships today offer specialized services, 
top graduates seek out the more p resti
gious firms to apply their recently ac
quired skills in law, accounting, and other 
fields.

ECONOMIC DISADVANTAGES. The 
m ain disadvantage of a partnership  is that 
each partner is fully responsible for the 
acts of all o ther partners. If, for example, 
one partner causes the firm  to suffer a 
huge loss, each partner is fully and person
ally responsible for the loss. This is the 
same as the unlim ited liability  feature of a 
sole proprietorship. Nevertheless, it is 
more com plicated because there are more 
owners. As a result, most people are ex
tremely careful when they choose a busi
ness partner.

In the case of a lim ited partnersh ip , the 
lim ited partner is not fully liable for the 
losses and debts of the business. This is 
known as limited liability and means that 
the ow ner’s responsibility for the debts of 
the business is lim ited by the size of his or 
her investm ent in the firm. If the business 
fails, or if huge debts rem ain, the lim ited 
p a rtne r only loses the original investm ent 
and the o ther partners m ust make up the 
rest.

A second disadvantage of a partnersh ip  
is that all partners share the profits. Un
like a sole proprietorship , no single person 
keeps all the profits. Since partnersh ip  
papers usually specify the way profits are 
divided, the division usually stays the 
sam e over the long term .

A th ird  disadvantage of the partnership  
is tha t it has limited life. This m eans that 
the firm  legally stops when a p a rtn e r dies, 
quits, o r a new p artn e r is added. A busi
ness can, however, still exist in the eyes of 
the public even though it goes through a 
legal change. For exam ple, the partnership 
of A, B, and С may be known as the 
W idget Company. If there is a change in 
ow nership, the new partnersh ip  may reach 
an agreem ent w ith the old one that allows 
it to use the sam e name.

CORPORATIONS
Although there are m any sole proprietor

ships and partnersh ips in the United 
S tates today, slightly more than  90 percent 
of all business is done by corporations.
The corporation is a form  of business 
organization recognized by law as a separate 
legal entity . A corporation has the right 
to buy and sell property, en te r into legal 
contracts, and sue and be sued.
FORMING A CORPORATION. Unlike a 
so le  p ro p r ie to r s h ip  o r  p a r tn e rs h ip ,  a 
corporation is a very form al and legal 
arrangem ent. People who would like to 
incorporate, o r form a corporation, must 
file for perm ission in the sta te  where the 
business will have its headquarters. If ap
proved, a charter—a governm ent docu
m ent that gives perm ission to create a 
corporation—is granted. The charter states 
the nam e of the com pany, address, pur
pose of business, and o ther features of the 
business.
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OWNERSHIP, CONTROL, AND ORGANIZATION 
OF THE TYPICAL CORPORATION
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Shareholders rfcri the

I
BOARD OF DIRECTORS

who selects ш
THE PRESIDENT

who hires t
VICE PRESIDENT 

Sales » VICE PRESIDENT 
Production

r 1
1 VICE PRESIDENT 

Finance »
“i

Domestic International Quality
Control

Research & 
Development!

Payroll

* *  m  т а *  m

Figure 3-2

The charter also specifies the num ber of 
shares of stock, or ownership parts of the 
firm. These shares are certificates of 
ownership and are sold to investors called 
shareholders or stockholders. The money is 
then used to set up the corporation. If the 
corporation is profitable, it will eventually 
issue a dividend—or a check representing 
a portion of the corporate profits—to 
shareholders.
CORPORATE STRUCTURE. Once an in
vestor purchases stock, he or she becomes 
an owner and has certain m anagem ent

rights. The extent of these rights, however, 
depends on the type of stock purchased by 
the investor. The two types of stock avail
able to the investor are com m on and pre
ferred.

For exam ple, com m on stock represents 
basic ow nership of a corporation. The 
comm on shareholder usually receives one 
vote for each share of stock ow^ned. This 
vote is used to elect a board  o f directors 
whose duty is to direct the corporation’s 
business by setting  broad policies and 
goals. The board also hires a professional
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A SHARE 
OF STOCK

.......................... ишныиитгоя
^  B rH  CORPORATION < i

H. SMMVES O f  COfAMOlJ STOCK 
lklTU.v»M Po* J«»M  Jotoe.* 3 *

To own a share of stock is to 
own part of the company that 
sells the stock.

This means that you own part of 
a company's plant and equipment, 
and have a voice in how the 
company is managed.

The actual amount of a company 
that you own varies with how 
many shares of stock you have.
For example, owning 12 shares of 
stock in the В & H Corporation 
means you own a 1/100,000 
part of that corporation if 
the total number of shares 
offered is 1,200,000.\

Figure 3-3

m anagem ent team  to run the business on 
a daily basis.

On the o ther hand, preferred stock rep
resents non-voting ow nership of the cor
poration. Preferred shareholders receive 
dividends before com m on shareholders. In 
the event tha t the corporation goes out of 
business, they get their investm ent back 
before the com m on shareholders do. They 
do not, however, have the right to elect 
representatives to the board of directors.

In theory, a stockholder who owns a 
m ajority of a corporation’s com m on stock 
can elect board m em bers and control the 
com pany. If the corporation is very small, 
the shareholder m ight even elect himself 
or herself—and even o ther family m em 
bers—to the board of directors.

In practice, however, this is not done 
very often, because most corporations are 
so large and the investm ent by the typical 
shareholder is so sm all. In fact, most small 
shareholders e ither do not vote, or they 
turn  their votes over to someone else. This 
is done w ith a proxy—a legal docum ent 
that gives a representative of the share
holder the right to cast the shareholder’s 
vote.

ECONOMIC ADVANTAGES. The main 
advantage of a corporation is the ease of 
raising financial cap ital. If it needs more 
money, it can sell stock to investors. The 
revenue can then be used to finance or 
expand operations.

In addition to selling stock, a corpora
tion may decide to sell bonds. A bond is a 
w ritten  prom ise to repay the am ount bor
rowed at a later date. The am ount bor
rowed is known as the principal. While the 
money is being borrow ed, the corporation 
pays interest, or a fixed am ount paid at 
regular intervals, for the use of the bor
rowed money.

A second advantage of a corporation is 
that the directors of the corporation can 
hire the best m anagem ent available to run
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Case Study: Career

Credit Manager

A credit m anager’s tasks vary, 
depending on the size and kind of 
firm for which he or she works. In 
most cases, however, the credit 
manager is the one who decides

A great many people buy on 
credit today. As a result, many 
wholesale and retail businesses re
quire a credit m anager.

whether or not a person or compa- 
ny is extended credit. When credit
to a business is involved, the man- 4
ager analyzes financial reports sub-
mitted by the com pany, checks on its m anagem ent, and reviews 
credit agency reports on its prom ptness in paying bills.

Credit m anagers for large firms generally help draw  up credit 
policies and set the financial standards to be met by those applying 
for credit. They also set up office procedures and w atch over 
workers in the credit departm ent who gather and analyze inform a
tion and handle o ther general duties.

Credit m anagers for sm all firms generally interview' credit appli
cants. Then, based on what they learn during the interview, they 
decide whether or not the applicant should be extended credit. They 
also may be responsible for contacting custom ers who have not paid 
their debts.

Credit m anagers m ust be able to analyze detailed inform ation 
and then draw conclusions from their analyses. Because they often 
have to deal w ith the public, they also m ust be able to speak and 
write effectively.

A college degree is not alw ays required for a credit m anager. It 
is, however, becoming more im portan t. Degrees in business adm inis
tration and courses in accounting, economics, finance, com puter 
programming, statistics, and psychology all are helpful. Most credit 
managers just starting  out begin as m anagem ent trainees and work 
under the superv ision of a more experienced person in the credit 
department. This is especially true for those w ithout college degrees.

The outlook for credit m anagers is good at present. As more 
people buy on credit, more com panies will need the services of 
people trained to deal w ith credit and all it involves.
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the firm. If the corporation is big enough, 
it can hire specialized talent in nearly all 
areas. So, even though some owners may 
know little or nothing about the business, 
the people who are running it do.

A third advantage of a corporation is 
that it provides lim ited liability for its 
owners. This is because the corporation, 
not the owners, is fully responsible for its 
debts and obligations. Suppose, for exam 
ple, a court finds that a corporation owes 
a huge am ount of money. The company 
might first try to work out some paym ent 
term s with the court. Or it m ight try to 
satisfy its debt by selling off some assets 
of the corporation. If it cannot pay off the 
debt, however, it can declare bankruptcy— 
m eaning that a firm  cannot pay its bills 
which forces it out of business. Under such 
circum stances, the investors (stockholders) 
would lose only their investm ent in the 
com pany, the am ount lim ited to the 
money invested in stock. They would lose 
nothing else.

Because lim ited liability is so attractive, 
many firms incorporate just to take advan
tage of it. Suppose, for exam ple, that Mr. 
Sm ith who owns the hardw are store and 
the auto repair business now decides to set 
up each business as a corporation. If the 
hardw are business should fail, his personal 
w ealth, which includes the autom obile re
pair business, is safe. Mr. Sm ith  may lose 
all the money invested in the hardw are 
business, but that would be the extent of 
his loss.

A final advantage of a corporation is 
unlimited life. This m eans that the busi
ness continues to exist even when ow ner
ship changes. The corporate organization 
is recognized as a legal entity , or separate 
unit, so long as it continues to stay in 
business. Even while ow nership changes, 
the nam e of the com pany sta ted  in* its 
charter stays the same and the corporation 
continues to do business.

ECONOMIC DISADVANTAGES. One dis
advantage to a corporate struc tu re  is the 
difficulty and expense of getting a charter. 
Depending on the sta te , expenses can run 
from a few hundred to several thousand 
dollars. Because of this, m any people pre
fer to set up as sole proprietorships or 
partnerships.

Another disadvantage of the corporation 
is that the owners, or shareholders, have 
little say in how the business is run once 
they have voted for m em bers of the board 
of directors. As a result, m any investors 
purchase stock because they hope to re
ceive a dividend. O thers buy stock hoping 
that it will increase.in value over tim e so 
they can sell it for profit. In most cases, 
however, the ability  of the shareholder to 
influence corporate policy is lim ited to 
voting for the board of directors.

A th ird  disadvantage of a corporation is 
that it has to pay taxes. This is because 
the corporation is recognized as a separate 
legal entity .

Finally, corporations are subject to more 
governm ent regulation than  either sole 
proprietorships or partnerships. For exam
ple, corporations m ust register w ith the 
sta te  in which they are chartered. If a 
corporation w ants to sell its stock to the 
public, it m ust follow regulations set forth 
by the federal Securities and Exchange 
Commission. It m ay also have to provide 
certain  financial inform ation about sales 
and profits. Even an  a ttem p t to take over 
ano ther business may require federal gov
ernm ent approval.

Section Review
1. W hat part does a business organization 

play in the American free enterprise 
economy?

2. W hat are the advantages of each form 
of business organization? W hat are the 
disadvantages?
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3.3 Business Growth and Expansion
In the United States, m any businesses 

expand by joining w ith ano ther business. 
This process is called a merger, or com bi
nation of two or more business enterprises 
to form a single firm.

BUSINESS COMBINATIONS
When one corporation merges with an 

other, one of the two usually gives up its 
separate legal identity. For example, Seal- 
test merged with Southern Dairies when it 
bought Southern’s comm on stock from in
vestors. Southern then lost its corporate

identity when its name was changed to 
Sealtest.

Som etim es the firm  bought out keeps its 
nam e for public relations purposes. When 
Kraft Foods later m erged w ith Sealtest by 
buying Sealtest stock, the two becam e one 
legal en tity . Because Sealtest was a brand 
nam e m any people trusted , however, the 
new com pany continued to use the Seal
test nam e on many of its products.

At o ther tim es, the nam e of the new' 
com pany may reflect the identities of the 
com panies that merged. When Chase Na
tional Bank and the Bank of M anhattan  
merged, the new' organization was called 
the Chase M anhattan Bank of New York.

Figure 3-4

BUSINESS COMBINATIONS

NICKEL SAVINGS PEOPLE S BUILDING NICKEL SAVINGS
BANK & LOAN ASSOCIATION & LOAN ASSOCIATION

HORIZONTAL MERGERS involve businesses which make the same product or provide the 
same service. Sometimes, the name of the new company reflects the identity of the firms that 
merged.

HICKORY HOLLOW TREE FARMS
VERTICAL MERGERS take place when firms taking part in different steps of manufacturing 
or marketing come together. Sometimes, one of the companies many lose its identity as a 
result of the merger._________________________________________________________________
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Understanding Sources
M ergers

The following article appeared in U.S. News and World Report, on 
June 30, 1986. Read the article and then answ er the questions that 
follow.

FTC takes the fizz out of two soft-drink mergers
To skeptics who 

wonder when the 
government will op
pose big mergers, the 
Federal Trade Com
mission has a reply— 
when two simultane
ous buy-outs would 
concentrate 80 per
cent of an industry in 
the hands of just two 
companies. The com
mission voted 4-0 on

June 20 to oppose the 
purchase of Seven-Up 
by PepsiCo and of Dr. 
Pepper by Coca-Cola.

Pepsi, with a 28 
percent market share 
had agreed last Jan
uary to buy Seven-Up 
from Philip Morris 
for $380 million. 
Pepsi's portion of the 
U.S. soft-drink busi
ness would rise to 34

percent—within hail
ing distance of Coca- 
Cola’s 39jjercent. A 
month later, Coke re
sponded by seeking 
to swallow Dr. Pep
per for $470 million; 
this combination 
would command 46 
percent of soft-drink 
sales.

1. If the m ergers had been approved, w hat percent of the 
m arket would PepsiCo and Coca-Cola have had?

2. How would such a m erger, if approved, affect the level of 
com petition in the soft-drink m arket?

3. How did the Federal Trade Commission rule on the proposed 
mergers?

4. Do you think that such m ergers would be good for consum 
ers? Why or why not?

Businesses tend to merge for different 
reasons. Som etimes the m erger takes place 
because a business w ants to be larger. 
When Kroger, a m ajor Midwest retail food 
chain, merged w ith Dillon, another retail 
food chain, it becam e one of the largest 
food retailers in the country.

Another reason for a m erger is efficien
cy. When two firms merge, they do not 
need two presidents, two treasurers, and 
two advertising agencies. This m eans that 
the new firm  can have more retail outlets, 
o r m anufacturing capability , w ithout signi 
ficantlv increasing m anagem ent costs. In
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addition, the new firm can standardize its 
products, buy more m erchandise to get 
better discounts, and make more effective 
use of its advertising.

Economists generally recognize two 
types of mergers. The first is a horizontal 
merger. This takes place when two firms 
that produce the same kind of product join 
forces. The merger of the Chase National 
and the Bank of M anhattan to form a 
larger entity is one example.

The second is a vertical merger. This 
takes place when firms involved in differ
ent steps of m anufacturing o r m arketing 
come together. An example is USX, for
merly the U.S. Steel Corporation. Through 
separate companies, USX mines its own 
ore, ships it across the Great Lakes, sm elts 
it, and makes steel into many different

products. Vertical m ergers take place 
when com panies believe that it is im por
tan t to protect them selves against the loss 
of suppliers.

Some corporations become so large 
through m ergers and acquisitions that 
they become a conglomerate. This is a 
firm that has at least four businesses, if 
not more, each m aking unrelated  products, 
none of which is responsible for a m ajority 
of its sales.

Conglom erates are found in a num ber of 
different industries. In fact, diversification 
is one of the m ain reasons for conglom er
ate mergers. Firms believe that if they do 
not "pu t all their eggs in one basket,” 
their overall sales and profits will be pro
tected. Isolated economic happenings, such 
as bad w eather or the sudden change of

Figure 3-5

CONGLOMERATE STRUCTURES
Book publishing:
Simon & Schuster, Pocket Books
Cigars:
Don Diego, Primo Del Rev 
Don Marcos, Dutch Masters 
Don Miguel, El Producto, Muriel
Insurance:
Capitol (life)
Providence
(property & casualty)

Swim and sportswear:
Cole of California, Catalina 
Malibu. Bob Mackie 
John Newcombe

Sports arenas:
Madison Square Garden 
Roosevelt Raceway 
Arlington Park

Gulf and Western (1980) 
Sales: $5.3 billion 
Profits: $227 million 
Forbes 500 rank: 70 
Rank in cigars: 1 
Founded: 1958 
Employees: 113,700 
Headquarters: NY, NY

Auto parts:
A P S .  Big A

Candy:
Schraffts, Lewis 
King Kup
Sports teams:
New York Knickerbockers 
New York Rangers 
Washington Diplomats

Matches:
Monarch, Superior
Loan offices:
Associates
Movies:
Paramount

Paper Products:
Pert, Paper Maid 
Purity towels and napkins
Hosiery:
No Nonsense, Interwoven, 
Sheer Indulgence, Kayser 
Esquire. Easy to Be Me

Shoes:
Bostonian, Stetson, 
JackNicklaus, After Six 
Sandler of Boston

Conglomerates, such as Gulf and Western buy and sell businesses. As a result, 
this short list of some of Gulf and Western’s holdings will always vary.
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consum er tastes, may affect some product 
lines a t some point, but not all at one 
time.

MULTINATIONALS
Other corporations grow so large that 

they virtually  become m ultinational in 
scope. A m ultinational, then, is a corpora
tion that has m anufacturing or service op
erations in a num ber of different countries. 
It is, in effect, a citizen of several coun
tries at one tim e. As such, it is subject to 
the laws of, and is likely to pay taxes in, 
each country where it has operations.

M ultinationals are im portan t because 
they have the ability  to move resources, 
goods, services, and financial capital 
across national borders. For example, a 
m ultinational w ith its headquarters in 
Canada is likely to sell bonds in France. 
The proceeds may then be used to expand 
a plant in Mexico that makes products for 
sale in the United States.

Many people welcome m ultinationals for 
three m ajor reasons. First, m ultinationals 
help spread new' technology worldwide. 
Second, they generate new jobs in areas 
where jobs are needed. Third, m ultination
als produce tax revenues for the host coun
try. Many developing nations find the new 
technology, jobs, and revenue provided by

m ultinationals helpful in im proving their 
nations' economy.

Yet, there are some draw backs to m ul
tinationals. For exam ple, because m ultina
tionals are large and w ealthy, they can 
influence the political life of a host nation. 
O ther countries are concerned about eco
nomic exploitation by m ultinationals. This 
could be done either by paying low' wages 
to workers, or exporting scarce natural 
resources. And workers in m ajor industri
alized nations argue that w hen m ultina
tionals build a p lant abroad, they take 
away jobs a t home.

Despite such draw backs, m ultinationals 
can be a positive fofce in the world econ
omy since they contribute technology, 
jobs, and revenue to m any nations. More
over, through buying and selling goods 
and services like o ther businesses, m ultina
tionals help integrate m arkets and develop 
the global economy.

Section Review
1. W hat are the two ways a business can 

merge?

2. W hat makes a conglom erate different 
from other forms of existing business 
organizations?

3. How is a m ultinational different from a 
conglom erate?

3.4 Other Economic Organizations
Sole proprietorships, partnerships, 

corporations, conglom erates, and 
m ultinationals are all profit-seeking 
business enterprises. Besides these, there 
are a num ber of other economic organi
zations that work to bring resources and 
consum ers together.

Many are nonprofit organizations and 
are legally incorporated. They may 
perform  m any of the sam e functions of a 
profit-seeking business w ithout issuing 
stock, paying dividends, o r paying income 
taxes. Although they may earn  the 
equivalent of a profit, such earnings are
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COOPERATIVES IN THE UNITED STATES
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Figure 3-6

reinvested in the organization to further 
its goals.

For example, a church, which is an 
example of a nonprofit organization, may 
even be formally incorporated to give it 
the feature of unlim ited life. If its weekly 
receipts exceed its expenses, the profit will 
generally be used to further the work of 
the church.

It is difficult to make any exact 
economic analysis of nonprofit 
organizations. They make use of the 
factors of production and serve many 
needs. Even if it is not easy to m easure 
the value of their products, the fact that 
there are so many of these organizations 
shows that they are im portant links in the 
productive process.

COOPERATIVE ASSOCIATIONS
Another exam ple of a nonprofit econom 

ic organization is the cooperative, or co
op—a voluntary association of persons 
formed to carry on some kind of economic 
activity  that will benefit its m em bers.

Cooperatives fall into three m ajor 
classes—consum er, service, and producer.
A consumer cooperative is one in which 
people join together to buy such com m odi
ties as food, clothing, and drugs in large 
am ounts at low prices. Its aim  is to offer 
its m em bers products at prices lower than 
those charged by regular businesses.

A service cooperative is different from a 
consum er cooperative in that it deals w ith
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services ra ther than goods. Service coop
eratives offer m em bers insurance protec
tion, credit, and other sim ilar services.

One example of a serv ice cooperative is 
a credit union, which is often begun by 
employees of a particu lar company or gov
ernm ent agency. Credit unions receive 
their funds from m em bers. In return, 
m em bers earn interest on their deposits 
and, if needed, may borrow  money from 
the credit union. In most cases, they can 
borrow at be tter rates and more quickly 
than they can from banks or comm ercial 
loan companies.

A producer cooperative helps m em bers 
sell their products at favorable prices. In 
the United States, most cooperatives of 
this kind are m ade up of farm ers. The

co-op sells directly to central m arkets or 
to m anufacturers that use the m em bers’ 
products. Any savings the co-op makes in 
m arketing costs go to its m em bers.

LABOR UNIONS
Another im portan t economic institution 

is the labor union—an organization of 
w orkers formed to work for its m em bers’ 
interests in various em ploym ent m atters. 
The union speaks for w orkers when dis
putes arise over pay, working hours, and 
o ther job-related m atters. It also talks to 
and negotiates w ith m anagem ent for work
er benefits such as health  and life insur

These members of the 4-H are learning new farming methods. This club is 
part of a nonprofit education program designed to improve agriculture 
and home economics. What other services do nonprofit organizations 
provide?

64 AN INTRODUCTION TO ECONOMICS



Labor unions are an important economic institution in the United States. 
Here, union members attend a convention to hear about labor issues. 
What do labor unions do for their members?

ance and vacations. This negotiation be
tween representatives of labor and m an
agement is known as collective bargaining.

In the early days of organized labor, 
most unions were local. Later, some 
unions joined with others to become more 
powerful. In time, the labor movement 
reached most parts of the country, spread 
into Canada, and became in ternational. 
Today, most local unions are affiliated 
with a national or an international organi
zation. Part of the dues paid by workers to 
their local union goes to support the activ
ities of the national parent organization. 
Most local unions select delegates to a t
tend a national convention. There they 
vote for national officers who make most

of the im portant decisions that have to do 
w ith union business. Today, the percentage 
of workers belonging to unions is declin
ing. Fewer than 18 percent of the w orkers 
in the labor force in the United S tates 
belong to unions.

PROFESSIONAL AND 
BUSINESS ORGANIZATIONS

Although only a sm all part of Am erica’s 
workers are m em bers of labor unions, it 
does not m ean that o ther w orkers are not 
represented. Many belong to professional 
societies, trade associations, or academ ies.
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Prop/e

John Kenneth Galbraith
John Kenneth G albraith  is a 

well-known and controversial econ
omist. He has authored such books 
as The Affluent Society, The New 
Industrial State, The Age o f Uncer
tainty, and Economics and the Pub
lic Purpose.

G albraith  believes economists 
failed to foresee the extent to 
which corporations would grow in 
size, dom inate the m arket, and in
fluence governm ent policies. He 
points out that during bad tim es, a 
weak company may go bankrupt, 
and during good tim es, it may be able to consolidate; but the end 
result is the sam e—the num ber of firms in the industry’ tends to 
shrink.

According to G albraith , as corporations grow in size, they 
develop the ability  to "m anage” consum er dem and and sell the 
quantities they desire at favorable prices by such m eans as advertis
ing and w ithholding goods from the m arket. They may even be able 
to get governnm ent concessions that would protect them  against 
com petition in hard times. U ltim ately, says G albraith , "producer 
sovereignty” takes the place of consum er sovereignty, and the pro
ducer becomes ru ler of the m arketplace.

1 9 0 8 -

Although these groups are like unions, 
they do not work in quite the sam e way.

One such group is a professional associa
tion—an organization of people in a spe
cialized occupation. It works to improve 
the working conditions, skill level, and 
public perceptions of the profession. Many 
college professors, for exam ple, belong to

the American Association of University 
Professors. Lawyers belong to the Ameri
can Bar Association. Many business lead
ers belong to the Financial Executives In
stitu te  or the American M anagem ent 
Association.

Often, businesses organize to prom ote 
their collective interest. Most cities and
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This inspector for the United States Food and Drug Administration 
enforces standards for packaged foods. What are some other examples of 
the direct role of government as an economic institution?

towns, for example, have a Chamber of 
Commerce that promotes the welfare of its 
members and the comm unity. The typical 
Chamber sponsors a num ber of activities, 
ranging from educational program s to 
community clean-up cam paigns to lobby
ing efforts on behalf of legislation favor
able to business.

Still other business associations are 
formed to help protect consumers. The 
Better Business Bureau, a nonprofit orga
nization sponsored by local businesses to 
provide general information on companies, 
is one of these. It m aintains records on

consum er inquiries and com plaints and 
offers a variety of consum er education 
program s.

GOVERNMENT
All levels of governm ent play a dual role 

as links between consum ers and resources. 
Som etim es, by its production of certain  
goods and services, governm ent has a di
rect role. O ther tim es, it has an  indirect 
one.
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DIRECT ROLE OF GOVERNMENT. Many 
government agencies use the factors of 
production to produce and d istribute cer
tain goods and services to consum ers. This 
gives government a direct role in linking 
consumers and resources. For example, the 
federal governm ent owns and runs the 
Tennessee Valley Authority (TVA). It uses 
land, labor, and capital to produce electric 
power.

The federal governm ent also uses many 
of the country’s scarce resources to create

This telephone company employee maintains 
serv ice for customers. The telephone company 
and other public utilities offer a variety of 
important services. Why does government reg
ulate public utilities?

one service that benefits all Americans— 
national defense. S tate  and local govern
m ents use land, labor, and capital to pro
vide police and fire protection, rescue serv
ices, schools, and a system of courts. At 
the sam e tim e, all levels of governm ent 
help develop and m ain tain  roads, libraries, 
and parks. In these ways, governm ent 
plays a direct part in the productive 
process.

INDIRECT ROLE OF GOVERNMENT..The 
governm ent also plays an indirect role 
when it serves as an um pire to make sure 
the m arket economy operates as the rules 
say it should. One such case is government 
regulation of privately-ow ned electric 
pow er com panies. O ther public utilities— 
investor- o r m unicipally-owned organiza
tions that offer an im portan t service to the 
public—generally are also subject to some 
governm ent regulation. Because most pub
lic u tilities have no com petitors, govern
m ent controls are needed. W ithout them , 
and w ithout com petition, these industries 
may not offer reasonable services a t fair 
prices.

The governm ent also plays an indirect 
role when it gran ts money to certa in  
individuals. People may then en ter the 
m arketplace to buy goods and services 
produced by businesses, cooperatives, and 
governm ent agencies. Social Security, pay
m ents to veterans, aid  to dependent chil
dren, poverty grants, and unem ploym ent 
com pensation are some ways the govern
ment does this.

These paym ents give the people who 
receive them  a power they otherw ise may 
not have. That is the pow er to "vo te” in 
the m arket. By casting votes in the form of 
dollars spent for goods and services, these 
people can make their dem ands felt in the 
m arket. This influences the production of 
goods and services which, in turn , affects 
the allocation of scarce resources.
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Section Review
1. How do profit-seeking organizations dif

fer from nonprofit organizations?
2. What are the three kinds of cooperative 

associations?

3. W hat purpose does a labor union serve?
4. Why are professional associations 

formed?
5. W hat two roles does governm ent play 

in linking consum ers and resources?

ter 3  Review
■ ■ ■ ■ ■ ■ ■ ■

Summary

1. In the United States, different econom 
ic institutions serve as links that bring 
together the factors of production and 
the consumers who w ant the goods 
and services.

2. Economic institutions include business 
firms, nonprofit organizations, and 
government.

3. Business organizations can be orga
nized as a sole proprietorship, a p a rt
nership, or a corporation.

4. Sole proprietorships generally are 
small, easv-to-manage enterprises 
owned by one person.

5. Some disadvantages of sole proprietor
ships include difficulty in raising fi
nancial capital and attrac ting  qualified 
employees.

6. Partnerships are owned by two or 
more persons and are, most of the 
time, slightly larger in size than sole 
proprietorships.

7. The larger size of most partnerships 
makes it easier for them  to a ttrac t 
financial capital and qualified workers.

8. D isadvantages of partnerships include 
the responsibility of each p artner for 
the acts of the others and the lim ited 
life of the partnership.

9. Corporations are owned by individual 
investors called shareholders but bv 
law can act as single individuals.

10. The type of stock owned by an inves
to r determ ines that investor’s m anage
m ent rights. Only those owning com 
mon stock vote to elect the board of 
directors, who in turn  select a profes
sional m anagem ent team  to carry out 
its policies.

11. Corporations not only sell preferred 
and common stock to raise financial 
capital, but they also issue bonds.

12. Corporations have certain  d isadvan
tages such as the difficulty and ex
pense in obtaining charters and more 
governm ent regulations.

13. Businesses may expand through m erg
ers o r consolidations which can be 
horizontal, vertical, or conglom erate. 
Some become m ultinationals.
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14. Cooperative associations are m ajor non- 15. O ther economic institu tions include 
profit economic institutions that operate labor unions, professional associations,
for the benefit of their m em bers. and governm ent.

Я  Building An Economic Vocabulary
economic institutions stock vertical m erger
nonprofit organizations shareholders conglom erate
business organization stockholders m ultinational
sole proprietorship dividend cooperative
unlim ited liability com m on stock co-op
inventory board of directors consum er cooperative
fringe benefits preferred stock service cooperative
partnership proxy credit union
general partnership bond producer cooperative
limited partnership principal labor union
lim ited liability interest collective bargaining
limited life bankruptcy professional association
corporation unlim ited life Cham ber of Commerce
incorporate m erger B etter Business Bureau
charter horizontal m erger public utilities

Reviewing the Main Ideas
1. What does an economic institu tion do?

2. What is the most comm on form of 
business organization in the United 
States today?

3. Why are sole proprietorships the ea
siest form of business to s tart and run?

4. What happens to a sole proprietorship 
if it cannot meet its debts?

5. How are partnerships formed?

6. W hat enables partnerships to have a 
better chance at raising capital and 
finding good employees?

7. How do unlim ited liability and lim ited 
liabilitv  differ?

8. W hat may corporations do because 
they are separate legal entities?

9. W hat are the differences betw een man
agem ent rights of shareholders of com
mon stock and preferred stock?

10. Why is lim ited liability  a ttrac tive  to 
owners of corporations?

11. In w hat different ways can business 
firms com bine to grow and expand?

12. W hat are the sim ilarities and the dif
ferences betw een cooperatives, labor 
unions, and professional associations?

13. List the differences in governm ent’s 
two roles as an economic institution.
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Practicing Critical Thinking Skills
1. If you were planning to open your own 

business, which form of business orga
nization would you prefer—sole propri
etorship, partnership, or corporation? 
Give reasons for your answer.

2. Do you think mergers are beneficial for 
the United States economy? Defend 
your response.

3. Cite a case in your com m unity where a 
cooperative would fulfill a definite eco

nomic need. Explain why you think so, 
and then tell w hat kind of cooperative 
you would set up.

4. Explain why labor unions are consid
ered economic organizations.

5. W hich do you think is m ore im portan t 
when it comes to bringing resources 
and consum ers together—the direct or 
indirect role of governm ent? Defend 
your position.

Applying Economic Understandings
Drawing a Conclusion

Much information is presented in the 
study of economics. For it to be of p rac ti
cal use, you must be able to organize it in 
such a way that you can use it to draw  a 
conclusion, or make a reasoned judgm ent. 
One way to organize your inform ation is 
to make a list.

For example, there are reasons why a 
business organizes as a sole proprietorship, 
partnership, or as a corporation. Each 
business must decide which type best fits 
its individual needs. One way to arrive at 
such a conclusion is to list the advantages 
and disadvantages of each type of business 
organization. Then, these can be weighed 
against the business ow ner’s desires and 
needs. An owner of a dry cleaning business 
might decide that having direct control 
and not sharing profits outweighs the diffi
culty of raising financial capital or a ttra c t
ing qualified employees. He or she might

conclude that a sole proprietorship would
be the best type. For practice in draw ing a
conclusion, follow each of the steps below.

1. List the advantages and disadvantages 
of each type of business organization.

2. Share the list w ith the ow ner of a busi
ness in your com m unity.

3. Ask the owner how his or her business 
is organized and if he or she considered 
the advantages and disadvantages listed 
when deciding to set up the business.

4. Ask which items on the list were the 
most influential in deciding how to o r
ganize the business.

5. Ask the ow ner if any additional item s 
should be added to the list.

6. Do you think that the form of business 
organization chosen was the best for 
that business?
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Unit 1 Review

Unit in Perspective
1. The fundam ental economic problem  

facing all societies is that of scarcity 
which results from a com bination of 
unlim ited w ants and lim ited resources.

2. The three factors of production—land, 
labor, and capital—used to satisfy 
needs are lim ited. As a result, careful 
choices on the use of such lim ited 
resources is necessary'.

3. Economics is the study of WHAT to 
produce, HOW to produce, and FOR 
WHOM to produce.

4. All people have basic needs which re
sult in w ants reflected in dem ands.

5. U nderstanding basic concepts such as 
goods and serv ices, w ealth, value, con
sum ption, and production is im portant 
to the study of economics.

6. Economic decisions are made on the 
basis of best available alternatives, or 
opportunity costs.

7. The tradition, com m and, and market 
economies are three ways that a so

ciety can organize itself to meet the 
needs of its people.

8. The m arket economy of the United 
S tates is based on capitalism  and free 
enterprise. The profit motive is the 
driving force that m otivates businesses 
and people and helps the economy 
grow.

9. Widely accepted economic and social 
goals have modified the basic free en
terprise economy in the United States 
by increasing the role of governm ent.

10. Business and non-business economic 
institu tions serve to bring together fac
tors of production and consum ers.

11. Business organizations in the United 
S tates are organized on a for-profit 
basis as sole proprietorships, partner
ships, or corporations. O ther organiza
tions such as cooperatives, labor 
unions, professional organizations, and 
governm ent also serve to meet the 
needs of the consum ers.

The Unit in Review
1. How does the term  used by economic 2. W hat are some key economic concepts?

educators, T1NSTAAFL, relate to the Why is it im portant to understand
studv o f economics? them ?
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3. How do economists think about the cost 
of decision-making? How is it m ea
sured? How is it illustrated?

4. Why is economic decision-making neces
sary? How are economic decisions made 
in a traditional economy? A com m and 
economy? A market economy?

5. On w hat is the United S tates economic 
system  based? W hat is necessary' for it 
to operate successfully? W hat does gov
ernm en t’s role in it reflect?

6. W hat are some key economic in stitu 
tions? W hat role do they play in the 
United States?

Building Consumer Skills
Consumer Rights and Responsibilities

This skill will help you identify and 
classify some of the basic rights and re
sponsibilities which you, as a consum er, 
have.

As a consumer, you are entitled to cer
tain rights that are often protected by law. 
For example, you have the right to p u r
chase products which are safe to use or 
consume. In turn, you have certain  respon
sibilities to producers, o ther consum ers, 
and the market as a whole to report gross 
defects in those products. You have the 
right to accurate billing from your credi
tors. On the other hand, you have the 
responsibility to answer all questions on a 
credit application form as fully and ac
curately as possible.

Read the examples of several hypotheti
cal consumer situations in the paragraph 
below. Then, classify each of the situations 
that follows as a consum er right or re
sponsibility.

1. The table and floor in an eating estab 
lishm ent is unusually dirty.

2. A w aiter mistakenly undercharges you 
for a meal.

3. A birthday present has a loose and dan 
gerous yyire yvhich may cause a shock.

4. You observe a shoplifter yvhile shopping 
in a crowded mall.

5. While preparing a resum e for a job 
interview , you consider raising your 
grade point just a little.

6. During a science experim ent, you dis
cover that the contents of a one pound 
bag of pretzels contains nineteen 
ounces.

7. A m erchant charges you a 10 percent 
fee to cash a check draw n on a local
bank.

8. You notice that the nutritional contents 
list on a locally m anufactured product 
is misleading.
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f  Business Behavior
A market economy is unique. In it, the forces o f  demand and supply interact to 

set market prices which serve as ‘‘signals” to allocate resources between markets, 
buyers, and sellers. The process is so efficient, the economy can run itself without 

government intervention or direction.
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Competition 
gnd Market Structures

People o f the same trade seldom meet together, even for merriment and diversion, 
but the conversation ends . .  . in some contrivance to raise prices. Adam Sm ith



f ij
After reading this chapter, you will be able to:

•  Explain how economic m arkets operate and are classified in the 
American private enterprise economy.

•  Compare m arket conditions tha t characterize pure com petition, 
monopolistic com petition, oligopoly, and monopoly.

•  Discuss the monopoly problem  and four solutions to it.

4.1 Capitalism, Markets, 
and Market Structures

Capitalism differs from other types of 
economic systems because it is based on 
the private ownership of property. This 
means that most factors of production are 
owned and operated by private individuals.

Businesses compete w ith each o ther and 
operate in hopes of m aking a profit. In the 
process, they do three things: First, they 
give the public goods and services the 
public wants. Second, they provide jobs.

Third, they d istribute the na tion ’s scarce 
resources so that the greatest benefits are 
brought to the most people.

In the process, the three economic choices 
of WHAT, HOW, and FOR WHOM to prod
uce are made jointly by businesses and con
sumers. The government plays a limited role 
as protector and regulator in the process, but 
does not direct the overall decision-making 
mechanism in the economy.
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CAPITALISM AND 
PRIVATE ENTERPRISE

Until the early 1900’s, the general a tti
tude in the United States was laissez faire, 
or virtually  no government intervention in 
economic affairs. The role of governm ent 
was confined to protecting private proper
ty, enforcing contracts, settling disputes,

and protecting businesses against foreign 
goods. Most people believed that com peti
tion am ong businesses for the consum er’s 
dollar would keep the economy running 
sm oothly. In this way, firms would come 
up w ith new and be tte r products a t lower 
prices. Prices would be set by the free 
actions of buyers and sellers. People also 
assum ed that seeking one’s self-interest

An operator of a lem
onade stand provides 
a product the public 
seems to want on a 
hot summer day.
How do consumers in 
a private enterprise 
economy encourage 
continued availability 
of a product?
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would bring about the greatest comm on 
good for the economy as a whole.

This is known as a private enterprise 
economy—an economy where people are 
allowed to own and run their own busi
nesses w ith a lim ited am ount of govern
ment regulation. For the most part, the 
system worked fairly well. At times, how
ever, mergers and takeovers reduced the 
number of firms and the am ount of com 
petition in selected m arkets. Some firms 
even gained so much power that they set 
prices to exploit consum ers.

When that happened, the governm ent 
stepped in to prom ote com petition and 
protect the rights of the individual.Today, 
people in the United States still have 
the economic and political freedom to 
save, invest, and even go into business.

THE CIRCULAR FLOW 
OF ECONOMIC ACTIVITY

To the economist, a m arket is a m echa
nism that allows buyers and sellers to deal 
readily in a certain  economic product. 
Markets may be local, regional, national, 
or even global. All m arkets are sim ilar, 
however, in that their economic activity 
has a d istinct circu lar flow.

For example, individuals earn  their in
comes in factor markets—the m arkets 
where productive resources are bought and 
sold. Here, labor is exchanged for wages 
and salaries, land is provided in retu rn  for 
rent, and money is loaned for interest or 
invested for a profit. When individuals re
ceive their incomes, they spend it in prod
uct markets—m arkets where goods and 
services are offered for sale by producers.

In a sim ilar way, business firms receive 
revenues in the product m arkets when

they sell goods and services to individuals. 
This revenue pays for the land, labor, and 
capital bought in the factor m arkets. Then, 
these resources are used to m anufacture 
additional products that are sold in the 
product m arkets.

All this can be seen in the d iagram  on 
page 80 which illustrates how money, re
sources, businesses, and consum ers are 
linked together by economic m arkets. In 
the d iagram , money circulates on the ou t
side, while a t the same tim e, goods, serv
ices, and factors of production flow in the 
opposite direction on the inside.

MARKETS AND 
MARKET STRUCTURES

Econom ists classify m arkets according to 
conditions that prevail in them . They ask 
questions like the following: How m any 
suppliers are there? How large are they?
Do they have any influence over price?
How m uch com petition is there betw een 
firms? W hat kind of economic product is 
involved? Are all firms in the m arket sell
ing exactly the same product, or sim ply 
sim ilar ones? Is it easy or difficult for new 
firms to en ter the m arket? And, is it easy 
for existing ones to en ter the m arket?

The answers to these questions help de
term ine market structure, or the nature  
and degree of com petition am ong firms 
operating in the sam e m arket. For exam 
ple, one market may be highly com petitive 
because a large num ber of firm s produce 
sim ilar products. Another m ay be less 
com petitive because of fewer firm s, o r be
cause the products m ade by each are dif
ferent or unique. Yet ano ther m ay have no 
com petition at all because there is only 
one seller.
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CIRCULAR FLOW OF ECONOMIC ACTIVITY 
THROUGH MARKETS

Figure 4-1

In short, m arkets can be classified ac
cording to certain  s tructural characteris
tics that are shared by most firms in the 
market. Economists have names for these 
different market structures. They are pure 
com petition, monopolistic com petition, oli
gopoly, and monopoly.

Section Review
I. W hat are three im portant things busi

nesses do when com peting w ith each 
other?

2. W hat is a private enterprise economy?
3. W hat does the c ircu lar flow of economic 

activity  illustrate?
4. Who and w hat are the m ain partici

pants in the c ircu lar flow' of economic 
activity?

5. How does an economist classify market 
structures? How do they determ ine 
conditions in each?

6. W hat are  four m arket structures recog
nized by economists?

PRODUCT MARKETS FACTOR MARKETS
Goods Services Land Labor Capital

BUSINESSES AND OTHER 
ECONOMIC ORGANIZATIONS
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42 Purely Competitive 
Economic Markets

An important category of economic m ar
kets is pure competition. This is a m arket 
situation in which there are  m any inde
pendent and well-informed buyers and 
sellers of exactly the same economic prod
uct. This market is characterized by five 
major conditions.

CONDITIONS FOR 
PURE COMPETITION

The first condition of a purely com peti
tive market is that there be a large num 
ber of buyers and sellers. In this way, any 
single buyer or seller can come into or 
pull out of the market w ithout affecting 
the price of the product.

The second condition is that buyers and 
sellers deal in identical economic prod
ucts. Then, there is no reason for buyers to 
prefer one seller’s m erchandise over an 
o th er’s. There would be no difference in 
quality , no b rand  names, and no need to 
advertise. Table salt, for exam ple, is a l
ways the sam e chemical—sodium  chloride. 
So there is no real reason why one b rand  
of salt should be higher in price th an  any 
other.

The th ird  condition is tha t each buyer 
and seller act independently. They depend 
on forces in the m arket to determ ine price. 
If they are not w illing to accept this price, 
they do not have to do business. This 
also m eans that as long as everyone acts 
independently, sellers com pete against one 
another for the consum er dollar. This 
com petition keeps prices low.

Table 4-A

ECONOMIC MARKETS IN THE UNITED STATES
Number of 
Firms in 
Industry

Influence 
Over Price

Product
Differen

tiation

Advertising Entry Into 
Market

Examples

Pure
Competition

Many None None None Easy Perfect: None 
Near: Truck

Farming
Monopo
listic
Competition

Many Limited Fair
Amount

Fair
Amount

Easy Gas Stations 
Women's Clothing

Oligopoly Few Some Fair
Amount

Fair
Amount

Difficult Automobiles
Rubber

Pure
Monopoly

One Fair
Amount

None None Almost
Impossible

Perfect: None 
Near: Electricity
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The fourth condition is that buyers and 
sellers be reasonably well-informed about 
the article for sale and the m arket in
volved. They do not need to have, how
ever, full technical knowledge of either the 
product or the m arket.

Thus, if a store offered an article for sale 
at a low price, most custom ers would 
know about it. And since the products 
offered are exactly the sam e, custom ers 
would have little reason to rem ain loyal to 
one seller. All sellers would be aware of 
o ther sellers’ prices. And they would know 
that their own custom ers would be just as 
aware.

The fifth condition is that buyers and 
sellers be free to en ter into, conduct, or 
get out of business. The price of an eco
nomic product would be determ ined by 
buyers and sellers operating in a free 
market.

A THEORETICAL SITUATION
If all five conditions for pure com peti

tion are satisfied, no one buyer or seller 
would be able to affect price in the m ar
ket. There would be no preferred brands 
because all products would be identical.

No one seller would try to sell a product 
a t a price higher than  the prevailing mar
ket price because most or all of the cus
tom ers would go to o ther sellers. There 
would be no restrictions or barriers to 
keep either buyers o r sellers from doing 
business.

For these reasons, com petition in its 
purest form is a theoretical situation. Few, 
if any, purely com petitive m arkets truly 
exist. Local truck farm ing, however, comes 
close to satisfying all of the conditions. In 
this m arket, there are m any sellers, and 
their products differ very little. The sellers 
do not band together to try to control 
prices, and both buyers and sellers have 
reasonable knowledge of w hat is being 
sold. There is very little restriction or 
regulation by governm ent.

But even if pure com petition rarely 
exists, it is im portan t to understand  its 
characteristics. In this way, it is easier to 
understand the m arket conditions which 
really do exist.

Section Review
1. W hat five conditions are needed before 

a m arket can be purely com petitive?
2. Why is pure com petition a theoretical 

situation?

4 3  Less Competitive 
Economic Markets

tries in the United States fall under this 
broad classification. Econom ists generally 
divide it into three categories—monopolis
tic com petition, oligopoly, and monopoly.

All market situations that lack one or 
more of the characteristics of pure com pe
tition are given the general name of im
perfect competition. Most firms and indus-
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Profile

John Stuart Mill
John S tuart Mill was an out

standing British philosopher and 
noted economist who spent most 
of his adult life as a public ser
vant. He held a post in the East 
India Company in London, En
gland, for 36 years. He then be
came a m em ber of the British 
Parliament.

In 1848, Mill’s work, Principles 
of Political Economy, was pub
lished. In it, he set out to revise 
the earlier works of economists 
Adam Sm ith and David Ricardo.
John Stuart Mill challenged 
the traditional idea that goods 
and services were d istributed by natural law. He believed 
instead that the d istribution of goods and services could be con
trolled. Mill thought that through technological change, the working 
class could have a better future and raise its standard  of living.

Mill also felt that governm ent should intervene to improve the 
lot of the poor. He believed that laissez faire would have to give 
way to a greater extension of governm ent duties. He thought that 
government had to intervene to preserve com petition, protect 
against monopolies, and safeguard the rights of the individual.

Mill believed strongly in free trade. Like Adam Sm ith, he was 
in favor of international specialization and the division of labor.
Mill was the first to spell out clearly the principle of com parative 
advantage. The principle states that if countries produce that which 
they can produce most efficiently, total production will be greater.

Mill also made several im portant contributions in the areas of 
logic, ethics, philosophy, and politics. He was very much in favor of 
individual liberties and stressed the need for safeguards against the 
tyranny of the m ajority. He felt strongly that certain  political and 
social reforms were needed. Among these were proportional repre
sentation, the em ancipation of women, and the developm ent of 
labor organizations and farm  cooperatives. Many of Mill's ideas are 
embodied in today’s laws and economic theories.
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MONOPOLISTIC COMPETITION
To monopolize means to keep something 

for oneself. A person who monopolizes a 
conversation, for exam ple, generally is try
ing to stand out from everyone else and 
thus a ttrac t attention.

A situation much like this often exists in 
economic m arkets. For exam ple, all the 
conditions of pure com petition may be 
met except that the products for sale are 
not exactly the same. By m aking its prod
uct a little different, a firm may try to 
a ttrac t more custom ers and take over the 
economic m arket. When this happens, the 
market situation is called monopolistic 
competition.

PRODUCT DIFFERENTIATION. The one 
thing that separates monopolistic com peti
tion from pure com petition is product dif
ferentiation. That is, although the econom 
ic product being sold is very much alike 
from one firm to another, it is not identi
cal. The differences among the products 
may be real, or the differences may be 
imaginary.

An example is the m arket for unleaded 
gasoline. Sellers of unleaded gasoline sup
ply a very’ sim ilar—but still a differentiat
ed—product. Some unleaded gasolines do 
have small yet real differences, such as 
artificial coloring or special additives. But, 
in many cases, it is only clever advertising 
that leads people to believe one brand is 
better than others.

It is not hard to find examples of such 
products. Some refrigerators, for example, 
have metal trays while others have plastic 
ones. In this case, the difference between 
the products is real. But when it comes to 
different brands of aspirin , for example, 
the difference may be largely imaginary’. 
Even though federal law states that all 
aspirin  m ust contain certain  chem icals in 
certain  proportions, many people believe

that some highly advertised brands are 
better than  others.

EFFECT ON PRICE. If the seller can dif
ferentiate a product in the m inds of the 
buyer, the price may be raised a little 
above the m arket price w ithout losing 
many custom ers. If the custom ers really 
believe a b rand  of gasoline is different 
from other brands, they may be w illing to 
pay more per gallon. But the price cannot 
be raised too m uch above the prevailing 
m arket price. If it is, custom ers may then 
switch to o ther brands instead.

In the case of m onopolistic com petition, 
s im ilar products generally sell w ithin a 
fairly narrow  price range w ithout greatly 
affecting the seller’s o r the com petitors’ 
total sales. The "m onopolistic side” of this 
kind of com petition is the seller’s ability 
to raise price w ith in  this narrow  range. 
The "com petitive side” is tha t if sellers 
raise or lower price enough, custom ers 
will forget m inor differences and change 
brands.

Most retail stores in the United States 
fall into the category of m onopolistic com
petition. Not only is there some price com
petition, but firms also try to stress prod
uct differentiation. They advertise heavily 
and depend on packaging and displays to 
a ttrac t custom ers. They try to make their 
products seem different from everyone 
else's. They do this by differentiating as to 
location, store design, m anner of payment, 
delivery, decorations, service, and just 
about everything else.

OLIGOPOLY
A m arket situation  in which there are 

only a few very large sellers of a given 
economic product is known as oligopoly. 
The econom ic p roduct of an  oligopolist 
may be differentiated, as in the auto  in
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FOOD FIGHT

McDonalds Burger King Wendy’s
Sales $11.1 billion $1.97 billion $1.13 billion
Outlets 9000 4800 3500
Source: Annual Reports of McDonald s. Burger King, and Wendy's

Firms in the fast food franchise burger industry are oligopolistic. Changes 
in products offered in one franchise affect all of them. What happens 
when one fast food firm lowers its prices in order to attract more 
business?

dustry, or similar, as in the steel industry. 
The exact number of firms in the industry 
is not important. What is im portant is 
that because there are so few, any one of 
them may cause a change in output, sales, 
and prices in the industry as a whole. 
Because of these characteristics, oligopoly 
is further from pure com petition than is 
monopolistic competition.
EFFECT ON PRICE. Oligopolists are 
large and powerful enough to affect the 
market price of their product. W hat they 
do not know, however, is how the other 
firms in the industry will react to price 
changes. Because of this, oligopolists gen
erally do not want to engage in price 
competition.

Suppose, for example, that a firm de
cides to produce a great deal more of its 
product. If that firm supplies a large por
tion of the market, its action will mean a 
rather large increase in the total market

supply of tha t product. The oligopolist 
may need to charge a m uch lower price to 
increase sales, bu t if the o ther firms then 
decide to charge a lower price too, the 
result could be a full scale "price w ar.” 
Since this would not benefit any of the 
firms, they com pete in o ther ways.

Oligopolists may, for example, try to 
differentiate their products—as they do in 
the m arket for laundry soap. They also 
m ay operate in close cooperation w ith 
each other. Under most circum stances, 
this is against the law.
METHODS OF COOPERATION. Some 
oligopolists have even been known to en ter 
into secret m arketing agreem ents ra the r 
than compete in price or use advertising 
and product differentiation. This is known 
as price-fixing—agreeing to charge the 
sam e or sim ilar prices for a product. They 
also might agree to divide up the m arket 
so that each firm  is guaranteed to sell a
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certain  am ount. Both of these normally 
are against the law, and the persons can 
be fined heavily or sent to prison.

In the United States, m any m arkets are 
already oligopolistic and many more are 
becoming so. For exam ple, the soft drink 
market is dom inated by a few large firms 
like Pepsi and Coke. A few years ago sever
al personal com puter com panies com peted. 
In today’s personal com puter m arket, IBM, 
Compaq, Tandy, and Apple dom inate.

MONOPOLY
The final category of economic m arkets 

is the exact opposite of pure com petition.
A monopoly is a m arket situation in which 
there is only one seller of a particu lar eco
nomic product for which there is no close 
substitute.

There are very few cases in the Ameri
can economy in which a single seller has 
full control of the supply of any one eco
nomic product. There are two reasons for 
this. First, because the American people a l
ways have viewed monopolies w ith suspi
cion, they have passed laws to prevent 
them from forming.

Second, in most cases, it is easy to find 
a reasonably close substitu te for most eco
nomic products. M argarine, for example, 
can be used instead of bu tter. The private 
autom obile can be substitu ted  for the 
transportation services offered by buses, 
trains, and airplanes. And m otorcycles can 
be used in place of autom obiles.

While there is no perfect exam ple of a 
pure monopoly, there are some, such as 
the local telephone com pany, that are fair
ly close. But even the telephone com pany 
faces com petition from other com m unica
tion com panies and the post office.

For all practical purposes, a monopoly 
situation does not have to be completely

pure to qualify as a m onopoly. W hen econ
om ists talk about monopolies, they really 
are talking about near monopolies—situa
tions tha t are as close to being pure as can 
be found in the real world.

NATURAL MONOPOLY. There are sever
al different kinds of monopolies. One kind 
in which com petition is not desirable or 
technically possible is a na tu ra l monopoly.

Som etim es, the very nature of an  indus
try dictates tha t society would be served 
best by a monopoly. For exam ple, to have 
two or more com peting telephone compan
ies serving the sam e area could be waste
ful. Such com petition could lead to more 
telephone poles than  are needed and too 
m uch o ther equipm ent.

This could happen in o ther areas, too. 
Im agine the confusion if four o r five com
peting transit com pany buses raced each 
o ther to the corner to pick up w aiting pas
sengers. Think w hat ou r city streets would 
be like if six com peting w ater o r gas com
panies all kept pu tting  in o r repairing 
w ater and gas lines.

To avoid such problem s, governm ent 
often gives a com pany in the public utility 
industries perm ission to act as a natural 
monopoly. This arrangem ent is known as a 
franchise. It gives a com pany the exclusive 
right to do business in a certain  area free 
from any com petition from ano ther com
pany in the sam e industry. By accepting 
such franchises, the com panies also accept 
a certain  am ount of governm ent regula
tion.

GEOGRAPHIC MONOPOLY. Sometimes a 
business has a monopoly sim ply because 
of its location. This can happen as a result 
of good planning o r sim ply through good 
fortune. For exam ple, a drugstore that is 
operating in a town that is too small to 
s u p p o rt  tw o  o r  m ore  such  businesses 
becomes a geographic m onopoly because 
there is no one else who w ants to compete.
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Case Study: Career
явяааяшшшяяшшшж I

Real Estate Agent
Real estate agents rent, sell, 

and buy property for clients. In 
return, they receive a percentage 
of the rent or sale price of the 
property. Their tasks include ob
taining listings—owner agreem ents 
to place properties for ren t or sale; 
arranging for advertising to pro
mote the property; and showing 
the property to prospective renters 
and buyers. Agents spend a great 
deal of time talking on the tele
phone exploring leads, answering 
inquiries about properties, and interview ing potential buyers. They 
often must work evenings and weekends as their schedule is deter
mined by that of the clients.

Real estate agents, in general, m ust be fam iliar w ith fair 
market values, zoning laws, local land-use laws, housing and build
ing codes, insurance coverages, m ortgage and interest rates, and 
credit and loan policies. Those handling business and industrial 
properties also m ust know about leasing practices, business trends, 
location needs, transportation , u tilities, and labor supply.

To be successful, real estate  agents also m ust have the personal
ity and the ability to make personal contacts and become acquain t
ed with a large num ber of people. Some of these people may 
themselves be potential clients, while others may be able to provide 
an introduction to additional clients.

Although a num ber of colleges and universities offer two-year 
courses in real estate, a person does not need a college degree to 
become a real estate agent in most states. All states, however, 
require that real estate agents be licensed. To obtain a license, a 
person must be a high school graduate, a t least 18 years old, and 
able to pass a w ritten  test tha t includes questions on basic real 
estate transactions and on laws relating to the sale of property. 
Other requirem ents vary from state  to state.

While there alm ost always are job openings for real estate 
agents, real estate sales generally depend on the cost of housing and 
interest rates.
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The owner of a laundrom at next door to a 
large apartm ent building also has a type of 
geographic monopoly because the people 
who live in the building probably will use 
this laundrom at ra ther than  go to the one 
that is a few blocks away.

There is no assurance, however, that the 
business which has a geographic monopoly 
will be able to keep away com petitors and 
m aintain  its status. If the only drugstore 
in a sm all town began to make a great 
deal of money, before long someone would 
come along and give it some com petition. 
And if the laundrom at charged much

higher prices than  its com petitor, the laun
drom at would not have a monopoly for long 
either, no m atte r how convenient it was for 
custom ers.

TECHNOLOGICAL MONOPOLY. The spe
cial privileges given to those who invent a 
new product or process lead to another 
kind of monopoly called a technological 
monopoly. This is a s ituation  in which a 
firm  o r individual has discovered a new 
m anufacturing technique o r has invented 
o r created  som ething entirely  new.

Й К В ®  iqggfggA
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Many consumers 
complain about the 
high cost of heating 
in the winter and air 
conditioning in the 
summer. What kind 
of monopolies do 
utility companies 
have?
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The Constitution of the United States 
gives Congress the power to “prom ote the 
progress of science and useful arts, by 
securing, for limited times, to authors and 
inventors, the exclusive right to their re
spective writings and discoveries.” This 
may be done bv granting a p a ten t—an 
exclusive right to m anufacture, use, or sell 
"any new and useful art, machine, m anu
facture, or composition of m atter, or any 
new and useful improvement thereof.” It is 
good for a stated num ber of years, after 
which the invention becomes "public prop
erty” available for the benefit of all.

Art and literary works are protected in 
much the same way by the granting of a 
copyright. It gives the au thor or artist the 
exclusive right to publish, sell, or repro
duce his or her work for his or her life 
plus 50 years.

GOVERNMENT MONOPOLY. Still an
other kind of monopoly is the governm ent

m onopoly . This is an activity  which is 
owned and operated by the governm ent 
and which may be found at all levels of 
governm ent. In m ost cases, governm ent 
monopolies deal w ith economic products 
needed for the public welfare but which 
people feel would not be provided ade
quately by private industry.

In m any towns and cities, the conserva
tion and d istribu tion  of w ater is a monop
oly run by local governm ent. In many 
others, alcoholic beverages are distributed 
only through state  stores.

Section Review
1. W hat are the characteristics of monopo

listic com petition?
2. W hat are the im portan t features of an 

oligopoly?
3. W hat are four kinds of monopolies 

found in the American economy? How' 
are these monopolies different? How are 
they sim ilar?

4.4 Preserving Competitive Markets
Those who favor a free enterprise system 

believe that competition brings about an 
automatic allocation of m aterial and 
human resources for the benefit of the 
whole economy. They feel that through 
competition, resources are used efficiently, 
and consumers enjoy more and better 
products at lower prices.

While this is generally true, an argu
ment can be made that the existence of a 
monopoly may be in everyone’s best 
interests at times. This is especially true in 
such areas as national defense. In general,

however, public policy often dictates an 
economic environm ent in the free m arket 
economy that encourages com petition.

THE MONOPOLY PROBLEM
In the United States, the m ajority  of 

economic m arkets tend to be some form of 
imperfect com petition. The significance of 
these m arkets rests on their function and 
role as resource-allocating m echanism s.
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Pressures from buyers and sellers are 
brought together in economic m arkets. 
Sometimes there is a ra ther large am ount 
of com petition. More often, however, they 
are brought together under controlled con
ditions. Product differentiation, technologi
cal innovation, and governm ent controls 
are only a few of the forces tha t have 
some influence on consum er decisions.

When firms com pete, the result is eco
nomic progress. This is because they try to 
be more efficient and make things better 
at a lower cost. This benefits consumers 
because it brings them  a better product at 
a lower price.

Monopolists, on the o ther hand, are the 
only producers of an economic product. As 
such, they have full control over its supply 
and, therefore, can control prices on the 
m arket. If they feel they will get the great
est profits by cutting  back production and 
thereby raising prices, they may do so. 
They do not have the pressures of com peti
tion to make them  w ant to seek new and 
better ways of m aking their products.

DANGERS OF MONOPOLIES. The great
est danger of monopoly is that it denies 
consumers the benefit of com petition. 
Where there is monopoly, people cannot 
depend on the free m arket system to allo
cate resources to bring the greatest sa tis
factions. Instead, they m ust depend on the 
monopolist who is, so to speak, "above the 
m arket.”

When this happens, there always is the 
chance that too high a price will be 
charged. When a monopoly has gained 
control of an industry, it can use this 
position to prevent com petition and re
strict production. This will bring about 
artificial scarcities. When a product is 
scarce, its price generally will rise.

Another danger of monopoly has to do 
w ith resource allocation. Competition 
makes businesses become more efficient in

the use of resources. But since monopolies 
are not under those pressures, they may 
waste and m isallocate scarce resources.

A th ird  danger of monopoly is that eco
nomic pow er som etim es leads to political 
power. In the past, some m onopolists have 
used their huge capital resources to fur
ther their own political careers or those of 
their relatives and friends.

A large corporation does not have to be 
a monopoly for its economic pow er to lead 
to political power. However, if it is, its po
litical influence may be even greater. For 
exam ple, a corporation may w ant the gov
ernm ent to give it certain  considerations. 
To get the governm ent to do this, it may 
threaten  to move its p lan t som ewhere else. 
If the p lant moves, it could m ean econom
ic loss to the com m unity. Since the com
m unity does not w ant to risk such a loss, 
the monopoly may pressure government 
officials to grant the business firm special 
favors.

JUSTIFICATIONS FOR MONOPOLIES.
In some cases, the benefits of the monopo
ly are greater than  its dangers. The case of 
public u tilities, for exam ple, may be justi
fied on economic grounds.

At tim es, a monopoly also can be justi
fied because of cost. Suppose the cost of 
production goes down as a business firm 
becomes larger and larger. It would make 
sense, then, for the firm  to grow as much 
as possible to reduce the cost of produc
tion. This is called econom y o f  scale. It 
m eans the larger the firm, the more effi
ciently the p lant and equipm ent may be 
used.

If instead of one firm, there were two or 
more com peting firms in the industry, 
they would be sm aller and m ight have 
higher operating costs. An electric power 
com pany, for exam ple, that serves 1 mil
lion custom ers generally can produce elec
tricity  a t a lower cost per kilow att hour
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Profile

Paul Samuelson
Paul Samuelson is widely 

known as the au thor of the best
selling college text, Economics.
The text, which has introduced 
millions of students to the study of 
economics, has gone through 12 
editions.

In his first book, Foundations 
of Economic Analysis (1947), Sam 
uelson developed his theory of eco
nomic equilibrium . According to 
it, an economic system may be 
thought of as a set of forces acting 
on the different elem ents of the 
economy. When the forces are bal
anced, the system is in equilibrium .

Samuelson also has w ritten widely in the areas of international 
trade, welfare economics, and the theory of consum er choice. His 
theoretical writings were published in 1966 in the three-volume 
Collected Scientific Papers o f  Paul Samuelson.

In 1970, Sam uelson was aw arded the Nobel Prize for econom 
ics. He was the first American econom ist to be honored in this way.

than a smaller company which serves only 
200,000 customers. Large-scale production 
and economic efficiency often go hand in 
hand.

SOLUTIONS TO THE 
MONOPOLY PROBLEM

Most Americans autom atically view 
monopolies with suspicion and distrust. 
This has led to certain controls to restrict 
their power and cut back their activities.

Consumers have tried to find substitu tes 
for the goods and services offered by mo
nopolies. They also have dem anded legisla
tion to put a stop to unfair m onopolistic 
practices. Government has been given the 
power to regulate certain  m onopolies 
which exist for the public welfare. In some 
cases, it has taken over certain  activities 
and has run them  as governm ent-owned 
monopolies.
CONSUMER RESISTANCE. The effec
tiveness of a monopoly depends on the 
extent to which some o ther product can be 
used in place of its output. If a monopoly
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Joseph Keppler drew this cartoon showing Standard Oil as a menacing 
octopus in the late 1800's for his humor magazine Puck. Why did some 
people feel there was a need to restrain business at that time?

sets a price which consum ers believe is 
too high, they may try to find something 
else they can use in its place. And other 
producers constantly are trying to develop 
products which can be used in place of 
those already on the m arket.

The fact that there are substitutes makes 
it very hard for a monopoly to keep its 
advantage indefinitely. For example, beet 
sugar can take the place of cane sugar. 
Artificial rubber can be used instead of 
natural rubber. M argarine often is used in 
place of bu tter. Synthetic fibers can take 
the place of cotton and silk. And plastic 
can be used instead of wood, leather, 
glass, steel, and o ther m aterials. In many 
cases, the very th rea t of substitu te  prod
ucts being developed tends to keep m onop
olies from emerging in the first place.
GOVERNMENT RESTRAINTS. In the 
late 1800’s, the United States passed laws 
to restrict monopolies, com binations, and 
trusts—legally formed com binations of 
corporations or companies. In 1890, Con

gress passed the Sherm an A ntitrust Act. It
was said to be an  "ac t to protect trade 
and com m erce against unlaw ful restraint 
and m onopoly.” The Sherm an Act was the 
coun try ’s first significant law against mo
nopolies. The idea behind it was to do 
away w ith restra in ts and monopolies 
w hich hindered com petition or m ade it 
impossible.

By the early 1900’s, a num ber of busi
ness organizations had been convicted 
under the Sherm an Act. In 1911, for exam
ple, the Suprem e Court declared that the 
S tandard  Oil Company was practicing 
"unreasonable" restra in t of trade and or
dered tha t it be broken up into several 
sm aller, independent com panies.

The Sherm an Act laid down the broad 
foundations for m ain tain ing  competition. 
But the act was not strong enough to stop 
practices which restrained  trade and com
petition. So, in 1914, to give the govern
m ent greater pow er against monopolies, 
Congress passed the Clayton A ntitrust Act.
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This act outlawed price d iscrim ination—
charging customers different prices for the 
same product—in cases where it might 
lead to monopoly or lessen com petition.

In 1936, Congress passed the Robinson- 
Patman Act in an effort to tighten up the 
Clayton Act, particularly the provisions 
that had to do with price discrim ination. 
Under this act, companies no longer could 
offer special discount prices to certain  cus
tomers. The new law chiefly affected na
tional organizations and chain stores, 
which often were offered goods at lower 
prices than those paid by small indepen
dent businesses.

GOVERNMENT REGULATION. Another 
control is government regulation. This con
sists mainly of setting prices and directing 
the quality of services offered to the pub
lic. The object is to set up the sam e prices 
that might exist if there were com petition.

For example, many cable television com 
panies are regulated. Prices for their serv

ices are usually approved by a public com 
m ission o r o ther governm ent agency. If the 
com pany w ants to raise rates, it m ust 
argue its case before the com m ission. If 
they win, prices will go up. If they do not, 
prices will not change.

Some regulatory bodies are run by state  
and local governm ents. O thers, such as the 
ones listed in the chart on page 94, are 
agencies of the federal governm ent.
GOVERNMENT OWNERSHIP. Many 
people feel that in some cases, governm ent 
ow nership of monopolies is best. It is only 
natu ra l, they say, for business operations 
such as w ater and sewers to function as 
monopolies. In such cases, it may appear 
that in the best interest of the public, the 
governm ent should take over.

This, however, expands the govern
m en t’s role beyond that for which it was 
originally intended. In addition, any tim e 
an economic m arket becomes dom inated 
by governm ent, economic freedom is 
sacrificed.

Figure 4-2

ANTI-MONOPOLY LEGISLATION
Interstate Commerce Act 
1887

Established the Interstate Commerce 
Commission to regulate business 
activity between states.

Sherman Antitrust Act 
1890

Outlawed all contracts "in  restraint 
of trade” to halt the growth of 
trusts and monopolies.

Clayton Antitrust Act 
1914

Strengthened the Sherman Act by 
outlawing price discrimination.

Federal Trade 
Commission Act 
1914

Established the Federal Trade Com
mission to regulate unfair methods of 
competition in interstate commerce.

Robinson-Patman Act 
1936

Forbade rebates and discounts on the 
sale of goods to large buyers unless 
the rebate and discount were available 
to all.
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FEDERAL REGULATORY AGENCIES
Interstate Commerce Regulates rates and other aspects of commercial
Commission (ICC), 1887 transportation by railroad, highway, and waterway.

Food and Drug 
Administration 
(FDA), 1906

Enforces laws to ensure purity, effectiveness, and truthful 
labeling of food, drugs, and cosmetics; inspects 
production and shipment of these products.

Federal Trade Commission 
(FTC), 1914

Administers antitrust laws forbidding unfair competi
tion, price-fixing, and other deceptive practices.

Federal Home Loans 
Bank Board,
1932

Insures deposits in federal Savings and Loan through 
the Federal Savings and Loan Insurance Corporation 
(FSLIC); regulates federal Savings and Loan.

Federal Communications
Commission
(FCC), 1934

Licenses and regulates radio and television stations 
and regulates interstate telephone, telegraph rates 
and services. л

Securities and Exchange 
Commission (SEC), 1934

Regulates and supervises the sale of listed and unlisted 
securities and the brokers, dealers, and bankers who sell 
them.

National Labor Relations 
Board (NLRB), 1935

Administers federal labor-management relations laws; 
settles labor disputes; prevents unfair labor practices.

Federal Aviation 
Administration 
(FAA), 1958

Regulates air commerce; sets standards for pilot 
training, aircraft maintenance, and air traffic control; 
controls U.S. airspace.

Equal Employment Opportunity 
Commission (EEOC), 1964

Investigates and rules an charges of discrimination 
by employers and labor unions.

Environmental Protection 
Agency (EPA), 1970

Coordinates federal environmental programs to fight 
a ir and water pollution.

National Highway Traffic 
Safety Administration 
(NHTSA), 1970

Sets and enforces laws to promote motor vehicle safety 
and to protect drivers, passengers, and pedestrians; 
sets safety and fuel economy standards for new motor 
vehicles produced or sold in the U.S.

Occupational Safety and Health 
Administration (OSHA), 1970

Investigates accidents at the workplace; enforces 
regulations to protect employees at work.

Consumer Product Safety 
Commission (CPSC), 1972

Sets and enforces safety standards for 
consumer products.

Nuclear Regulatory Commission 
(NRC), 1974

Licenses and regulates civilian use of nuclear 
materials and facilities.

Federal Energy Regulatory 
Commission (FERC), 1977

Fixes rates and regulates the interstate transportation 
and sale of electricity, oil, and natural gas; issues 
permits and licenses for hydroelectric projects and 
gas pipelines; supervises mergers and stock issues of 
electric power and natural gas; sets rates for 
interstate transportation of oil by pipeline.

Figure 4-3
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GOVERNMENT AND 
ECONOMIC MARKETS

Concern over monopoly is one reason for 
government intervention in the United 
States economy today. Historically, the 
freedom to pursue self-interest led some 
people and businesses to seek economic 
gain at the expense of others. Acting under 
the label of competition, some larger firms 
used their size and power to take advan
tage of smaller ones. In some m arkets, 
monopoly replaced com petition, and con
sumers suffered.

Because of such conditions, laws to pre
vent "evil monopolies” and to protect the 
rights of workers were passed. Labor 
unions were supported by many in the 
hope of getting workers more bargaining 
power. Food and drug laws were passed 
to protect people from false claim s and 
harmful products. Some industries, such 
as public utilities, became subject to strict 
government regulation. All this led to a 
modification of free private enterprise.

In today’s economy, people still carry on 
their economic affairs freely but are sub
ject to government regulation in certain

cases. Under this system , individuals sup
ply capital to help industry grow. For the 
m ost p art, they own and run the m eans of 
production and distribu tion . Restrictions 
on economic freedom are not pu t there to 
prevent the benefits of com petition but to 
bring about more efficient use of re
sources.

Governm ent takes part in economic af
fairs for several reasons. One is to prom ote 
and encourage com petition w ith in  the 
rules of fair play. Another is to prevent 
and do aw ay w ith monopolies that do not 
allow the public to reap the benefits of 
com petition. A th ird  is to regulate indus
tries in which a monopoly is clearly for 
the public good. Because of this, today’s 
modified private enterprise economy is a 
m ixture of com petition and monopoly, dif
ferent kinds of business organizations, and 
businesses that are regulated and those 
that are not.

Section Review
1. W hat is the monopoly problem ? W hat

are four solutions to it?
2. Why are  there restrictions on economic

freedom?

mpter 4 Review

Ш Summary

1. Capitalism is an economic system 
based on private ownership and con
trol of property. Under it, WHAT, 
HOW, and FOR WHOM to produce is 
decided freely by individuals and 
firms.

2. Under capitalism , governm ent's role is 
lim ited.

3. In economic m arkets, money, goods, 
services, and factors of production all 
flow in a c ircu lar pattern . This pa tte rn
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is known as the circu lar flow of eco
nomic activity.

4. Economic m arkets allow buyers and 
sellers to engage in exchange. Some 
m arkets serve lim ited geographic 
areas, and others are worldwide.

5. Economic m arkets are classified ac
cording to such conditions as the num 
ber of producers, the degree of product 
differentiation, ease of entry into the 
market, and the ability  of one or more 
firms to affect prices.

6. Purely com petitive m arkets have many 
independent, reasonably well-informed 
buyers and sellers dealing w ith the same 
product. Buyers and sellers are free to 
enter into, conduct, or get out of business.

7. Pure com petition is a theoretical ideal 
that rarely exists.

8. Monopolistic com petition and oligopo
ly are forms of imperfect com petition

that deal w ith differentiated products 
and can influence price.

9. In a monopoly there is only one pro
ducer of a product for w hich there is 
no close substitu te . There are natural, 
geographical, technological, and gov
ernm ent monopolies.

10. The dangers of monopolies are: they 
do not allow' consum ers the benefits of 
com petition, do not alw ays use re
sources efficiently, and can gain and 
possibly abuse political power.

11. Solutions to the monopoly problem  in
clude consum er*resistance, government 
restra in ts and regulations, and govern
m ent ow nership of some monopolies.

12. Today, the United S tates has an econ
omy that mixes com petition, monopo
ly, different types of business organiza
tions, and regulated and nonregulated 
businesses.

Building an Economic Vocabulary
laissez faire
private enterprise economy 
factor m arkets 
product m arkets 
market structure 
pure com petition 
imperfect com petition 
monopolistic com petition 
product differentiation

oligopoly 
price-fixing 
monopoly 
natu ral monopoly 
franchise
geographic monopoly 
technological monopoly 
patent

copyright
governm ent monopoly 
economy of scale 
trusts
Sherm an Antitrust Act 
Clayton Antitrust Act 
price discrim ination 
Robinson-Patm an Act

я  Reviewing the Main Ideas______________
1. How are private enterprise and laissez 2. Why is the c ircu lar flow' of economic 

faire economies different? activity helpful to an understanding of
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the economy of the United States 
today?

3. How do economists classify markets?

4. What are the five conditions for pure 
competition?

5. What are the differences between pure 
and monopolistic com petition?

6. Why would monopolistic com petitors 
want to differentiate their product?

7. How does oligopoly differ from pure 
competition?

8. Why are pure monopolies rare?

9. W hat are the dangers of m onopolies?

10. W hat justifications, if any, are there 
for having monopolies today?

11. How did the Sherm an A ntitrust Act, 
the Clayton Act, and the Robinson-Pat- 
m an Act help control monopolies?

12. Why does government take part in eco
nomic affairs in the United S tates 
today?

Practicing Critical Thinking Skills
1. To what extent do you think govern

ment should be involved in a free en ter
prise economy? Defend your answer.

2. Do you think markets in the United 
States economy are less than fully com 
petitive? Why or why not?

3. Do you think the solutions given to the 
monopoly problem  are workable and 
effective? Are there o ther solutions?

4. Do you agree that today the United 
S tates has a modified private enterprise 
economy? Give reasons for your answ er.

Applying Есщюгтс Understandings
Classifying Businesses

The United States has four m ajor types 
of economic markets—pure com petition, 
monopolistic competition, oligopoly, and 
monopoly. Classifying businesses as one 
of the four helps explain the production, 
pricing, and advertising behavior of m any 
businesses.

Using the description of the economic 
markets given in this chapter, classify bus
inesses in your area. Follow the instruc
tions below as a guide.
1. List five businesses in your com m unity.

2. Use the local area as the extent of the 
m arket and classify each business.

3. Change the m arket area to include first 
the region, then the state , and then the 
country as a whole. Explain how chang
ing the m arket area affects the classifi
cation of each of the five businesses.

4. For each business, identify which geo
graphic area is m ost relevant and w hat 
kinds of production, pricing, and advertis
ing strategies you would expect the busi
ness to follow.
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Demand
Although they possess enough, and more than enough, they still yeam for more.

Ovid
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Chapter 5

After reading this chapter, you will be able to:

•  Explain that the quan tity  of goods and services dem anded by 
consumers is inversely related to price.

•  Differentiate between a change in the quantity  dem anded and a 
change in dem and.

•  Analyze the elasticity of dem and for a product.

•  Discuss the four supposed exceptions to the Law of Demand.

5.1 What Is Demand?
Most people think of dem and as being product. That desire m ust be coupled w ith

the desire for a certain economic product. the ability  and willingness to pay. Only
In this sense, anyone who would like to those people w ith the desire and the abili-
own a swimming pool could be said to ty and willingness to buy a product will
"demand” one. This, however, does not be com peting w ith o ther people w ith  a
help much in the study of economics for s im ilar desire, ability , and w illingness to
almost everyone would like to have a buy a product, 
swimming pool.

There is more to the definition of de- E ffective dem an d , the kind of dem and
mand than just the desire for an economic that is desire plus ability  and willingness
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Gasoline prices vary according to whether or not it is bought at full serve 
or self serve pumps, or paid for by cash or credit card. How does effective 
demand influence gasoline prices?

to pay, influences and helps to determ ine 
prices. When economists speak of dem and, 
they mean effective dem and.

AN ANALYSIS OF DEMAND
Knowledge of dem and is essential for 

sound business planning. Suppose you 
were planning to s tart a television repair 
business. Before you even begin, you prob
ably would want to know where the de
m and was, because that is where you 
would w ant to set up business. For exam 

ple, you may discover tha t it would be 
wise to open a shop in a neighborhood 
where there were m any television sets and 
few repair shops. It would not be wise to 
open it in an  area where there were few 
television sets and m any repa ir shops.

Once you have decided you are going to 
open the shop and where it will be locat
ed, you will have to decide w hat to charge 
for your services. To do this, you will have 
to m easure the dem and for these services. 
But how? You could go out into o ther 
shops and do your own study of how 
consum ers react to higher and lower 
prices. Or you could take a poll of con
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sumers to see how they feel about prices 
and then try to measure dem and from this 
data. Or you could study tables of data 
that have been compiled over past years to 
show the reactions of consumers to higher 
and lower prices.

Once you have gathered the data, you 
might get a general idea of the overall 
demand for the economic product. Still, it 
is not easy to gather precise data on how 
people behave.

In the study of economics, schedules and 
diagrams represent approxim ations of con
sumer behavior. Surveys aid economic 
analysis, and often confirm predictions 
about people’s behavior. Surveys may not 
always lead to precise conclusions, but 
they are a valuable part of economic 
analysis.

DEMAND AND 
THE DEMAND SCHEDULE

If you were to ask business people in dif
ferent industries about the dem and in 
their own industry, you would get many 
different answers. A person in the oil in
dustry might answer by saying that the 
demand for oil was 46 million barrels per 
day. Someone in agriculture m ight say 
that the daily demand for wheat was 10 
million bushels. And a person in the steel 
industry might say that the dem and for 
steel was 2 million tons per day.

While each person is in a different in
dustry, they all have one thing in com 
mon. Each sees demand as m easured in 
terms of the sales volume in his o r her 
own industry. Each may have a general 
idea about current sales and perhaps can 
offer an educated guess as to w hat may 
happen at a later date.

Economists, however, want to know 
more than the amount dem anded at a cer

tain  price. They also w ant to know how 
m uch would have been dem anded at a 
higher o r lower price. The average price of 
crude oil, for exam ple, may have been $17 
per barrel last year, and 16 m illion barrels 
may have been dem anded at that price.
But how m uch would have been dem and
ed if the price had been $21 or $12 per 
barrel? In economic analysis, dem and 
means that the full range of possibilities 
has been considered.

In order to be able to make sound eco
nomic decisions, econom ists m ust be able 
to see the m arket as a whole. They w ant 
to know the am ount people will dem and 
at each and every possible price. The re
sult is a dem and schedule—a listing that 
shows the quantity  dem anded at all prices 
that m ight prevail in the m arket at a 
given point in tim e. Viewed this way, 
there is no difference between the term s 
dem and and dem and schedule.

DEMAND ILLUSTRATED
To see how' an economist would analyze 

dem and for some economic product, look 
at the dem and schedule on page 102. The 
data  in the schedule represents an esti
m ate of the total dem and in City X for to
m atoes on a certain  day.

The schedule shows that if the price of 
tom atoes were 500 per pound, people 
would buy 1300 pounds. If the price were 
40<г per pound, they would buy 1700 
pounds. If the price were 100 per pound, 
they would buy 4200 pounds.

The dem and for tom atoes also can be 
shown graphically. To do so, the inform a
tion in the schedule sim ply is transferred 
to the graph. On it, point a shows that at 
a price of 500 per pound, people would 
buy 1300 pounds. Point b shows the quan
tity dem anded at 400 per pound, and so
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THE DEMAND FOR TOMATOES 
IN CITY X ON A CERTAIN DAY
(A) DEMAND SCHEDULE (B) DEMAND CURVE

Price Per Number of 
Pound Pounds

Demanded

$1.00 300

.90 400

.80 550

.70 750

.60 1000

.50 1300

.40 1700

.30 2300

.20 3100

.10 4200

Number of Pounds Demanded

Figure 5-1

on. After all the price-quantity  observa
tions listed in the schedule have been 
transferred to the graph, the points are 
connected w ith a curve labeled D.

The curved line D  is the dem and curve 
for tomatoes. The curve, like the schedule, 
tells the am ount dem anded at each and 
every price. Both are pictures of dem and. 
The schedule presents the inform ation in 
the form of a table. The curve, which is 
always down-sloping, presents it in the 
form of a graph.

Section Review
1. How do m ost people think of demand?
2. For w hat is a knowledge of dem and 

essential?
3. W hat represents approxim ations of con

sum er behavior in economics?
4. Why m ust econom ists be able to see the 

m arket as a whole?
5. How are the dem and schedule and de

m and curve different? How are they 
sim ilar?
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5.2 The Law of Demand
The exact prices and quantities illustrat

ed in the demand schedule on page 102 
point out an important feature of dem and 
in general. That is, relatively high prices 
are associated with relatively low quan ti
ties demanded. In turn, relatively low 
prices are associated with relatively high 
quantities demanded.

In economics, this relationship of de
mand and price is expressed by the Law 
of Demand. It says that the dem and for an 
economic product varies inversely w ith its 
price. In other words, if prices are high, 
the quantities demanded will be low. If 
prices are low, the quantities dem anded 
will be high.

The correlation between dem and and 
price does not happen by chance. Common 
sense and simple observation shows that 
the Law of Demand works. For consumers, 
price is an obstacle to buying, so when 
prices fall, the more consumers buy. We 
all see the Law’ of Demand at work when 
consumers flock to stores on bargain days 
and during special sales when prices are 
temporarily reduced.

A CHANGE IN 
THE QUANTITY DEMANDED

The table and graph on page 102 shows 
that 1300 pounds of tomatoes are dem and
ed at a price of 500 per pound. Yet when 
the price falls to 400, 1700 pounds are 
demanded. This movement along the de
mand curve shows a change in quantity  
demanded—or the change in am ount pu r
chased in response to a change in price.
An examination of the income and substi
tution effects explains why this happens.

THE INCOME EFFECT. When prices 
drop, consum ers have some extra real in
come to spend. For exam ple, a t a price of 
500 per pound, consum ers spent $650 to 
buy 1300 pounds of tom atoes. But if the 
price drops to 400, they will only spend 
$520 on the same quantity.

Since they are $130 richer because of 
the drop in price, consumers may decide 
to spend some of it on more tom atoes. 
Part, but not all, of the increase from  1300 
to 1700 pounds is due to the lower price. 
This is known as the income effect, or the 
change in quantity  dem anded because of a 
change in the consum er’s real income 
when the price of a com m odity changes.

THE SUBSTITUTION EFFECT. A lower 
price also m eans that tomatoes will be 
relatively less expensive than o ther goods. 
As a result, there will be a tendency to 
purchase m ore tomatoes relative to o ther 
goods. The substitution effect is the 
change in quantity  dem anded because of 
the change in the relative price of the 
product.

The rest of the increase from 1300 to 
1700 pounds not due to the income effect 
is the substitu tion effect. Together, the in
come and substitu tion effects explain why 
consum ers increase consum ption of tom a
toes to 1700 pounds when the price drops 
from 50c to 400.

A CHANGE IN 
THE LEVEL OF DEMAND

Som etim es we have change in dem and, or 
change in the level of dem and. This means 
more people are willing to buy different
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A CHANGE IN THE LEVEL 
OF DEMAND FOR TOMATOES

(A) N E W  DEMAND SCHEDULE (B) NEW DEMAND CURVE

Price Per 
Pound

Number of 
Pounds 

Demanded

$1.00 500

.90 700

.80 950

.70 1250

.60 1600

.50 2000

.40 2500

.30 3200

.20 4100

.10 5300

N um ber o f Pounds Dem anded

Figure 5-2

amounts at all prices than before.
When demand changes, the entire demand 
curve shifts to the right to show increase in 
demand or to the left to show a decrease.

A change in demand, or the level of 
demand, is illustrated in the schedule and 
graph on page 104. The schedule shows 
that people are willing to buy more at 
each and every price. For example, at a 
price of 50e, they are now willing to buy 
2000 pounds of tomatoes instead of 1300. 
And at 40c, they are willing to buy 2500 
pounds instead of 1700. When this infor
mation is transferred to the graph, the

demand curve has shifted to the right to 
show an increase in demand.

Demand can change for several reasons. 
It can vary because of a change in 
consumer income, consumer tastes, or 
because of a change in the price of related 
goods. But, whenever the level of demand 
changes, a new schedule must be 
constructed to reflect the new demand at 
all o f the possible prevailing prices.

CONSUMER INCOME. Changes in 
consumer income can cause a change in 
demand. As incomes rise, consumers are 
able to buy more products at each and
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even price. When this happens, the 
demand curve shifts to the right. If 
incomes decline, consumers buy less of a 
good at each and every price. Then, the 
demand curve shifts to the left showing a 
decrease in demand.

CONSUMER TASTES. Some products 
are more popular than others. Advertising 
a product can cause consumers to buy 
more of that product. If consumers want 
more of an item, they buy more of it at 
each and every price. As a result, the 
demand curve shifts to the right. On the 
other hand, if people tire of a product, 
they buy less at each and every price 
and the demand curve shifts to the left.

PRICES OF RELATED GOODS. Finally, a 
change in the price of related goods can 
cause a change in demand. Some goods, 
known as substitutes, can be used in place 
of others. If the price of a good goes up, 
people generally shift from the 
consumption of that good to its substitute. 
For example, an increase in the price of 
butter would cause the demand for 
margarine to increase. Likewise, a 
decrease in the price of butter can cause 
the demand for margarine to decrease.

Other related goods are known as 
complements, because the use of one adds 
to the value of the other. Thus, an increase 
in the price of one good usually leads to a 
decrease in the demand for its 
complement. For example, film and 
cameras are two complementary goods. An 
increase in the price of cameras means 
that fewer cameras will be sold, and that 
the demand for film will decrease. In the 
same way, a decrease in the price of 
cameras will cause an increase in the 
demand for film.

For many years, Polaroid® made cam
eras that developed film instantly. To gen
erate a high demand for film, camera 
prices were kept low. Some of the cameras

were sold for about what they cost to 
produce. This meant that the amount of 
profit earned on each camera was very 
small. However, the film sold at very prof
itable prices. Thus, the company was able 
to use the profits on the film to recover 
the profits lost on the cameras. Given the 
complementary nature of the two prod
ucts, it is unlikely that demand for film 
would have been as high if cameras had 
been more expensive.

PRINCIPLE OF 
DIMINISHING 
MARGINAL UTILITY

By selecting from among alternative 
ways o f spending their incomes, consumers

As the price of gold drops, this shopper will be 
better able and more willing to buy it. The 
lower the price, the more he is likely to buy. 
How does this reflect the Law of Demand?
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Tennis players quench their thirsts with lemonade after a hard game. The 
more they drink, the less satisfaction they get. What happens to the 
marginal utility of the lemonade as more is consumed?

try to get the most useful and most satis
factory combination of goods and services. 
In economics, this usefulness or satisfac
tion is called utility.

How do people decide which economic 
products to choose to obtain the greatest 
utility? One answer is found in an analysis 
of what economists call marginal utility— 
the extra usefulness or satisfaction a per
son gets from acquiring an extra unit o f a 
product. In other words, it is the amount 
of satisfaction added "at the margin."

For example, how much satisfaction 
would you get from a single glass of ice- 
cold lemonade after playing a hard game 
of tennis on a hot summer afternoon? 
Whatever amount you get is the marginal

utility of that particular glass of lemonade. 
If you still are a little thirsty after drink
ing one glass of lemonade, you may decide 
to drink another. How much extra satisfac
tion w ill you get from the second glass? 
Once again, the extra satisfaction you get 
is the marginal utility of the second glass.

Consumers generally keep on buying a 
product until they reach a point where the 
last unit consumed gives enough, and only 
enough, satisfaction to justify the price. In 
the case of the lemonade, the marginal 
utility of the first glass probably is far 
greater than the initial amount you paid 
for the drink. Even the second glass may 
yield more satisfaction than the price. But 
in time, the marginal utility of still one
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Profile

Alfred Marshall

%

1842— 1924

Alfred Marshall was an 
English economist, philosopher, 
and mathematician who taught at 
Cambridge University for 23 years.
Marshall believed that economics 
should be analyzed mathematical
ly. Not long after his book, Princi
ples of Economics, came out in 
1890, he became recognized as the 
foremost economist of his time.

Marshall was concerned with 
theories of costs, value, and distri
bution. One of his greatest contri
butions to economic theory was 
the development of the concept of 
marginal analysis. He believed that one of the most important 
things in economic analysis was what happened at the margin. He 
did not view the average revenue or average cost as important 
considerations. Instead, he focused on the additional revenue re
ceived from the sale of one more unit of a product compared with 
the additional cost incurred in making that product.

Marshall still is famous for his work in the field of demand 
theory. He was the first to use the term inferior goods. He also must 
be given credit for perfecting the notions of diminishing marginal 
utility and consumer surplus. Marshall felt that as long as the 
utility, or satisfaction, a person received was greater than the price 
of a product, the consumer enjoyed a consumer surplus. As long as 
this surplus existed, people would keep buying the product until the 
price of the marginal unit bought was equal to the marginal utility 
obtained. Marshall also pointed out that the total utility of a 
product increases at a diminishing rate. Thus, the price a person 
would be willing to pay for a product decreases as he or she gets 
more of it.

Marshall’s theories were generally accepted until the middle 
1930’s. By the late 1930’s, economists had come to believe that 
although the theories were valid, they were not complete. Mar
shall’s influence still is felt today, however, especially in the field of 
microeconomics.
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more glass of lemonade w ill be less than 
its price. Sooner or later, the very thought 
of one more glass of lemonade will make 
you ill. However, you probably would keep 
buying the lemonade as long as you got 
more satisfaction than the price charged. 
When you reach the point that the margin
al utility is less than the price, you will 
stop buying.

This illustrates the Principle of Dim in
ishing Marginal Utility. It states that the 
more units of a certain economic product 
a person acquires, the less eager that per
son is to buy still more. In other words, as 
people’s wants for a particular product 
become more and more fully satisfied, peo
ple become less and less willing to spend 
their limited incomes to buy that product.

The Principle of Diminishing Marginal 
Utility is important to producers. Accord
ing to the principle, if they want to sell 
more of their product, they must charge a 
lower price. For example, a shopper may 
decide to buy two sweaters at one price 
and three sweaters if the price is lower. 
The lower the price of the sweaters, the

more the shopper is likely to buy. By the 
same token, the tired and thirsty tennis 
player may be willing to buy another glass 
or two of lemonade only if the price is 
much lower than before. In short, people 
will buy less at high prices and more 
when the price goes down. The Principle 
of Diminishing Marginal Utility provides 
yet another explanation of the Law of 
Demand.

Section Review
1. How may the important relationship 

between demand and price be expressed 
in economics?

2. What happens in a demand curve when 
demand increases? When it decreases?

3. What are three reasons for changes in 
demand?

4. How does marginal utility give another 
view of the Law' of Demand?

5. Why is the Principle of Diminishing 
Marginal Utility important to pro
ducers?

5.3 Elasticity of Demand

The Law of Demand shows that people 
buy more of an economic product at lower 
prices than at higher ones. But it does not 
tell how much more. If price goes down, 
sales will go up. But by how much? Or if 
a business owner is thinking about raising 
the price, how much w ill be lost in sales?

The answer to these questions is found 
in the concept of demand elasticity— a 
term used to indicate the extent to which 
changes in price cause changes in the 
quantity demanded.

The demand for some products is such 
that consumers do care about changes in 
price. When they buy a great many more 
units of a product because of a relatively 
small reduction in price, the demand for 
the product is said to be elastic. It also is 
elastic when they greatly reduce the 
amount they buy because of a small rise 
in price.

For example, the demand for T-bone 
steaks generally is regarded as elastic. At 
regular price of $4.59 per pound, only a
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certain number of people will buy it. But 
if it is put on sale for $3.39 per pound, 
there may be a general rush on the supply 
of this kind of steak.

For other products, the demand is large
ly inelastic. This means that a change in 
price causes only a small change in the 
quantity demanded. A higher or lower 
price for salt, for example, probably will 
not bring about much change in the quan
tity bought because people can consume 
just so much salt. Even if the price were 
cut in half, the quantity demanded might 
not rise very much, if at all. Then, too, the 
portion of a person’s yearly budget that is 
spent on salt is so small that even if the 
price were to double, it would not make 
much difference in the quantity demanded.

When considering the elasticity for an 
economic product, it is necessary to define 
the market being studied. For example, the 
demand for gasoline at a particular gas 
station is likely to be very elastic. If the 
station were to raise prices by 10 percent, 
there would be a large drop in the amount 
of gasoline sold because some customers 
would buy it somewhere else. If the sta
tion were to lower prices by 10 percent, 
the amount of gasoline sold would go up a 
great deal because people would go out of 
their way to buy "cheap” gasoline.

On the other hand, the demand for gaso
line in general is likely to be inelastic. If 
all gas stations raised prices by 10 per
cent, consumers would have to pay the 
higher price or drive less. The law of 
downward-sloping demand indicates that 
less gasoline would be bought. But 
chances are that most people would not 
reduce their demand for gasoline by very 
much.

Economists, then, must be careful when 
discussing the elasticity of demand for a 
certain product. It makes a great deal of 
difference, for example, whether the elas
ticity of demand for gasoline refers to the

"Scalpel...”
If doctors' fees were to drop suddenly, why 
would there be only a small change in the 
quantity demanded?

gasoline a particular gas station sells or to 
gasoline in general.

TOTAL RECEIPTS TEST
To understand the importance of elastic

ity, it is useful to look at the impact of a 
price change on total receipts. This is 
sometimes called the total receipts test.

Total receipts, or total revenue, is deter
mined by multiplying the price of a prod
uct by the quantity sold. By observing
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THE TOTAL RECEIPTS TEST 
FOR DEMAND ELASTICITY

(A) ELASTIC DEMAND (B) INELASTIC DEMAND

Q

Quantity

„ 3 . .
и
£  2 ...

l ..

*  \  Revenue

rX
11 D

1 2  3 4 

Quantity

(C) UNIT ELASTICITY

Type Change Change Movement
Of In In Of Price
Elasticity Price Total and

Receipts Total
Receipts

Elastic i T Opposite

Inelastic i 1 Same

Unit No
Elastic i Change

Ouantitv

Figure 5-3

changes in a company’s total receipts 
when the price changes, businesses can 
test for elasticity.

If demand is elastic, the total amount 
bought will go up sharply when the price 
is lowered only a little. The increase in 
sales means a large enough rise in total 
receipts to surpass the total receipts at the 
original price.

If demand is inelastic, a lower price 
would mean a small increase in the quan

tity demanded. However, it would not be 
enough for total receipts to rise.

The total receipts test also works the 
opposite way. If demand is elastic, a 
higher price will mean lower total receipts 
because the quantity demanded will go 
down a great deal. Even if demand is 
inelastic, a higher price w ill cause the 
total amount bought to go down a little. 
But at the same time, total receipts will 
increase.
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The relationship between changing 
prices and revenues or total receipts is 
summarized in the graphs and table on 
page 110. In each of the demand curves, 
the impact on total revenues of a decrease 
in price from $3 to $2 is shown.

Demand curve A is elastic. When the 
price drops by $1 per unit, the increase in 
the quantity demanded is large enough to 
raise total revenues from $6 to $8. De
mand curve В is inelastic. In this case, 
when the price drops by $1, the increase 
in the quantity demanded is not enough to 
prevent revenues from falling below $6.

Demand curve С is called unit elastic. 
Now when the price drops, the quantity 
demanded increases barely enough to stop 
total revenues from either increasing or 
decreasing.

The three changes noted in the graphs 
are recorded in the table, which shows 
that the key to elasticity is the way in 
which revenues and prices change. If reve
nues and prices move in opposite direc
tions, demand is elastic. If they move in 
the same direction, demand is inelastic. If 
there is no change in revenue, demand is 
unit elastic.

Even though all the price changes illus
trated are decreases, the results would be 
the same if they were increases. For exam
ple, if the price rises from $2 to $3 in 
Graph A, receipts fall to $6. Prices and 
revenues still move in opposite directions 
as shown in the table above. The results of 
the summary table are also valid for the 
inelastic demand curve in Graph B. When 
the price goes up, revenues move in the 
same direction.

Take the demand for sugar, as shown in 
the demand schedule and graph on page 
113. Between 60c and 700 per pound, the 
demand for sugar is elastic. When the 
price falls from 70c to 600, total receipts 
rise. When the price is increased from 60c 
to 70c, total receipts go down. Prices and

revenues move in opposite directions so 
the demand curve is elastic in this region.

Between the prices of 40c to 50c per 
pound, however, the demand is inelastic. If 
the price were lowered within this span, 
the total receipts also would be lower.
This is because consumers just are not 
responsive to changes in price below a 
certain level. If, however, the price is in
creased from 40c to 50c, the total receipts 
would increase. Therefore, the key to the 
inelastic demand curve is that changes in 
price and changes in revenue are in the 
same direction.

Elasticity, then, is something that tells 
the way in which revenues are affected by 
price changes. Whether the demand for a 
product is elastic, inelastic, or unit elastic 
depends on the price range and the prod
uct being considered. The total receipts 
test w ill determine the proper classifica
tion of the product.

An understanding of elasticity helps 
businesses determine pricing policies that 
can be used to increase revenues. Physi
cians, for example, have an inelastic de
mand for their services. To raise their 
revenues, they simply raise their prices.
On the other hand, the owner of the neigh
borhood gas station has an elastic demand 
for products. To increase revenues, prices 
must be lowered. If he or she tried instead 
to increase them, customers would go to 
other stations, and the gas station's total 
revenues would fall.

An understanding of elasticity of de
mand has encouraged government at all 
levels to tax products with relatively in
elastic demands. These tax programs have 
worked well because people w ill pay al
most any price, within limits, for certain 
products. Rather large taxes often are 
placed on gasoline, utility services, tobac
co, and alcoholic beverages because the 
demand for these is relatively inelastic.
The increase in price of cigarettes due to a
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Case Study: Career

M arket Researcher
Market researchers gather, re

cord, and analyze facts about 
products and sales. On the basis of 
this, they prepare forecasts of fu
ture sales trends, offer recommen
dations on product design, and de
fine the market toward which ad
vertising should be directed. They 
perform these services for manu
facturing companies, advertising 
agencies, independent research or
ganizations, banks, the news 
media, university research centers, 
and government agencies.

Market researchers gather their information from company or 
government records, published materials, statistical files, and other 
such sources. When the information they need is not available from 
any of these sources, they use printed questionnaires, telephone or 
door-to-door surveys, or personal interviews to compile the data.

Because of the nature of their work, research analysts must be able 
to understand and use words effectively. They also must be able to do 
arithmetic quickly and accurately. Translating hundreds of thousands of 
symbols and figures into two or three paragraphs of analyzed informa
tion calls for a fair amount of skill. For this reason, a college degree or 
some other kind of advanced training generally is required. For advance
ment, graduate study is necessary in most cases. Courses in marketing, 
statistics, English composition, speech, psychology, and economics are 
especially helpful.

Most market researchers enter the field as research assistants or 
junior analysts. As such, they are required to do a great deal o f clerical 
work and to learn how to conduct interviews and write reports on the 
findings of surveys. In time, they may be given responsibility for certain 
marketing research projects or be promoted to a supervisory position.

Today most businesses and organizations feel it is necessary to have 
a great deal of information about the market for their products. For this 
reason, market research has been in greater demand in recent years. 
When economic growth is slow, however, not as many new products and 
services are developed, and the demand for market researchers is not as 
great.
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ELASTICITY OF DEMAND 
FOR GRANULATED SUGAR
(A) DEMAND SCHEDULE

Price
Per

Pound

Number 
of Pounds 
Demanded

Total
Receipts

.80 1250 1000

.70 1500 1050

.60 2000 1200

.50 2500 1250

.40 3000 1200

.30 4000 1200

.20 5000 1000

,0 6500 650

(B) DEMAND CURVE

Quantity of Sugar Demanded

Figure 5-4

stiff tax, for example, has only a minor 
impact on the amount sold.

An analysis of demand elasticity has also 
been of value to some government agen
cies. One of these was the Civil Aeronau
tics Board (CAB). When the CAB regulated 
commercial air fares, it did a study on the 
demand for air travel, and concluded that 
demand was elastic. Thus, if air fares were 
cut, more people would fly, total revenue 
would increase, and everyone would bene
fit. Later, some carriers reduced air fares 
and total revenues, as predicted, went up.

Today, airlines set fares without the ap
proval of the CAB. But because the indus
try is oligopolistic and price wars some

times break out, it is difficult to predict 
demand elasticity.

DETERMINANTS OF 
DEMAND ELASTICITY

A business can determine the elasticity 
of demand for its products by simply con
sidering three things: the urgency of need; 
the availability of adequate substitutes; 
and the amount of income required to buy 
the item.

CAN THE PURCHASE BE DELAYED? 
Sometimes the consumer’s need for a
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product is urgent and cannot be put off. 
One example is the case of insulin. If a 
diabetic needs insulin, an increase in its 
price is not likely to make him or her put 
off buying the drug.

In a less extreme case, such as the need 
for a tank of gasoline to get to school or 
work, the consumer might be able to wait 
a day or two. But still there is a limit on 
the ability to go without. In such a case, 
the demand for the product is likely to be 
inelastic. The increase in price caused only 
a small reduction in the amount the con
sumer bought.

A 50 percent drop in the price of insulin 
or gasoline probably would not cause a 
sustained increase in the amount bought 
either. There might be an initial spurt in 
sales because of the lower price, but there 
is a limit to which the supply can be 
stockpiled. A drop in the price of insulin 
probably would not cause the consumer to 
actually use more. A drop in the price of 
gasoline probably would have more of an 
impact on purchases in the long run than 
in the short run.

If the product were tomatoes or T-bone 
steak instead of insulin or gasoline, people 
might react differently to price changes. If 
the price went up, they could put off 
buying either of these without suffering 
any great discomfort. They also might buy 
much more if the price took a significant 
drop.

The ability to postpone the purchase of 
a product, then, is one of the determinants 
of elasticity. If the purchase can be de
layed, the demand for the product tends to 
be elastic. If it cannot be delayed, the 
demand tends to be inelastic.

ARE THERE ADEQUATE SUBSTITUTES? 
If adequate substitutes are available, con
sumers can switch back and forth between 
a product and its substitute to take advan
tage of the best price.

If, for example, the price of steaks, but
ter, or gasoline from a certain gas station 
goes up, buyers can switch to hamburger, 
margarine, or gasoline from another sta
tion. With enough substitutes, even small 
changes in price will cause people to 
switch. When this happens, the amount 
sold w ill change a great deal, and there is 
a large impact on the total receipts, or 
revenue. When this is the case, the de
mand tends to be elastic. The fewer the 
substitutes for a product, the more inelas
tic the demand.

DOES THE PURCHASE USE A LARGE 
PORTION OF INCOME? The third deter
minant is the amount of income required. 
The demand for salt, for example, is in
elastic because a container costs only pen
nies and lasts several months. For this 
reason, an increase in price is not likely to 
be noticed by the buyer or to affect the 
amount bought.

The purchase of a new car, however, is 
another matter. Since the price of a new 
car is likely to be around $12,000, even a 
small increase can amount to several hun
dred extra dollars. Because of this, people 
tend to be more sensitive to price in
creases or decreases on expensive items 
than on less expensive ones. When the 
products require a large portion of income, 
the demand tends to be elastic. When they 
require a small portion of income, the 
demand tends to be inelastic.

The three major determinants of de
mand elasticity are summarized in the 
table on page 115. Some products, such as 
table salt, are rather easy to classify. Un
less a salt-free diet is required for medical 
reasons, the consumption of salt is some
thing that generally is not postponed. Salt 
is a product for which there is no real 
substitute, and it requires only a small 
portion of income. Therefore, the demand 
for salt is inelastic.

114 BUSINESS BEHAVIOR



ESTIMATING ELASTICITY 
OF DEMAND

ECONOMIC PRODUCTS
DETERMI
NANTS OF 
ELASTICITY

Tomatoes T-bone
Steak

Table
Salt

Gasoline 
From a 
Particular 
Station

Gasoline
in
General

Services
of
Medical
Doctors

Insulin Butter

CAN PUR
CHASE BE 
DELAYED? 
Yes (elastic) 
No (inelastic)

yes yes
no

yes
no no no

yes

ARE THERE 
ADEQUATE 
SUBSTI
TUTES?
Yes (elastic) 
No (inelastic)

yes yes
no

yes
no no no

yes

DOES PUR
CHASE 
USE A LARGE 
PORTION 
OF INCOME?

Yes (elastic) 
No (inelastic) no no no

yes yes yes
no no

Type of 
Elasticity: Elastic Elastic

In 
elastic Elastic Inelastic Inelastic

In 
elastic Elastic

Table 5-A

Other cases, however, are not as clear- 
cut. The demand for the services of doc
tors, for example, tends to be inelastic 
even though such services require a large 
portion of income. The lack of adequate 
substitutes and reluctance to put off seeing 
a doctor when one is sick make the de
mand for such services inelastic.

In the case of steak, tomatoes, and but
ter, the amount of income required proba

bly is less important than the availability 
of substitutes and the ability to put off 
buying these products.

Section Review
1. What does the Law of Demand show?

2. How are total receipts determined?

3. What are the three determinants of de
mand elasticity?
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5.4 Supposed Exceptions 
to ihe Law of Demand

The Law of Demand is one of the time- 
tested observations that serves as the foun
dation of economic reasoning. Still, there 
is one exception to the law, as well as 
several situations that appear to be excep
tions but really are not.

A PARADOXICAL 
DEMAND CURVE

One of the first persons to point out a 
possible exception to the Law of Demand 
was the British economist Alfred Marshall

When the price of potatoes, rice, bread, and 
other food staples rises, there generally is more 
demand for them in less prosperous areas. How 
does this relate to the Law of Demand?

(1842-1924). Marshall talked about 
"bread,” a term meaning so-called inferior 
goods— the "cheap and filling items” that 
were the main staple in the diet o f low-in- 
come families.

Marshall argued that an increase in the 
price of "bread” would place a great drain 
on the resources of poor people. If they 
had to pay more for "bread,” they would 
have to reduce even further the amount of 
meat and other more expensive foods they 
could eat. This, in turn, tfould mean they 
would consume more rather than less 
"bread” because it was ‘still the cheapest 
food they could buy. In other words, when 
the price of "bread” rises, the incomes of 
the poor are reduced, and they buy more 
rather than less.

Is this possible? As the price of bread 
goes up, is more rather than less demand
ed? We have learned that a demand curve 
slopes downward. But if what Marshall 
says is true, the demand curve for "bread” 
would slope upward and contradict the 
Law of Demand.

For this reason, Marshall’s argument is 
described as a paradoxical demand 
curve—a demand curve in which some
thing appears to be contradictory. In order 
for this kind of curve to occur, however, 
the economic product in question must be 
an inferior good, and the consumers must 
be very poor. As Marshall himself ob
served, these cases are rare. Even today, 
paradoxical demand curve situations are 
most likely to appear only in less prosper
ous countries where the commodity in
volved is the chief article of diet.

For example, the demand for rice in 
many Asian countries may resemble Mar
shall’s paradoxical demand curve. When
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the rice crop fails and the price of rice 
rises, the quantity of rice demanded also 
may rise, worsening the existing state of 
poverty.

The validity of the Law of Demand rests 
with how people in general react to higher 
or lower prices. Therefore, the attitude of 
only one consumer really does not dis
prove the law.

PERSONALIZATION 
FALLACY

Some people give a personal experience 
or attitude as an exception to the Law of 
Demand. How many times have you heard 
someone say, " I  wouldn’t buy that even if 
they cut the price in half” ? While that 
statement seems to refute the Law of De
mand, it is important to remember that 
not everyone may feel the same way about 
the product in question. This means that 
the particular individual speaking about 
the demand for the product will not be 
affected by any change in price. It does 
not mean, however, that other people will 
not be affected bv it.

TIME-PERIOD 
MISUNDERSTANDING

Other people argue against the Law of 
Demand because they misunderstand thfc 
relationship between time and demand. 
They may say, for example, that while 
automobiles cost much more today than 
they did in the 1920’s, the demand is 
greater now than it was then. This, they 
point out, refutes the Law of Demand, 
which holds that less w ill be sold at high 
prices than at low prices.

What these people have not considered 
is that two widely different time periods 
with entirely different circumstances are

As time passes, technological changes and changes in popular tastes lead 
to changes in a product. This can be seen in the washing machines in the 
photo. How is this used to argue against the Law of Demand?
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involved. The population has grown, and 
incomes have increased about ninefold 
since the 1920’s. Cars are more complicat
ed and more valuable than they were 60 
or 70 years ago, and they command a 
higher price. Streets and highways today 
are made to handle large volumes of traf
fic, while in the 1920’s, roads often were 
no more than narrow, muddy lanes. And 
most cars today are thought of as necessi
ties, while in the 1920’s, they were thought 
of as luxuries.

At a given point in time, people will 
tend to buy more automobiles at low 
prices than at high prices. But, over time, 
tastes, habits, and incomes may change. It 
is true that the level of demand for cars is 
greater today than it was in the 1920’s.
But if today’s market is considered sepa
rate from that of any other time period, 
the Law of Demand still holds true.

In other words, the time-period misun
derstanding is due to the tendency for

people to confuse movements along a de
mand curve with shifts of the curve. As 
seen in the demand curve for tomatoes, 
concern generally is with the demand for a 
product on a certain day and in a certain 
market. When analyzing the demand for 
automobiles or other products, the Law of 
Demand should not be applied to more 
than one period of time.

PRESTIGE PURCHASES
Some people try to refute the Law of 

Demand by saying that ̂ о-called prestige 
goods w ill sell in greater quantities if the 
price is set high rather than low. They feel 
that the prestige and high price associated 
with owning a luxury car, for example, 
helps the manufacturer sell more cars. But 
if this really were true, the price of luxury 
cars w'ould rise without limit. The manu

Luxury items, such as 
these furs, sell at high 
prices because manu
facturers know some 
people will go out of 
their way to buy them. 
Why does the prestige 
purchases argument 
not disprove the Law 
of Demand?

118 BUSINESS BEHAVIOR



facturer would have so many orders that it 
no longer would be possible to produce 
lower-priced cars.

Such a situation clearly does not exist. 
The manufacturer knows that while a few 
people go out of their way to buy a pres
tige car, people in general w ill behave 
according to the Law of Demand. If the 
price of luxury cars rises, fewer will be 
sold in the total market. If the price goes 
down, more will be sold. This argument, 
like the others, does not disprove the Law

of Demand which says that people buy 
more at low than at high prices.

Section Review
1. Under what conditions might the para

doxical demand curse occur?

2. How do the personalization fallacy and 
time-period misunderstanding appear to 
refute the Law of Demand?

3. Why do prestige purchases arguments 
not contradict the Law of Demand?

Chapter 5  Review J
Summary

1. Economists are concerned with effec
tive demand—the desire plus ability 
and willingness to pay.

2. Demand can be illustrated as a sched
ule that shows the amount people are 
willing to buy at each and every price, 
and graphically as a downward-sloping 
curve that shows the same thing.

3. The Law of Demand, which expresses 
the relationship of demand and price, 
states that people will want more 
products at low prices and less at high 
prices.

4. A change in quantity demanded means 
people want a different quantity at a 
different price. It does not mean a 
change in the demand schedule.

5. The income and substitution effects of 
a price change explain changes in

quantity demanded because of that 
price change.

6. A change in the level of demand means 
people have changed their minds about 
the amount they would buy at each 
and every price. It means the demand 
schedule has shifted.

7. An increase in the level o f demand is 
illustrated by shifting the demand 
curve to the right. A decrease in the 
level of demand is shown by a shift of 
the demand curve to the left.

8. Level o f demand may change because 
of changes in consumer income, con
sumer tastes, or prices of related goods.

9. Related goods are divided into substi
tute and complementary groups. A 
change in the price of each has a dif
ferent impact on the level o f demand 
of other goods.
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10. The Principle of Diminishing Marginal 
Utility also confirms the Law of 
Demand.

11. Elasticity of demand is a concept that 
relates changes in the quantity de
manded to changes in price. If a 
change in price causes a great change 
in the quantity demanded, demand is 
elastic. If a change in price causes only 
a small change in the quantity de
manded, demand is inelastic.

12. The total receipts test is used to deter
mine demand elasticity. If prices and 
revenues move in opposite directions, 
demand is elastic. If prices and reve
nues move in the same direction, 
demand is inelastic.

13. A knowledge of demand elasticity is 
important to businesses because it tells 
them how a change in price will affect 
their total revenue and helps them de
termine pricing policies.

14. Demand elasticity is influenced by the 
ability to postpone a purchase, the 
substitutes available, and the amount 
of income required by the purchase.

15. A paradoxical demand curve occurs 
rarely and only under certain special 
circumstances.

16. Arguments against the Law of Demand 
generally are based on a personaliza
tion fallacy, a timtfiperiod misunder
standing, or prestige purchases. None 
refute the Law of Demand.

Building an Economic Vocabulary■—  . ' " " I.-.-..... . ■ .I i .1

effective demand
demand schedule
demand curve
Law of Demand
change in quantity demanded
income effect
substitution effect

change in demand 
substitutes 
complements 
marginal utility 
Principle of Diminishing 

Marginal Utility

demand elasticity 
elastic 
inelastic 
unit elastic 
inferior goods 
paradoxical demand 

curve

Reviewing the Main Ideas
1. What does demand mean in economic 

analysis?

2. What is a demand schedule? A demand 
curve? How are they alike?

3. What is an important feature of de
mand in general?

4. What is meant by a change in the 
quantity demanded?

5. How is the income effect different from 
the substitution effect?

6. Together, what do the income and sub
stitution effects explain?

7. What is the difference between a 
change in the quantity demanded and 
a change in the level o f demand?

8. How is an increase in demand repre
sented graphically? A decrease?
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9. What three things cause a shift in the 
level of demand?

10. How do substitute and complementary 
goods differ? Why are they important 
to the study of demand?

11. What does the term “ marginal" mean 
in economics?

12. How does the Principle of Diminishing 
Marginal Utility relate to the Law of 
Demand?

13. Why is a knowledge of elasticity im
portant to businesses?

14. What are total receipts? How does the 
total receipts test reveal elasticity?

15. What is the relationship between 
changes in price and changes in reve
nue when demand is elastic? Inelastic? 
Unit elastic?

16. How does urgency of need affect de
mand elasticity? The availability of 
substitutes? The amount of income 
required?

17. Why is Marshall’s argument described 
as a paradoxical demand curve? How’ 
often can one be found?

18. What three common situations seem to 
be exceptions to the Law of Demand 
but, in fact, are not?

шPracticing Critical Thinking Skills
1. Do you think the Law of Demand ac

curately reflects the way most people 
feel about certain products? Why or 
why not?

2. How do you think the demand for pizza 
would be affected by (1) an increase in 
everyone’s pay, (2) an increase in the 
cost of gas, (3) a decrease in the price of 
hamburger? Explain your answers.

3. What could you, as a business owner, 
learn about your business and product 
by applying the total receipts test?

4. Can you think of any case in w hich 
demand for a product w ill not be in
fluenced by a price change? If you can 
think of one, explain how’ it relates to 
the supposed exceptions of the Law of 
Demand.

Applying Economic Understandings
Estimating Elasticity

Economists must be able to estimate 
elasticity. Without this skill, they could 
not predict how' changes in prices affect 
the amount of money consumers spend on 
a product, or how' changes in prices affect 
a firm’s total revenue.

The follow ing exercise will give you 
practice in the skill of estimating elasticity.
1. List five items you buy regularly. 2. Use

the elasticity determinants in the table on 
page 115 to classify each and determine its 
overall elasticity. 3. Answer the questions 
below. If the price of each item were 
doubled, what would happen to the total 
amount of money you would spend on 
each? What would happen to the amount 
spent if the price of each item were cut in 
half? Use the total receipts test to check 
your conclusions.
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}  Supply
The law o f  supply and demand is learned in infancy. The infant demands a clean 

diaper and is willing to supply peace and quiet in exchange. Mother demands 

peace and quiet and is willing to supply a clean diaper in exchange. The terms o f  

trade are arranged. . . . One scream equals one diaper. The price o f  one diaper is 

one scream. Jude Wanniski



After reading this chapter, vou w ill be able to:

•  Explain that the quantity of goods and services supplied is directly 
related to price and elasticity of supply.

•  Discuss the theory of production in terms of the Law of Variable 
Proportions, the production function, and the three stages of 
production.

• Identify the different measures of cost used by the firm when 
production decisions are made.

•  Describe how total and marginal revenues interact with cost to 
determine business profits.

Chapter 6

6.1 What is Supply?
Business people think of demand as the 

consumption of goods and services. At the 
same time, they think of supply as their 
production. As they see it, supply means 
the quantity of a product supplied at the 
price that prevailed at the time. To econo
mists, however, it means much more.

AN ANALYSIS OF SUPPLY
Economists are concerned with the mar

ket as a whole. They want to know how

much of a certain product sellers will sup
ply at each and every possible market 
price. Supply, then, may be defined as a 
schedule of quantities that would be of
fered for sale at all o f the possible prices 
that might prevail in the market. The sup
ply of television sets, for example, is the 
number of sets manufacturers w ill be like
ly to produce if the prevailing market is 
$600, $400, $200, or any other price within 
the range of possible prices.

Everyone who offers an economic prod
uct for sale is a supplier. When you look 
for a job, you are offering your services for
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best for the individual seller. What is best 
depends, in turn, upon the cost of produc
ing the goods or services. Still, it is rea
sonable to predict that the higher the 
price, the greater the quantity the seller 
will offer for sale.

Different models of television sets are offered 
for sale by a supplier. The televisions are 
listed at various prices. How does the price of 
a product affect the quantity offered for sale?

sale. You, then, are a supplier, and your 
service is your product. Think how you 
would react if you were offered a high 
price for your service. Most likely, you 
would be willing to supply more by work
ing harder or longer hours for a high wage 
than you would for a low one.

A similar decision must be made by all 
suppliers of economic products. Each sup
plier must decide how much to offer for 
sale—a decision made according to what is

SUPPLY AND 
THE SUPPLY SCHEDULE

Suppose, for example, you are an army 
officer whose job is to pbtain dress shoes 
for every person in uniform. Since you will 
need so many pairs of shoes, you will 
want to get the best possible buy. To do 
this, you could make indirect inquiries, 
meet with manufacturers, and then ask for 
bids.

The chances are that you would discover 
that when you offer a low price, suppliers 
w ill be willing to offer only small quanti
ties for sale. For example, at a price of $15 
a pair, they might offer only 1.6 million 
pairs. But if you offered a higher price, 
such as $21 a pair, they might be willing 
to offer 2.5 million pairs.

After you have gathered all the data pos
sible, you would be able to construct a 
supply schedule such as the one on page 
125. This tells the quantities offered at 
each and every possible market price.

The data presented in the supply sched
ule also can be shown graphically. The 
supply curve (S) in the graph on page 125 
slopes upward and to the right to reflect 
the tendency of suppliers to offer greater 
quantities for sale at higher prices. The 
curve also shows that supply is the oppo
site of demand.

If you hold the figure in front of a mir
ror, you will see what looks like a demand 
curve. Just as the demand curve showed 
that greater amounts would be bought at
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THE SUPPLY 
OF ARMY DRESS SHOES
(A) SUPPLY SCHEDULE (B) SUPPLY CURVE

Price Pairs 
Per Of Shoes 
Pair Supplied

$30 3,500,000

27 3,200,000

24 2,900,000

21 2,500,000

18 2,100,000

15 1,600,000

12 1,100,000

9 800,000

30

27

24

21

18

15

12

9

6

3

- t - - t -

2 3 4

Pairs of Shoes Supplied in Millions

Figure 6-1

lower prices, the supply curve shows that 
greater amounts will be offered for sale at 
higher prices.

The tendency of suppliers to offer more 
for sale at high prices than at low prices 
forms the basis for the Law  o f Supply. The 
law states that the quantity of an econom
ic product offered for sale varies directly 
with its price. In other words, if prices are 
high, suppliers will offer greater quantities 
for sale. If prices are low, they will offer 
smaller quantities for sale.

CHANGES IN SUPPLY
The amount that producers bring to mar

ket at any one price is called the quantity 
supplied. In the figure on page 126, 3.5 mil
lion is the quantity supplied when the price 
is $30. A change in quantity supplied takes 
place because of a price change. If the price 
decreases to $24, for example, then 2.9 mil
lion shoes or units would be supplied. A 
change in the quantity supplied is a move
ment along the supply curve.
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A CHANGE IN THE LEVEL 
OF SUPPLY FOR SHOES
(A) NEW (B) NEW SUPPLY CURVE

SUPPLY SCHEDULE
Price
Per
Pair

Pairs 
Of Shoes 
Supplied

$30 4,300,000

27 3,900,000

24 3,500,000

21 3,000,000

,8 2,500,000

2,100,000

1,300,000

’
900,000

30

27
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21
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9

6

3

s s ,

w w

•
old supply curve new* supply curve

л ш

s s1

------------ 1-------------1------------ 1-------------1-------------к
1 2 3 4 5

Pairs of Shoes Supplied in Millions

Figure 6-2

The range of quantities offered at each 
or every point on the supply curve is 
called the level of supply. A change in the 
level of supply, or a change in supply, 
means that a different amount will be 
brought to market at every price.

The schedule and graph above illustrate 
a change in supply. The schedule shows 
an increase in supply— more shoes are 
brought to market at each and every price. 
For example, the schedule and graph on 
page 125 show that if the price per pair 
were $21, 2.5 million pairs of shoes would

be produced. The schedule and graph 
above, however, show that 3 million pairs 
will be produced for the same price. The 
same is true at every price. When this 
happens, there is a change in, or an in
crease in, supply and the supply curve 
shifts to the right.

Changes in supply take place quite often 
Many times such changes come about be
cause of a decrease in the cost of inputs. 
In the shoe illustration, there might have 
been an increase in supply because of a 
decline in the price of cattle, and there
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fore, in the cost of shoe leather. If the 
price of leather goes down, producers will 
be able to produce more pairs of shoes at 
each and every price.

Productivity also might affect the supply 
schedule. The introduction of a new ma
chine, chemical, or industrial process 
might lower the cost of production and 
allow more pairs of shoes to be produced 
at each and every price.

Likewise, the supply curve might shift to 
the left to reflect a decrease in supply. A 
union, for example, might negotiate a

higher wage. This would raise the cost of 
inputs and cause the producer to offer 
fewer pairs of shoes at every price.

ELASTICITY OF SUPPLY
Just as there is elasticity of demand, 

there is elasticity of supply. Supply 
elasticity tells the way in which changes 
in the quantity supplied are affected by 
changes in price. For example, if a small

Figure 6-3

SUPPLY ELASTICITY
(A) ELASTIC SUPPLY (B) INELASTIC SUPPLY
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Quantity Supplied
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Quantity Supplied

(C) UNIT ELASTIC SUPPLY (D) CHANGE 
DUE TO

IN SUPPLY 
PRICE
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increase in price causes producers to in
crease their output by a large amount, the 
supply curve is said to be elastic. If the 
quantity supplied changes very little, sup
ply is inelastic.

Three kinds of supply elasticity are illus
trated on page 127. In Graph A, supply is 
elastic because an increase in price from 
$2 to $3 causes the quantity brought to 
market for sale to increase a great deal. 
Graph B, on the other hand, is inelastic 
because the same price increase causes 
output to increase by only a little.

Graph С shows that supply also can 
have unit elasticity. In this case, a given 
change in price will cause a proportional 
change in the quantity supplied. The key 
to supply elasticity is the relationship of 
the change in quantity supplied to the 
change in price.

The extent to which a business’s supply 
curve is elastic or inelastic depends on the 
nature of its production. For example, the 
supply curve of oil derived from shale is 
likely to be inelastic in the short run. No 
matter what price is being offered, com
panies will find it hard to increase output 
because of the huge amount of capital and 
technological breakthroughs needed before 
production can be increased very much. In 
the very short run, it is not likely that a 
doubling of the price offered per barrel of

shale oil w ill more than double the 
amount brought to the market.

On the other hand, the supply curve is 
likely to be elastic for kites, hula hoops, 
and other products that can be made 
quickly without huge amounts of capital 
and skilled labor. If people are willing to 
pay twice the price for any of these prod
ucts, producers probably w ill be able to 
gear up in a very short amount of time to 
increase production significantly.

Basically, there is little difference be
tween supply elasticity and demand elas
ticity. If we are talking about the quanti
ties being bought, the concept is demand 
elasticity. If we are concerned with the 
quantities being brought to market and 
offered for sale, the concept involved is 
supply elasticity.

The Law of Supply gives a general pic
ture of how suppliers may act. The next 
section w ill look at each of the factors that 
influence supply.

Section Review
1. According to the Law of Supply, how 

does price affect the quantity offered for 
sale?

2. Why do changes in supply occur?

3. When is supply elastic? When is supply 
inelastic?

6.2 Theory 
of Production

In order to produce economic goods and 
serv ices, some combinations of the factors 
of production are needed. When more effi
cient combinations of these factors are 
used, production goes up and costs go 
down. This encourages suppliers to offer

greater quantities for sale. The theory of 
production deals with the relationship 
between the input of land, labor, and 
capital and the output of goods and ser
vices. It looks at how output behaves when 
inputs change.
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The economist would 
not consider this ad
vice to Al the best 
way to increase pro
ductivity. In general, 
what three things can 
bring about greater 
output?

Al, do  whatever you have to do  to increase productivity. 
Threaten, cajole, fire at will. H ave fun.

LAW OF VARIABLE 
PROPORTIONS

The Law of Variable Proportions states 
that in the short run, output will change 
as one input is varied while the others are 
held constant. Although the law probably 
is new to you, the concept is not. Most 
likely, you are familiar with the law in 
action and have seen it many times.

If you prepare chili, for example, you 
know that one pinch of chili powder will 
make it taste better. Two pinches may 
make it taste better yet. But if you keep 
on adding more and more chili powder, a 
point soon will be reached where the chili 
begins to taste terrible. Basically, this is 
an example of the Law of Variable Pro
portions at work. As the amount of chili 
powder, which is the input, varies, so does 
the chili, which is the output.

This same law applies to the output of 
other economic products. Generally, three

things can bring about greater output of 
the final product. The first is an increase 
in the amount of inputs, or the factors of 
production. The second is the use of higher 
quality factors. And the third is more skill
ful use of these factors through better 
knowledge, innovation, and new technology.

The growth in air travel illustrates this 
point. First, the airlines have used more 
factors of production such as planes, 
equipment, employees, and airports. Sec
ond, they have made greater use of higher 
quality inputs. Jets, for example, have 
taken the place of the smaller and slower 
planes. Third, there has been greater skill 
involved in the use of inputs. For example, 
safety features, scheduling, handling of res
ervations, and routing all have been much 
improved over the years.

In the economic sense, the Law of Vari
able Proportions deals with the relation
ship between the input of productive re
sources and the output of final products.
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In most companies, managers hold regular 
production meetings at which they evaluate 
past performance and set future goals. Why is 
the use of the production function important 
in such meetings?

The law helps answer the question, “ How 
is the output of the final product affected 
as more units of one variable input or 
resource are added to a fixed amount of 
other resources?”

For example, a farmer may have all the 
land, machines, workers, and other things 
needed to grow and harvest a crop. But 
that farmer still may need to have some 
questions answered about the use of 
fertilizer. It is important for the farmer to 
know, for example, how the crop yield will 
be affected if 100, 200, or even 300 pounds 
of fertilizer per acre are added to fixed 
amounts of the other inputs.

A plant manager who has a question 
about the use of labor also may turn to

the Law of Variable Proportions. Suppose 
the manager wanted to know, given the 
existing machines and equipment, how the 
final output would be affected if one or 
several workers are hired. The law will 
help answer this question.

Of course, it is possible for all inputs to 
be varied at the same time. The farmer 
may want to know what w ill happen to 
output if not only the fertilizer but also 
the quantity of the other factors of produc
tion are varied. The plant manager may be 
interested in finding out what w ill happen 
if the company not only hires more work
ers but also buys several new machines 
and other equipment/

When more than one factor of produc
tion is varied, it becomes harder to tell 
what the effect on final output w ill be. But 
this does not make the law any less useful. 
Through this law, we can understand how 
final output w ill be affected if one factor 
of production is used in variable propor
tions while the other factors stay the 
same.

PRODUCTION FUNCTION
The Law of Variable Proportions can be 

illustrated with the use of a production 
function—a concept that relates output to 
different amounts of a single input while 
other inputs are held constant. The pro
duction function can be illustrated in the 
form of a schedule such as the one on 
page 131, or in the form of a graph like 
the one on the same page.

The first two columns in the production 
schedule give hypothetical figures on a 
business’s output as the number of work
ers is varied from one to ten. The informa 
tion in these columns is used to construct 
the production function that appears 
below the schedule.
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Figure 6-4
THE LAW 
OF VARIABLE PROPORTIONS
(A) PRODUCTION SCHEDULE

USING VARYING AMOUNTS OF LABOR

Number Total 
Of Product 

Workers (In Units)*

Marginal 
Product 

(In Units)*

1 14 14 Stage I

2 42 28

3 75 33

4 112 37

5 150 38

6 180 30 Stage II

7 203 23

8 216 13

9 207 -9 Stage III

10 190 -17

*AU figures refer to production/productivity per worker per day.

(B) PRODUCTION FUNCTION
USING VARYING AMOUNTS OF LABOR
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While the number of workers changes, 
all else remains the same. There is no 
change in machinery used; all workers are 
just as productive with each worker put
ting in the same number of hours. And, 
the same quantity of raw materials, or 
unprocessed natural products, are used in 
production. In other words, the only 
change occurs in the number of workers. 
Thus, any changes in output are a result of 
the variation in the number of workers.

TOTAL PRODUCT. The second column 
in the production schedule on page 131 
shows the resulting total product, or total 
output produced by the firm. With only a 
few workers, the plant does not operate 
efficiently. It may be hard for a few work
ers to attend the machines, keep the sup
ply of raw materials flowing smoothly, 
and remove and package the finished

product. These workers also have to keep 
up the premises and do jobs connected 
with normal plant operations. In fact, 
some of the machines may end up stand
ing idle much of the time.

But as more workers are added, the 
total product rises. More machinery can 
be operated, and plant output is improved 
a great deal. Workers can specialize in 
certain jobs, which means that each work
er’s special talents can be used to the 
fullest. For example, one group of workers 
can run the machines while a second 
group takes care of maintenance. A third 
group keeps records as a forth group han
dles the assembly work.* By working in 
this way—as a coordinated whole— the fac
tory can be highly productive.

When the eighth worker is added, total 
product goes as high as it can. Adding the 
ninth and tenth workers causes total out

As workers are added to this assembly line, output increases— but only to 
a certain point. What would happen if company officials doubled the 
number of workers in the factory shown below?
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put to go down because these workers just 
get in the way of the others. Although the 
ideal number of workers to use cannot be 
determined until the issue of costs is con
sidered, it is clear that the ninth and tenth 
workers will not be hired.

MARGINAL PRODUCT. The measure of 
marginal product in the third column of 
the production schedule on page 131 is 
one of the more important concepts in 
economics. It shows what happens at the 
margin as one more worker is added. The 
object is to find out how much additional 
output can be obtained from using one 
more unit of input. The additional output, 
which comes from adding one more work
er or any other factor of production is 
known as marginal product.

Note that the marginal productivity of 
the fifth worker is 38 units, which is more 
than that of any preceding worker. As 
additional workers are hired, though, each 
one adds less and less to the total output. 
The marginal productivity of the ninth 
and tenth workers is less than zero. These 
are the workers that get in the way of 
production so that total output goes down. 
The marginal productivity of the ninth 
and tenth workers, then, is negative.

THREE STAGES 
OF PRODUCTION

An understanding of the production 
function and the Law of Variable Propor
tions helps a business decide the number 
of variable inputs to use in production. An 
examination of the three stages o f produc
tion-increasing returns, diminishing re
turns, and negative returns— illustrates 
this. These three stages are shown in the 
production schedule and function on page 
131.

STAGE I: INCREASING RETURNS. The 
first stage of the Law of Variable Propor
tions is illustrated by the hiring of the 
first five workers. Each worker hired con
tributes more than the worker before to 
total output.

In this first stage, the individual workers 
cannot handle the equipment efficiently 
because there is too much machinery and 
other resources per worker. In other 
words, there are not enough workers to 
handle the job well. But as the number of 
workers rises, the job of using the avail
able resources is done better. The result of 
all this is increasing returns per worker.

As long as each new-worker hired con
tributes more to total output than the 
worker before, total output rises at a faster 
rate. Since total output increases by larger 
and larger amounts every time a new 
worker is added, Stage I is known as the 
stage of increasing returns.

STAGE II: DIMINISHING RETURNS. In 
Stage II, the total plant production keeps 
growing, but by smaller and smaller 
amounts. Any additional workers hired 
may stock shelves, package parts, and do 
other jobs that leave the machine opera
tors free to spend more time at the ma
chines. But the increase in total plant 
production is less than it was when the 
other workers were hired. Marginal pro
ductivity goes down, but it still is positive. 
In other words, each worker makes a di
minishing but positive contribution to 
total output.

Stage II illustrates the Principle o f 
Diminishing Returns. As more and more 
units of a certain variable resource are 
applied to a constant amount of other 
resources, total output will keep rising but 
only at a diminishing rate. In the example 
in the figure on page 131, the addition of 
the seventh and eighth workers leads to 
increased total output. But the additional
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output brought about by these two work
ers begins to diminish. The seventh worker 
adds 23 units to total output, but the 
eighth adds only 13.

STAGE III: NEGATIVE RETURNS. Ad
ding the ninth and tenth workers makes 
an even greater difference. There are too 
many workers, and they are getting in 
each other’s way. Marginal productivity is 
negative and total plant output decreases. 
This means that labor service, which could 
be used to advantage in some other job 
area, is wasted.

Most companies might keep hiring if 
total product increased steadily. Most 
companies would not, however, hire work

ers whose addition would cause total pro
duction to go down. Therefore, the number 
of workers used is found only in Stage II. 
The number of workers actually hired, 
however, depends on the cost of each 
worker. If cost is low, eight workers might 
be hired. If cost is high, perhaps fewer 
than eight but no less than six, workers 
might be hired.

Section Review
1. How does the Law of Variable Propor

tions relate inputs to outputs?
2. What is the difference between total 

product and marginai product?
3. How are the three stages of the Law of 

Variable Proportions related?

6.3 Supply and 
the Role of Cost

An analysis of the Law of Variable Pro
portions tells a business it should use a 
combination of inputs which would put it 
in Stage II of production. But the exact 
combination of inputs in this stage cannot 
be determined until productivity and costs 
are considered.

PRODUCTIVITY AND COST
Different grades of raw materials have 

different productivities. There are, for ex
ample, many grades of coal, wood, steel, 
cotton, and glass. Businesses that use raw 
materials in manufacturing must decide 
which grade best suits their needs. Since 
productivity affects both cost and supply, 
it is important that care be taken in se
lecting the proper materials.

Suppose, for example, that an electric 
power company which uses coal to gen
erate power can choose from among three 
different grades of coal. Grade A sells for 
$40 per ton, grade В for $33, and grade С 
for $30. The cost and productivities of 
each is shown in the chart on page 136.

Notice that grade A coal would be more 
productive than the other two, yielding 
2500 kilowatt-hours of electric power for 
each ton of coal used. But when productiv
ity is considered in terms of production 
cost per kilowatt-hour of electric power, 
grade A costs 1.60 per kilowatt-hour gen
erated. Grade С also has a cost of 1.60 per 
kilowatt-hour generated.

Both grade C, which is the cheapest and 
least productive, and grade A, which is the 
most expensive and most productive, cost 
more per final unit than grade B. Grade B,
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Profile

John Baptiste Say
John Baptiste Say was an early 

nineteenth-century French econ
omist who was experienced in busi
ness, politics, and education. After 
serving first as an editor and then 
as editor-in-chief of a magazine de
dicated to the ideas of the French 
Revolution, he was appointed to 
the French Tribunate. He held the 
position until he was dismissed by 
Napoleon. In 1807, Say started his 
own cotton-spinning mill, which he 
sold six years later. From 1817 to 
1830, he was associated with the 
Conservatoire des Arts et Metiers, where he specialized in the area 
of industrial economy. The last two years of his life, he was a 
professor of political economy at the College de France.

In 1803, Say published A Treatise on Political Economy, in which 
he reorganized and popularized the theories of Adam Smith. In 
1821, the work was translated into English. Say also developed the 
concept of entrepreneur. His own career in business and as a 
professor of economics helped him gain a keen insight into the 
workings of the entrepreneur. Many economists view him as the first 
important economist to distinguish clearly between the entrepreneur 
and the capitalist.

Say is best known, however, for his theory of markets, known as 
Say’s Law. It states that supply creates its own demand. Unlike 
other economists of the time, Say did not believe that periods of 
drastic decline in the economy were due to a lack of demand. He 
believed instead that the market became depressed when too much 
was produced for some markets while not enough was produced for 
others. In Say’s view, this imbalance would be only temporarv and 
in time would adjust itself automatically. Those who overproduced 
would have to redirect their production to go along with consumers’ 
wants, or they would be forced out of business. By determining that 
supply creates its own demand, Say was affirming that there always 
would be a market, no matter how great output might grow. Say’s 
Law remained central to economic thought until the Great Depres
sion of the 1930’s.

1767-1832
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PRODUCTIVITY AND COST 
OF VARIOUS GRADES OF COAL
Grades
Of
Coal

Price
Per
Ton

Kilowatt Hours 
Of Electric Power Per 
Ton Of Coal Used 
(Estimated)

Production 
Cost Per Kilo
watt Hour Of 
Electric Power

A $40.00 2500 1.6C

В $33.00 2200 1.5(2

С $30.00 1875 1.6?

Figure 6-5

however, is the most efficient from a cost 
point of view.

This example shows that both productiv
ity and cost must be kept in mind in order 
to make the best decision. This holds true 
for a person who manufactures razor 
blades who must consider the different 
grades of steel, for a person who owns a 
hotel who must consider the different 
grades of carpeting, as well as for an 
electric power company. In the end, the 
amount of output produced is a function 
of the quality and the quantity of inputs 
used.

MEASURES OF COST
It is clear that production decisions are 

influenced by productivity and by the cost 
of inputs. This means a business must 
analyze the issue of costs before making 
its decisions. To make the decision-making 
process easier, it helps to divide cost into 
several different categories.

FIXED COST. The first kind of cost is 
fixed cost— the cost that a business incurs 
even if the plant is idle and output is zero. 
It makes no difference whether the busi
ness produces nothing, very little, or a lot. 
Total fixed cost, or overhead, remains the 
same.

Fixed costs include salaries paid to exec
utives, interest charges on bonds, rent pay
ments on leased properties, and local and 
state property taxes. They also take in 
depreciation— the gradual wear and tear 
on capital goods over time and through 
use. A machine, for example, will not last 
forever. The parts w ill wear out slowly 
and, after a time, break. Then, too, as each 
year passes, it becomes older and less 
valuable because newer models are intro
duced. In other words, even though the 
machine still can function, it becomes 
obsolete.

The key thing to remember about fixed 
costs is that they do not change with 
changes in output. For example, consider 
the table on page 138, which is an exten
sion of the production schedule on page 
131. Look at the first three columns of the 
table. Regardless of the level o f output, the
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Whether this computer Arm is idle (left) or producing to its full capacity 
(right), it still incurs fixed costs. What do these fixed costs generally 
include?

total fixed costs amount to $70, as shown 
in the fourth column of the table. Since 
the executive salaries, interest payments, 
taxes, and other overhead charges do not 
change with changes in output, fixed costs 
never vary.

VARIABLE COST. Another kind of cost is 
variable cost— a cost that changes with 
changes in the business rate of operation 
or output. While fixed costs generally are 
associated with machines and other capi
tal goods, variable costs generally are as
sociated with labor and raw materials, 
which may be laid off or used again as 
output changes. Electric power to run the 
machines and freight charges on ship
ments of the final product also are exam
ples of variable cost.

In the example on page 138, the assump
tion has been made that the only variable

cost is labor. At $46 per day, the total 
variable cost for one worker who produces 
14 units of output is $46. Two workers, or 
two units of variable input, cost $92, and 
so on.

TOTAL COST. The total cost of produc
tion is the sum of the fixed and variable 
costs. It takes in all the costs a business 
faces in the course of its operations.

For example, the business represented in 
the table on page 138 might employ six 
workers costing $46 each for a total of 
$276, to produce 180 units of total output. 
If there were no other variable costs, and 
if depreciation, taxes, and other fixed costs 
amounted to $70, then the total cost of 
production would be $346.

If the workers should go on strike, the 
total cost of production would fall to $70 
even though no output is produced. The
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of the additional 14 units cost $3.29. If an
other worker is added, 28 more units of 
output w ill be produced for an additional 
cost of $46. The marginal or extra cost of 
each unit of output is $46 divided by 28, 
or $1.64.

PRACTICAL APPLICATION 
OF COST PRINCIPLES

The combination, or mix, o f inputs af
fects supply. If, for example, most of the 
costs of a certain business are fixed and 
only a few vary with output, total output

Table 6-A

FINDING THE PROFIT-MAXIMIZING 
NUMBER OF INPUTS

PRODUCTION
SCHEDULE

COSTS REVENUES
Total

Number
Of
Workers

Total Marginal 
Product Product

Total
Fixed
Costs

Total 
+ Variable^ 

Costs

Total
Costs

Marginal
Costs

Total Marginal 
Reve- Revenue 
nue

Profits

0 0 0 70 0 70 0 —

1 14 14 70 46 116 3.29 28 2.00 -88

2 42 28 70 92 162 1.64 84 2.00 -78

3 75 33 70 138 208 1.39 150 2.00 -58

4 112 37 70 184 254 1.24 224 2.00 -30

5 150 38 70 230 300 1.21 300 2.00 0

6 180 30 70 276 346 1.53 360 2.00 14

7 203 23 70 322 392 2.00 406 2.00 14

8 216 13 70 368 438 3.54 432 2.00 -6

9 207 -9 70 414 484 — 414 2.00 -70

10 190 -17 70 460 530 — 380 2.00 -150

total cost of production would be equal to 
the fixed costs plus the variable costs, 
which, in this case, are zero.

MARGINAL COST. The other measure of 
cost is marginal cost— the extra or addi
tional cost incurred when a business pro
duces one additional unit of a commodity. 
Since fixed costs do not change, marginal 
cost is the increase in variable costs, 
which stems from using additional factors 
of production.

For example, the table below shows that 
the addition of the first worker increased 
the total product by 14 units. And, since 
total variable costs increased by $46, each
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Hospitals, like many businesses, operate on a 24-hour basis. What variable 
costs are incurred by such businesses by operating around the clock?

could be increased with very little addi
tional cost.

Take, for example, the case of a self- 
serve gas station with several pumps and 
a single attendant located in an enclosed 
booth on the lot. This operation is likely to 
have large fixed costs. These would in
clude overhead expenses such as the cost 
of the lot—which may be located at a busy 
corner—the pumps and tanks, and the 
taxes and licensing fees paid to state and 
local governments.

The variable costs, on the other hand, 
are likely to be quite small. These would 
include the hourly wage paid to the em
ployee, the cost of electricity for lights and 
pumps, and the cost of the gas sold. When 
all costs are included, however, the ratio 
of variable to fixed costs is small.

As a result, it does not cost much more 
for the owner to operate the station as 
many hours as possible, perhaps 24 hours 
a day, seven days a week. The extra cost 
of keeping the station open between the 
hours of midnight and six in the morning 
is minimal. The extra wages, the electrici
ty, and other variable costs, are minor and 
may well be covered from the profits of 
the extra sales.

Another gas station may have a different 
mix of costs that may well determine dif
ferent hours. Suppose a full-service station 
located nearby offers the services of a me
chanic as well as several attendants to 
wait on customers.

If the station has been around long 
enough, management may even own the 
land. Taxes and occupational licenses may
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have to be paid, but fixed costs are likely 
to be less than those of the other gas 
station.

The need for the attendants and the 
mechanic, however, means that the vari
able costs are higher in comparison to 
fixed costs. As a result, this station is 
likely to operate under shorter hours and 
during the busiest time of the day. Thus, 
the mix of inputs and the nature of their 
costs has an impact on the amount of 
service offered by the owner.

A movie theater operator is faced with a 
similar situation. Once the decision is 
made to show a movie, it makes little 
difference as to whether ten or a thousand 
people come to the theater per day. The

operating expenses are about the same 
regardless of how many customers come. 
Because marginal costs are low, there is 
little extra expense involved to show a 
movie in the early afternoon. In the end, 
the owner is concerned about recovering 
the large fixed costs and is more likely to 
schedule a number of movies at different 
times throughout the day.

Section Review
1. Why is it necessary for businesses to 

consider productivity as well as cost?

2. How do fixed costs differ from variable 
costs?

3. How can costs affect business decisions?

At most theaters, the price of admission depends on the time of day the 
film is viewed. Matinee prices are usually lower than evening prices. How 
do these prices affect the cost of operating the theater?

W E S T G A T E  C I N E M A  

A 0 MI S SI ON

M A T I N E E  2 50

EVENI NG 5.00
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Case Study: C areer

Sales Clerk
Sales clerks perform a variety 

of different functions, from han
dling stock to taking inventory' to 
dealing directly with customers.
The tasks tend to vary depending 
on the place of employment.

In general, however, sales 
clerks are expected to sell. This 
means they should be able to con
vince a customer that their product 
fills his or her need better than 
anyone else’s; demonstrate the 
product upon request; record the 
sales transaction and accept pay 
ment; and, if necessary, arrange for the product’s safe delivery.

Because sales clerks represent their place of employment to the 
public, they are expected to be neat and well-groomed, friendly, 
and able to get along with people of all ages. This means they must 
be patient and tactful. They also must be able to work under 
pressure—pressure from bosses who want a higher volume of goods 
sold and from customers who want prompt and courteous service at 
all times. Good sales clerks think about two sales at once— the sale 
in which they are engaged at the moment and the one they may be 
engaged in if they handle this one properly and the customer 
returns another time. A customer not pleased with the service 
probably will take his or her business somewhere else next time.

Most sales-clerk positions are open to high school graduates. 
Although most places of employment offer some kind of training for 
new clerks, additional courses in English, business math, and 
speech are advisable for a clerk who wants to be promoted or who 
wants a long-term career in sales. A sales person with a good 
command of the English language can describe a product and its 
attributes more convincingly. One with a strong working knowledge 
of business math can quote and calculate prices and taxes more 
easily and quickly. And one with the ability to speak clearly can 
impress the customer and sell the product more efficiently.

The number of jobs available as a sales clerk depends on the 
economy’s performance. If the economy expands, businesses hire; if 
not, sales jobs are scarce.
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6.4 Revenues and 
Profit Maximization

The final step in the analysis of supply 
involves revenue. When revenues are intro
duced, a business can gauge the benefit 
that w ill be derived from producing differ
ent amounts of output. Once the cost of 
the fixed and the variable inputs have 
been determined, the business can then 
estimate the rate of output that will result 
in the highest profits.

MEASURES OF REVENUE
Two major measures of revenue can be 

used by the business trying to decide what 
output w ill produce the greatest amount of 
profits. The first one is total revenue, and 
the second one is marginal revenue.

TOTAL REVENUE. The total revenue is
the number of units sold multiplied by the 
average price per unit. If 42 units are sold 
at $2 each, the total revenue is $84.

The total revenue column in the table on 
page 138 is constructed on this basis. If, 
on the average, each of the units brings 
$2, then 14 units of total product gen
erates $28 of total revenue, 75 units gen
erates $150, and so on.

MARGINAL REVENUE. Marginal reve
nue is the extra revenue associated with 
the production of one additional unit of 
output. It is the business’s and the econo
mist’s most useful measure of revenue.

The marginal revenues in the table on 
page 138 are determined by dividing the 
change in total revenue by the marginal

product. For example, when a business 
produces no output, it receives no revenue. 
But when it adds one worker, total output 
jumps to 14 units, and this generates $28 
of total revenue. Since the $28 is earned 
because of the sale of 14 units of output, 
each unit by itself must have added $2. 
Therefore, the marginal, or extra, revenue 
brought in by each unit o f output is $2.

Even if some other level of output is 
selected and an additional worker is added 
to increase production, the marginal reve
nue computation remains the same. If the 
business employs five workers, it produces 
150 units of output and generates $300 of 
total revenue. If a sixth worker is added, 
output increases by 30 units, and total 
revenues increase to $360. To have in
creased total revenue by $60, each of the 
30 additional units of output must have 
added $2.

If each unit o f output sells for $2, the 
marginal revenue earned by the sale of 
one more unit is $2. For this reason, the 
marginal revenue column in the table on 
page 138 appears to be constant for every 
level of output. However, while this hap
pens in this example, it w ill not always be 
the case. Businesses often find that mar
ginal revenues start high and then de
crease as more and more units are pro
duced and sold.

The Principle of Diminishing Marginal 
Utility says that people get less enjoyment 
or satisfaction from a product as they 
consume more of it. It stands to reason, 
then, that if a business wants to expand 
its production, it might have to lower its 
market price. Another firm might, there
fore, have marginal revenues that decline, 
rather than stay constant.
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William Baumol
William Baumol is a professor 

of economics at Princeton Univer
sity and an authority in firm and 
industry market structure. Among 
his best-known works are Econom 
ic Dynamics, Economic Theory and 
Operations Analysis, and The Theo
ry o f Environmental Policy.

Baumol was the first to ad
vance the sales maximization hy
pothesis—the theory that business 
firms tried to maximize sales rath
er than profits. This hypothesis is 
widely accepted today and helps 
explain behavior in a large number of business firms.

According to Baumol, the maximization of sales is possible in 
large corporations today because of the separation between manage
ment and ownership. Once management has earned enough profits 
to keep the shareholders content, any extra profits can be used to 
increase sales. Because of the drive to maximize sales, firms tend to 
charge lower prices and produce more than they would under profit 
maximization.

/922-

PROFIT MAXIMIZATION
Once a business has recorded all o f its 

costs and revenues, it can compute profit 
at each and every level of output. One way 
to do this is to subtract the total costs 
from the total revenues at each level.

It should be evident in the table on page 
138, for example, that the business will 
lose a total of $30 if it uses only four 
workers to produce 112 units of total 
product. With $254 in total costs and $224 
in total revenue, it will not make a profit. 
However, by hiring six or seven workers,

it would make the most profits. With six 
or seven workers, the revenues are greater 
than the costs, so the business earns $14 
in profits. Any increase in production be
yond 203 units or any amount less than 
180 units would not be as profitable.

The same results hold if the marginal 
cost and marginal revenue columns are 
used. For example, the business probably 
would hire the fifth worker because each 
of the 38 additional units of output pro
duced would cost $1.21. Since each could 
be sold for $2, the decision to hire the 
fifth worker would be profitable. The sixth
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BREAK-EVEN AND PROFIT-MAXIMIZATION 
QUANTITIES OF TOTAL PRODUCT (TP)

Total Product

Figure 6-6

worker also would be hired since the extra 
output would cost only $1.53 but would 
generate $2 in revenues. As long as the 
marginal cost is less than the marginal 
revenue for each additional unit of output, 
the business w ill keep hiring workers.

Having made a profit on the sixth 
worker, most likely the business would go 
ahead and hire the seventh. This time, 
however, the cost of the additional output 
would equal the additional revenue earned 
when the product was sold. In other 
words, the addition of the seventh worker

neither added nor took away from total 
profits. However, the eighth worker would 
not be hired if the seventh one did not 
make a positive contribution toward total 
profits.

Economists call this type of reasoning 
marginal analysis. In other words, they 
examine the costs and benefits of produc
ing one extra unit o f output to see if it is 
profitable. If marginal cost is less than 
marginal revenue, output should be ex
panded. If marginal cost and marginal rev
enue are equal, the profit-maximizing
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quantity of output has been reached, and 
no additional units of input w ill be used.

BREAK-EVEN ANALYSIS
Although businesses may not always be 

able to maximize their profits, they must 
break even if they are to avoid losing 
money. An important concept, then, is the 
break-even point—the amount of output a 
business needs to sell in order to cover its 
total costs.

In the graph on page 144, the break-even 
point of output is 150 units. If the business 
sells anything less than this, it w ill have 
losses. If it sells anything more than this, 
it will generate a profit. Of course, it 
would not want to produce more than 203 
units of total product since that is the 
level of output that maximizes profits.

Section Review
1. What are the two measures of revenue?
2. How is the break-even point deter- . 

mined?

Summary
1. Supply is more than the amount of 

goods for sale at a given price. It 
includes the various quantities of out
put that would be offered for sale at 
all possible prices in the market.

2. Because producers generally are w ill
ing to offer more for sale at higher 
prices, the supply curve is upward- 
sloping.

3. A change in the quantity supplied is a 
movement along the supply curve and 
means that producers offer a different 
quantity for sale because of a change 
in price.

4. A change in the level of supply means 
that the supply curve or schedule has 
shifted and that producers offer differ
ent amounts for sale at each and every 
price.

5. If there is an increase in supply, the 
supply curve shifts to the right. If 
there is a decrease, the supply curve 
shifts to the left.

6. Supply elasticity is the change in the 
quantity supplied caused by a change 
in price.

7. Supply can be elastic, unit elastic, or 
inelastic. The more the quantity 
changes because of change in price, the 
more elastic the supply.

8. The theory o f production deals with 
the way in which inputs are combined 
in the productive process.

9. The Law of Variable Proportions says 
that in the short run, output will 
change as one input is varied and the 
others remain fixed.
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10. The production function illustrates the 
Law of Variable Proportions by relat
ing outputs to inputs when only one 
input is varied.

11. Two important measures of output are 
total product and marginal output.

12. The three stages of production are in
creasing returns, diminishing returns, 
and negative returns.

13. Cost can be divided into four cate
gories— fixed cost, variable cost, total 
cost, and marginal cost.

14. Total revenue and marginal revenue 
are two measures of revenue used by

"ш Building an Economic

businesses to help decide what level of 
output w ill produce the greatest 
amount of profits.

15. Marginal analysis means comparing 
the marginal cost of production with 
the marginal revenue from the sale to 
see if it is profitable to produce an 
extra unit of output. If the marginal 
cost is bigger than the marginal reve
nue, the unit is not produced.

16. To avoid losing money, a business 
must reach a break-even point— this 
is the amount of output a business 
needs to sell in order to cover its total 
costs. л

Vocabulary_________
supply
supply schedule
supply curve
Law of Supply
quantity supplied
change in quantity supplied
change in supply
supply elasticity
theory of production
Law of Variable Proportions

production function
raw materials
total product
marginal product
stages of production
Principle of Diminishing Returns
fixed cost
overhead
depreciation

variable cost 
total cost 
marginal cost 
total revenue 
marginal revenue 
marginal analysis 
profit-maximizing 

quantity o f output 
break-even point

Reviewing the Main Ideas
1. In what ways are supply curves and 

supply schedules alike?

2. What is the difference between a 
change in the quantity supplied and a 
change in supply?

3. What are three major types of supply 
elasticity?

4. With what does the theory of produc
tion deal?

5. How does the production function 
relate to the Law of Variable 
Proportions?

6. What are the three stages of produc
tion? What happens in each? In what 
stage is a firm most likely to operate?

7. What two factors must a firm consider 
before deciding which combination of 
inputs to use?
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8. Which measure of revenue is most use- 9. How does a business determine the 
ful for business decisions? Which is level of output that w ill maximize
least useful? profits?

ШPracticing Critical Thinking Skills

1. The Law of Supply sometimes is called 
"The Law of Upward-Sloping Supply.” 
Can you give an example of a case in 
which this might not be true? Explain.

2. Why might production functions tend to 
differ from one firm to another? Give 
several examples that would support 
vour answer.

3. The text states: “ The measure of mar
ginal product . . .  is one of the more 
important concepts in economics.” Why 
do you think this is so?

4. Give an example of a recent decision 
you made in which you used, perhaps 
without knowing jt, the tools of margin
al analysis.

ШApplying Economic Understandings
Analyzing and Classifying Costs

Fixed and variable costs are important 
for many businesses. The following exer
cise will help you develop the skill of 
analyzing and classifying costs.
1. Interview a local business owner or 

manager and explain that you are in
terested in learning more about that 
business’s costs. Select a time period to 
analyze, such as one week or one month.

2. Make a list of all inputs used during 
that period of time.

3. For each type of cost, make an estimate 
of the dollars spent given the current

rate of output or sales. Construct a ma
trix similar to the one given below and 
record this information in the first two 
columns. Ask how the dollar amount 
might change for each type of cost if 
output or sales were to fall by 50 per
cent and record this in the third col
umn. Do the same for a doubling of 
sales or output and record this informa
tion in column four.

4. Based on the estimates for three differ
ent levels of output, make a judgment 
as to whether each cost is more likely 
to be fixed or variable. Discuss your 
findings with the owner or manager.

Costs

$ Spent per 
Period at Current 
Output Level

$ Spent per 
Period with
Output Down 50%

$ Spent per 
Period with 
Output Doubled

Cost
Classification

1.

2.

3.
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Everything is worth what its purchaser will pay for it.
Publius, 1st century B.C.
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-------------
Chapter 7

Ed
After reading this chapter, you will be able to:

•  Explain that price is the result of the interaction of supply and 
demand.

•  Describe the process of price determination in purely competitive 
and less competitive markets.

•  Use economic models to demonstrate how changes in supply and 
demand affect prices and the allocation of goods and services in 
the marketplace.

7.1 The Role of Prices
Prices play an important role in all eco

nomic markets. If there were no price 
system, it would be next to impossible to 
determine a value for any good or serv ice. 
In a market economy, prices act as signals. 
A high price, for example, is a signal for 
producers to produce more and for buyers 
to buy less. A low price is a signal for 
producers to produce less and for buyers 
to buy more.

Prices, then, serve as a link between pro
ducers and consumers. In so doing, they 
help with the three basic WHAT, HOW, 
and FOR WHOM decisions faced by mar
ket economies. Without a system of prices 
to influence these decisions, the economy 
would not run as smoothly, and allocation 
decisions could end up being made bv 
some form of government bureaucracy.

Prices, especially in a free market sys
tem, are also neutral. That is, they favor 
neither the producer nor the consumer. 
Instead, they come about as a result of 
competition between buyers and sellers. 
Thus, the more competitive the market, 
the more efficient the price adjustment 
process. If the market is less competitive, 
however, prices tend to favor some groups 
more than others.

The price system in a market economy 
is surprisingly flexible. Unforeseen events 
such as weather, strikes, natural disasters, 
and even wars can affect the prices for 
some items. When this happens, however, 
buyers and sellers react to the new level of 
prices and adjust their consumption and 
production accordingly. Before long, the 
system functions smoothly again as it had
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before. This flexibility to absorb unexpec
ted “ shocks” is one of the strengths of a 
free enterprise market economy.

THE PRICE 
ADJUSTMENT PROCESS

In economic markets, buyers and sellers 
have exactly the opposite hopes and inten
tions. The buyers come to the market 
eager to pay low prices and find good 
buys. The sellers come to the market hop
ing for high prices. For this reason, an 
adjustment process must take place when 
the two sides come together.

This process almost always leads to 
market equilibrium—a situation where 
prices are relatively stable, and there is 
neither a surplus nor a shortage in the 
market. A surplus is a situation where the 
quantity supplied is greater than the quan
tity demanded. When there is a surplus, 
prices fall. A shortage is a situation where 
the quantity demanded is greater than the 
quantity supplied. When there is a short
age, prices rise.

To better understand how the adjust
ment takes place, suppose, for example, 
that a new product called “ gadgets” is 
introduced into a market. Since the prod
uct is new, producers cannot be sure what

Table 7-A

DEMAND AND SUPPLY SCHEDULES 
FOR GADGETS

Price
(in dollars)

Quantity Demanded
(in thousands)

Quantity Supplied
(in thousands)

Shortage/
Surplus

$10 600 1550 950 SURPLUS

9 720 1500 780

8 850 1450 600

7 990 1400 410

6 1140 1350 210

5 1300 1300 0 EQUILIBRIUM

4 1470 1250 -220 SHORTAGE

3 1650 1200 -450

2 1840 1150 -690

1 2040 1100 -940
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price to charge for it. To determine the 
price, they will have to experiment and 
see if the forces of supply and demand will 
help resolve the issue.

What happens can be seen in the supply 
and demand schedules above. The price 
and the consumer demand for gadgets ap
pear in the first two columns and the 
quantity supplied in the third column. The 
demand schedule (columns 1 and 2) re
flects the Law of Demand. As the price 
goes down, more gadgets are demanded. 
Likewise, the supply schedule (columns 1 
and 3) reflects the Law of Supply. As the 
price goes up, the gadget-makers are w ill
ing to supply more. This information also 
can be represented in a graph where sup
ply and demand appear in the same dia
gram, as shown on this page.

Once the buyers and sellers have been 
brought together, an economic model of 
the market emerges. It represents a set of 
assumptions about the market which helps 
economists analyze behavior and predict 
certain outcomes. In this case, the model 
helps analyze how price changes behave 
and what the final equilibrium price and 
quantity will be.

Since the market for gadgets is new, in 
the first trading period the suppliers might 
decide to produce 1400 of them to sell at 
$7 each. As Graph A on page 152 shows, 
only 990 of the 1400 gadgets produced are 
bought, leaving a surplus of 410.

The gadget-producers realize that the $7 
price is too high and must be lowered. So 
in the second trading period, they produce 
1250 gadgets and price them at $4 each. 
But, as Graph В  on page 152 shows, the 
$4 price is too low. At this price, buyers 
would like to buy 1470 gadgets. Since only 
1250 have been produced, there is a short
age of 220. This means the $4 price is too 
low and must be raised.

While the model does not show’ exactly 
how much the price must be raised, it is

A “MODEL” OF THE 
GADGETS MARKET

500 1000 1500 2000 
Quantity

Figure 7-1

safe to assume that the shortage will drive 
the price up. It also is safe to assume that 
the price will be less than $7, which pro
ducers already know is too high. If they 
settle for a price of $6, there w ill be a 
surplus of 210, as seen in Graph С on page 
153. This is because the quantity supplied 
is greater than that demanded. This sur
plus w ill cause the price to drop but prob
ably not below $4, which already has 
proved to be too low'.

As Graph D  on page 153 shows, when 
the price drops to $5, the market finds its 
equilibrium  price. This is the price that
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DYNAMICS 
OF THE PRICE ADJUSTMENT PROCESS 
IN THE GADGETS INDUSTRY
(A) DAY I: A price of $7 causes a 

surplus of 410.
(B ) DAY 2: A surplus causes the price 

to drop. The new price is too low 
and a shortage develops.

и0

990 1400
Quantity

и
£

Figure 7-2

"clears the market” in the sense that after 
the end of the trading period, there is 
neither a surplus nor a shortage.

While the model of the market cannot 
show the exact number of trading periods 
needed to reach equilibrium, it does show 
that it will be reached. For example, the 
model does not show that the initial price 
will be $7 or the second price $4, but it 
does show that prices over $5 w ill cause a 
surplus. It also shows that prices less than 
$5 will cause a shortage.

Because of the pressure a surplus or a 
shortage puts on prices, the market tends 
to seek its own equilibrium. For instance, 
prices will stay at $5 and production at 
1300 units in the gadget market until out
side forces disturb the market.

The market also provides an important 
allocative function because producers re
ceive money that they are free to spend in 
other markets. Those who are efficient, 
work hard, and are "in  tune” with con
sumers' wants reap the benefits of compe-
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(С) DAY 3: A shortage in Day 2 
causes the price to rise. The 
new price is too high.

(D) DAY 4: The surplus in Day 3 
causes the price to drop, and 
equilibrium is reached.

Quantity Quantity

tition. Those who are inefficient, lazy, or 
make products consumers do not want go 
out of business, releasing the factors of 
production to other industries.

ALLOCATIONS 
WITHOUT PRICES

Think what life would be like without a 
price system. How, for example, would a

butcher allocate a limited supply of 
steaks? Would intelligence, or perhaps 
good looks, determine who could get a 
steak? Most people would feel that any 
butcher using these criteria was not fair.

Still, without a price system, some other 
system must be used to allocate goods and 
serv ices. One such system is rationing— a 
system under which some government 
agency decides everyone’s fair share.

A key problem with this, however, is 
that almost everyone feels they did not get
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Understmding Sources

Commodities
A number of factors affect the price of energy. Most buyers are 

on the lookout for things that might change the future price of oil. 
The following article on energy appeared in The Wall Street Journal, 
on June 27, 1986. Read the article and then answer the questions 
that follow.

ENERGY: Most oil 
futures prices fell 
after rigs in the 
Gulf Coast area 
escaped damage 
from Hurricane 
Bonnie. The storm, 
which hit the coast 
yesterday, triggered 
minor electricity 
outages and wind 
damage, but refin
eries soon resumed

normal operations, 
said Edward Della- 
monte, energy ana
lyst for Prudential- 
Bache Securities 
Inc., New York. 
Speculation that 
the storm could 
close refineries for 
a few days and dis
rupt supplies had 
spurred a rally Wed
nesday in oil futures.

1. According to the article, what happened to the price of oil?
2. What event affected this change?
3. How does this event affect the supply or the demand for oil?
4. Using supply and demand curves, describe the process that 

first drove the price in one direction and then another.
5. Is this type of situation likely to happen again? Explain.

as much as they deserved. If, for example, 
the government should decide to ration 
gas, most people would feel they did not 
get enough. Then, too, some would become 
angry about the seemingly "unnecessary” 
use of gas by others.

A second problem is the cost. Among 
other things, someone would have to pay 
the cost of printing gas coupons and of the 
salaries of the people who distributed 
them. In addition, no matter how much

care was taken, some coupons would be 
stolen or counterfeited and used to con
sume gasoline meant for someone else.

Rationing also would have a great im
pact on the incentive to produce. Even if 
the system were set up so that everyone 
received an equal share, what would hap
pen to the incentive to produce? Why 
should one person work harder than an
other when each would share equally in 
the stock of goods and services? In fact,
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what would motivate either person to do 
any work at all?

A system of rewards could be devised so 
that those who produced the most would 
be allowed a larger allocation of products. 
But then how would a person’s productivi
ty be measured? One way would be to as
sign a money value to productivity and 
give‘larger sums of money to those who 
produced more. But then how' would the 
goods and services that these people pro
duced be allocated? Again, a money value 
could be placed on things, and the people 
with more money could acquire more 
things. The more productive a person was.

the more money that person would receive 
and the more things that person could 
acquire.

It is clear at this point that in trying to 
overcome the problem of allocating goods 
and services without a price system, we 
have gone the full cycle back to a price 
system. The limited supply of steaks is al
located only to people who can and will 
pay the price. If more people decide they 
would like to buy steak, the butcher could 
raise the price and use the higher price as 
a means of allocating the limited amount.

The price system operates as the allocat
ing mechanism in every economic market.

During World War II, shoppers had to buy meat with ration coupons.
Each coupon was worth a certain number of points. The point price varied 
for different meats. How are prices determined in a rationing system?
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Case Study: Issue

Should Agricultural Price Supports 
be Abolished?

The government helps farmers by offering agricultural price 
supports, or target prices for some crops and dairy products. The 
system works in the following way. Farmers produce and sell a 
certain product at the going market price. If the market price is less 
than the target price for that product, farmers receive a "deficiency 
payment” for the government to make up the difference. For exam
ple, suppose the target price for a bushel of corn is $3.03. If the 
market price is $1.90 per bushel, the deficiency payment would be 
$1.13 per bushel.

Those who oppose price supports say that such payments waste 
tax dollars and encourage farmers to produce too much of certain 
crops. As evidence, they point out that, in 1986, federal expenditures 
for agriculture were over $25 billion— more than twice the original 
budget estimate. Finally, critics argue that price supports for farm
ers are unfair unless similar protection is offered to workers in other 
industries such as steel and textiles.

Those who favor price supports argue that agriculture differs 
from other industries. For one, farmers depend on the weather. They 
could have a surplus of crops one year and a shortage the next. For 
another, farmers are needed to support a growing population. If they 
are not helped during difficult times, there may not be enough food 
to supply the population. Those who favor price supports also argue 
that over-production of some crops may become necessary. In case 
of a natural disaster, such as a war, huge food supplies would be 
invaluable. Finally, many argue that price supports for farmers help 
preserve the family farm—an American tradition.

1. What are price supports?
2. Why do some people want price supports abolished?
3. For what reasons do many feel that price supports should be 

maintained?
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But since price is determined by demand 
and supply, which are different in each 
market, the allocation of resources by the 
price system also will be different for each 
market. For this reason, the price system 
for each kind of market must be studied 
separately.

Section Review
1. What is the role of prices?

2. What is the difference between a sur
plus and a shortage?

3. What would happen if there were no 
price system?

7.2 Price Determination in 
Purely Competitive Markets

A purely competitive market is one with 
a large number of independent and rea
sonably well-informed buyers and sellers, 
exactly the same economic products for 
sale, and free access to and from the mar
ket. The study of pricing in this market 
can be divided into three major time peri
ods—the immediate period, the short run, 
and the long run.

In the immediate period, goods already 
have been produced, and the supply is 
fixed. In the short run, there is enough 
time for producers to change the amount 
of variable inputs used to raise or lower 
production within the limits of their exist
ing capacity. In the long run, plant capac
ity can be expanded or contracted. Even 
the fixed costs no longer are fixed as 
buildings depreciate to the point where 
they are not worth anything and manage
ment dies, retires, or moves on to other 
jobs.

In real life, the three time periods over
lap, and people live in all three at once. In 
the same way, decisions made by busi
nesses affect all three periods at the same 
time. In fact, the short- and long-run com
petitive prices are the ones of most inter
est to economists because they affect the 
allocation of resources. The farmer, for 
example, may face immediate-period

prices once he or she has picked the crop 
and carried it to market. Even so, most of 
his or her decisions w ill be made on the 
expectations of short- and long-run prices.

SHORT-RUN 
COMPETITIVE PRICES

In the short run, a business has enough 
time to adjust the amount of variable 
inputs used in the production process. If it 
wants to increase output, it can add more 
workers and raw materials and increase 
production. The period is not long enough 
to allow the business to build more manu
facturing space, order new equipment, or 
otherwise change the "fixed " aspects of 
the production process.

The industry itself is made up of all the 
sellers who want to produce and sell the 
product. Industry, then, is the term used 
to represent the supply side of the market, 
or the collective interests of all producers.

The analysis of pricing is different for an 
individual firm than it is for the industry. 
Under conditions of pure competition, the 
individual firm is too small to have any 
influence at all on price. Therefore, the 
demand is viewed differently for the firm
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than for the industry. For example, the 
competitive firm can produce as much as 
it wishes and sell all that it produces, but 
only at the equilibrium price prevailing 
for the industry. For this reason, one price 
will dominate the market, and consumers 
will buy as much as the firm produces at 
that price.

The relationship between firm and in
dustry can be seen in the graphs below. In 
Graph A, the collective supply and de
mand forces in the gadgets market deter
mine the equilibrium price of $5. In Graph 
B, the gadgets firm views its demand

curve as a single horizontal line. Regard
less of how many gadgets the firm makes, 
it receives a price, or marginal revenue, of 
$5 for each.

Just how many gadgets the company 
produces depends on its cost of produc
tion. Suppose, for example, that the mar
ginal cost for the first gadget was $2, for 
the second $5, and for the third $8. Since 
the marginal revenue for every unit sold is 
$5, the firm would find the profit-maxi
mizing quantity of output at 2. Both a 
lesser and a higher output than 2 would 
mean lower profits.

Figure 7-3

PRICE DETERMINATION 
UNDER PERFECT COMPETITION 
INDUSTRY VS. FIRM
(A) THE GADGETS INDUSTRY (B) A TYPICAL GADGETS FIRM
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The radio on the left is an older model. The one on the right, however, is 
a newer model. If the prices for both radios were adjusted for 1986, the 
earlier model would cost more. Why do you think this is so?

LONG-RUN 
COMPETITIVE PRICES

The basic principles of long-run price 
determination in a competitive market are 
much the same as those of shorter time 
periods. The market forces of demand and 
supply determine the equilibrium price.
The individual firm then adjusts its pro
duction to meet the market price.

The difference between the long-run and 
the shorter-run periods is the amount of 
control companies have over their pro
duction costs. In the short run, most com
panies are faced with some combination of 
fixed and variable costs. Nothing can be 
done about the fixed costs— they must be 
paid no matter how much is produced.

In the long run, however, there is 
enough time for companies to make their

plants larger or smaller. If the long-run 
demand appears strong, a company may 
add more buildings or machinery, taking 
care to see that its cost of production is 
covered fully by the price it can receive 
for its final product. If the long-run de
mand appears weak, the company can sell 
some o f its equipment, reducing its size 
and production costs. Because a company 
has the time in the long run to expand or 
contract its size, it has some control over 
its cost of production.

A TOUCH OF REALISM
The theory of competitive pricing repre

sents a set of conditions and outcomes 
that are ideal. Because of this, it serves as
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a theoretical model by which to measure 
the performance of other less competitive 
market structures.

Many markets do come close to the 
ideal. The prices in your community of 
gasoline, foods, and many other items will 
be relatively close from one store to the 
next. When the prices of these items do 
vary, it may be because the buyers are not 
well informed. Or, a store may be promot
ing a certain item as a loss leader—an 
item specially priced to attract customers.

While there may be small differences in 
price even in a highly competitive market, 
there generally are not many large ones. 
Those that do exist do not last for long. 
How long, for example, could a store sell 
its apples for $1.69 a bag if other stores 
were selling them for 99c? At some point,

customers would become sensitive to price 
and change their habits.

For purposes of realistic analysis, it can 
be said that the competitive equilibrium 
price is really a small range of prices. 
Absolutely pure competition is not needed 
for the theory of price determination to be 
practical. The basic principles of price de
termination under pure competition earn,’ 
over to the full range of markets and 
provide a foundation for describing pricing 
in general.

Section Review
1. How do the immediate period, the short 

run, and the long run differ?
2. What is the difference between the firm 

and the industry?
3. How are loss leaders used?

7.3 Price Determination in 
Less Competitive Markets

Price determination takes place in all 
markets. In the less competitive markets 
such as monopolistic competition, oligop
oly, and monopoly, each of the firms uses 
marginal analysis to find the profit- 
maximizing quantity of output. But while 
the process is the same in each case, the 
results are different because each market 
structure is different.

MONOPOLISTIC COMPETITION
Examples of monopolistic competition 

can be found in almost every city where 
small independent businesses make or sell

products that are very much alike or offer 
services that fall into the same general 
category. Clothing shops, dry cleaners, gro
cery stores, and drugstores, for example, 
all are monopolistic competitors.

PRODUCT DIFFERENTIATION AND 
PRICES. Under monopolistic competi
tion, the equilibrium price is determined 
by supply and demand. But since the 
product may be slightly differentiated, 
customers may learn to favor a certain 
brand or become convinced that one par
ticular product is better than others.

If a monopolistic competitor manages to 
convince the buyer that its product is 
different, it makes the market look like it
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"Good heavens! Designer overa lls!

Competitors in the same market generally can produce the same product 
for about the same cost. Yet, prices vary greatly in the marketplace. Why 
are jeans producers able to charge more for designer jeans?

has fewer sellers and really is less compet
itive. The result of this is that the pro
ducer can charge a little higher price. If 
every competitor in the industry does the 
same, the average price in the market w ill 
be a little above the one which would 
prevail under pure competition.

In the market for jeans, for example, 
several different brands, such as Levi’s,
J. C. Penney, Sears, Calvin Klein, and 
Jordache, have been promoted heavily in 
the past few years. But are their products 
truly all that different?

Some producers have advertised that 
their product is just as good as the compe
tition’s. Others have spent a great deal of 
time, money, and effort trying to differen
tiate their product in the minds of the

buyer. Both of these strategies generally 
work. Some people who would never 
dream of wearing plain, ordinary jeans 
w ill wear ‘‘designer jeans” almost 
anywhere.

The same is true for much of the cloth
ing and fashion industry’ . As long as firms 
are able to make the buying public believe 
that their products are not like those of 
the competition, the monopolistic competi
tor can draw and hold customers. In this 
way, it creates the small degree of monop
oly power that is necessary' before it can 
raise its price.

In the long run, the monopolistic com
petitor faces the same conditions as the 
pure competitor. With nothing to stop 
entry into the industry, the fact that there
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are profits to be made w ill draw new 
firms, each of which w ill produce a prod
uct only a little different from the ones 
already on the market.

As new firms enter the field, the existing 
market is divided among more sellers. 
Each will sell smaller quantities of its 
particular product. If more new firms keep 
entering the market, it may become so 
crowded that some firms w ill not be able 
to sell enough to cover production costs. 
Before too long, some will decide to leave 
the industry.

In time, however, both the number of 
firms in the industry and the supply of the 
product w ill become fairly stable. There 
will be no great profits or losses. At this 
point, the equilibrium price for the indus
try w ill be reached.

the sales people are like, the kinds of 
credit offered, and whether or not guaran
tees are honored. A difference in any one 
o f these may make a difference between 
two products which otherwise are exactly 
the same.

Promotional competition is competition 
designed to make buyers believe that one 
brand is better than any other. For the 
most part, this kind of competition is com
mercial advertising and is aimed at in
creasing the demand for a certain product.

Ads are run again and again using news
papers, magazines, radio, television, and 
outdoor billboards to convince people that 
one brand is better thkn another. Most 
people seem to respond to brand labels, 
trademarks, free samples, door-to-door 
promotions, and product demonstrations.

NON-PRICE COMPETITION. When an 
economic product is differentiated, as it is 
in monopolistic competition, non-price 
competition often w ill take the place of 
price competition. This happens more in 
the markets for consumer goods than in 
those for industrial products.

Non-price competition can be divided 
into product and promotional competition. 
Product competition has to do with the 
quality of the article itself. The product is 
designed the way producers think buyers 
would want it to be so that they w ill 
develop a strong desire for it. I f the design 
works, the seller will have a certain degree 
of monopoly power over the price because 
loyal customers will be willing to pay 
higher prices.

Product competition also may take in 
the physical aspects of the product. This 
includes what it looks like, o f what and 
how well it is made, how strong it is, 
what color it is, and how it is packaged. It 
also may include the services that go with 
the sale, the general atmosphere of the 
store and how quickly it can deliver, what

OLIGOPOLY
Oligopolistic industries like steel, auto

mobiles, and commercial airlines face a 
different set of problems from those faced 
by monopolistic competition. With only a 
few firms in the industry, each is big 
enough to influence price. This means that 
an oligopolistic firm cannot afford to ig
nore the impact its decisions will have on 
others in the industry.

INTERDEPENDENT MARKET BEHAV
IOR. If one oligopolistic firm does some
thing, the others in the same industry are 
likely to follow through with a similar 
course of action. For example, if one air
line announces discount fares, generally all 
the other airlines w ill try to match the 
lower prices.

Another example is the case of new 
product development. Oligopolists tend to 
introduce a new item at about the same 
time. For example, in the early 1960’s in
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John Bates Clark

1847-1938

John Bates Clark was an 
American economist who had a 
great influence on the develop
ment o f economic thought in the 
United States. His first book was 
published in 1885. His well-known 
theoretical work, The Distribution 
of Wealth, was published 14 years 
later.

Clark believed that one o f the 
chief goals o f any economic system 
was an increase in the standard o f 
living, which he termed "social 
betterment.”  He thought this was 
brought about by technological change, which made labor more 
productive and led to higher profits for industry. In Clark’s view, 
once industry was earning higher profits, labor would demand its 
share o f those profits, which it would receive in the form o f higher 
wages. The higher profits and the higher wages together would 
bring about increased incomes, which would mean social better
ment for all.

Clark searched for some natural law for the division o f national 
income. During the search, he developed the theory o f marginal 
productivity for all the factors o f production. According to Clark, 
the price a producer paid for land, labor, or capital would depend 
on its marginal productivity. For example, a worker would receive 
a wage equal to the output added by the last worker. But when 
the point o f decreasing marginal productivity was reached, the 
producer would find it more profitable to replace labor w ith 
machinery. Clark firm ly believed that a wage equal to the marginal 
productivity o f labor was sound economically and fair to both the 
worker and the employer.

Clark’s theory does not altogether reflect the real world because 
it ignores the influence o f imperfect markets for products and 
factors o f production. Still, his contributions have helped explain 
the tendencies o f human economic behavior, and many present-day 
economists hold with his views on technological change and mar
ginal analysis.
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the automobile industry, each o f the "b ig  
three” automakers— General Motors, Ford, 
and Chrysler— introduced competing m id
sized cars w ithin a few months o f one 
another. The result was that in addition to 
the regular line o f big cars, consumers 
suddenly had Corvairs, Falcons, and Val
iants from which to choose. Even today, 
automotive companies offer generally sim i
lar product lines and introduce their new 
models at about the same time.

In short, each oligopolist knows that the 
others in the industry have a lot o f power 
and can influence the introduction o f new 
products, prices in general, and amounts 
sold. And since the oligopolist is almost—  
but not quite— a monopolist, firms tend to 
act together rather than let any one upset 
the status quo.

PRICE D ETERM INATIO N . The fact that 
oligopolistic industries are interdependent 
plays a part in price determination. A l
though price competition always is possi
ble, price determination generally takes 
the form o f formal price agreements, inde
pendent pricing, and price leadership.

A formal agreement among oligopolists 
to set prices is known as collusion. It is a 
conspiracy to fix prices without the public 
or the government knowing about it. Col
lusion occurs when the oligopolists in an 
industry agree to charge the same or like 
prices. In most cases, these prices are 
higher than those determined under com 
petition and w ill bring profits to all the 
firms. Since collusion restrains trade, it is 
against the law. But neither this fact nor 
the threat o f heavy fines and ja il sentences 
has kept some collusion from  taking place. 
In fact, it often is suspected that more 
takes place than is detected.

Some oligopolists follow  a policy o f in
dependent pricing. In other words, they set 
their own prices based on the cost o f 
inputs, demand, or other factors. This

kind o f pricing, however, does not happen 
very often. For an oligopolist, there always 
is a sense o f uncertainty and insecurity 
about how the other firms w ill behave. An 
ambitious firm  may try to steal customers 
by lowering its price if it is not happy 
w ith its share o f the market. There always 
is the temptation to reach for a larger 
share o f the market and the fear that a 
struggle for that share may be unleashed.

A further com plication is that the firms 
in the industry are likely to be o f different 
sizes and have different costs o f produc
tion. When firms d iffer in size and costs, 
independent pricing can lead to more un
certainty and insecurity. A large firm  may 
decide to remove this uncertainty by seek
ing a position in which it is strong enough 
to set prices. Or it may try to weaken 
smaller firms by taking part in a price 
w ar which would seriously hurt them or 
force them out o f business. I f  this happens, 
the large firm  could get a larger share of 
the market’s total sales, increase its mo
nopoly power, and become the leader in 
the market.

Price leadership takes place when one 
firm , perhaps the biggest and most power
ful in the industry, takes the lead and 
initiates most changes in price. The others 
then fo llow  because they fear a price war 
or because they believe they would be 
better o ff financially by doing so.

Price leadership often comes about quite 
naturally and without trouble. One firm, 
because it is established, experienced, and 
respected, may take on the task o f evaluat
ing the market. It w ill keep its research 
staff busy studying the national economy 
and keeping up w ith new technology. Then 
it w ill set an "o ffic ia l”  price w ith which 
the others in the industry generally agree. 
This kind o f leadership is known as baro
metric price leadership.

For example, International Business Ma
chines (IB M ) is often thought o f as the
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Milton Friedman
Milton Friedman is a noted 

American economist and leading 
advocate o f a free enterprise econ
omy. He was awarded the Nobel 
Prize in economics in 1976, and 
has written such works as A Theo
ry o f  the Consumption Function,
Capitalism and Freedom, and Free 
to Choose.

Friedman is in favor o f compe
tition and opposes attempts by 
government and special interest 
groups to interfere w ith the dy
namics o f the market adjustment 1912- 
process. He believes that m ini
mum wages, price ceilings, agriculture price supports, and fixed 
interest rates keep prices from acting as signals.

According to Friedman, the United States does not have just a 
profit system, but a profit and loss system. The freedom to fail is an 
important feature o f the American economy because failures and 
bankruptcies release resources for use in other industries.

barometric price leader in the personal 
computer industry. I f IBM changes prices 
by a small amount, competitors such as 
Apple, AT & T, Compaq, or Tandy would 
quickly follow their lead.

There is no formal agreement in price 
leadership. For this reason, it cannot be 
charged with conspiracy to restrain trade 
and tried under the antitrust laws. Price 
leadership works for those who do not like 
the uncertainties o f independent pricing 
yet do not want to enter into formal agree
ments that may be against the law.

REASON'S FOR NON-PRICE COM PETI
TION. Among oligopolists, price competi

tion is the most unpopular kind o f compe
tition. There are two major reasons for 
this. First, many businesses fear price 
competition because customers often are 
sensitive to any price differences. I f  one 
firm  cuts its price, it may make a large 
dent in the sales o f other firms, and they 
too w ill have to cut prices. This may lead 
to a price war, or a series o f price cuts by 
all producers that may lead to unusually 
low prices in the industry. For a short 
period, the prices might even be lower 
than the cost o f production for many o f 
the firms.

Secondly, rival firms can match price 
cuts very quickly. But if instead o f cutting



price, a firm  finds a new advertising gim 
mick or a way to change the product, 
itself, the other firms are placed at a 
disadvantage for a while. It takes them 
time to catch up and come up w ith some 
new physical attribute or advertising cam
paign for their own products. For these 
reasons, oligopolists prefer non-price 
competition.

Unless non-price competition increases 
the total sales for the industry as a whole, 
the division o f customers among the firms 
may stay very much the same as it was in 
the first place. All the firms bring out 
innovations. All talk about the unique qua
lities o f their products. All try to take 
business away from each other. Yet none 
is better o ff if the market share is not 
increased. Although all this may seem like 
economic waste, it appears to be the chief 
way an oligopolistic industry not interest
ed in pricing competition can compete.

MONOPOLY

As a single seller or producer free from 
the fear o f competition, a monopolist con
trols the supply o f an economic product. 
While it generally cannot exercise unlim it
ed power to set price, it can cause prices 
to rise by producing less. Although the 
monopolist and firms in a competitive 
market both want to earn a profit, the mo
nopolist has an edge. It is in a position to 
reject a market price and set up one more 
favorable to itself.

MONOPOLY OUTPUT. When it comes to 
maximizing profits, the monopolist is the 
same as any other firm. It follows the 
logic o f marginal analysis and produces 
the amount o f output whose marginal cost 
o f production equals the marginal revenue 
gained from sales.

Suppose that all the gadgets discussed 
earlier were supplied by a monopolist no

more or no less efficient than the typical 
perfect com petitor shown in Graph В  on 
page 158. As far as production capabilities 
are concerned, the only difference between 
the two is size. W hile the perfect competi- 
titor had a marginal cost o f $2 for the first 
gadget, $5 for the second, and $8 for the 
third, the monopolist faces a marginal cost 
o f $2 for the thousandth gadget, $5 for the 
second thousandth, and so on. This means 
that even though the monopolist is a thou
sand times bigger than the perfect compet
itor, its cost o f production is the same.

The monopolist, like the perfect competi
tor, uses the tools o f marginal analysis to 
determine the quantity o f output and the 
price that maximizes profits. There is, 
however, a big difference in the outcome. 
The perfect com petitor is a price taker 
since the individual firm  is too small to 
influence the price in the industry. Basi
cally, the perfect com petitor has to "take” 
the going price in the industry.

The monopolist is a price maker, a firm 
large and powerful enough to set a price 
favorable to itself in the market. As long 
as the monopolist is the only firm  and 
supplier in the industry, then it can con
trol price.

In the table on page 167, a column for 
marginal revenue was computed based on 
the demand schedule on page 150. A fifth 
column listing the marginal cost informa
tion described above is also added. Accord
ing to the table, marginal cost is less than 
marginal revenue for the first 850 units 
produced by the monopolist. The monopo
list would find it profitable to produce at 
least 850 units since each would be sold 
for an amount that is greater than its cost 
o f production.

Beyond 990 units o f output, marginal 
cost is greater than marginal revenue. If 
the monopolist wants to maximize profits, 
it w ill not produce more than this amount 
because the extra cost o f production is
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MARGINAL ANALYSIS: PRICE 
BY THE MONOPOLIST  
IN THE GADGETS INDUSTRY

DETERMINATION

Price Quantity
Demanded

Total
Revenue

Marginal
Revenue

Marginal
Cost

[ $10 600 $6000 $ .78
'■

9 720 6480 $4.00 1.10

8 850 6800 2.46 > 1.50

7 990 6930 .93 < 1.93 .

1000 2.00

6 1140 6840 - .6 0 2.38

5 1300 6500 -2 .1 3 2.98

4 1470 5880 -3 .6 5 3.38

В
1500 3.50

3 1650 4950 -5 .1 7 3.92

2 1840 3680 -6 .6 8 4.48

2000 5.00

1 2040 2040 -8 .2 0

Table 7-B

greater than the extra revenue earned 
from selling the output.

If the information in the table is trans
ferred to the graph on page 168, it looks 
like marginal cost is equal to marginal 
revenue when output is around 900 units. 
This means that the monopolist has found 
the quantity o f output which w ill maxi
mize its profits. Although it still could 
make profits at other levels o f production, 
it never could make more than that made 
by producing and selling 900 units.

SH O RT-RU N M ONO PO LY PRICES. The 
graph on page 168 also shows what price 
the monopolist can charge w ith  a total 
production o f 900 units. According to the 
market demand curve, the price for each 
unit o f output would be about $7.65.

Is this much too high? The answer is 
both "ye s " and "n o .”  The demand sched
ule shows that buyers would have paid $8 
each for 850 units or $7 each for 990 
units. Therefore, the monopoly price o f 
$7.65 is about right for 900 units.
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On the other hand, the industry pro
duced only 900 units under monopoly as 
compared to 1300 units produced by the 
same industry under perfect competition.
In this case, the monopolist found it prof
itable to restrict output to set a price fa
vorable to itself. The higher price may look 
good as far as the monopolist is concerned, 
but buyers pay more and get less than 
they would under perfect competition.

Figure 7 -4

LONG-RUN M ONO PO LY PRICES. The 
determination o f monopoly prices is 
almost the same in the long run as it is in 
the short run. The difference lies in the 
amount o f control monopolists have over 
costs. In the short run, monopolists cannot 
change existing equipment, expand capacity 
to meet a strong demand, or contract 
operations when there is less demand. In 
the long run, monopolists can change the

MARGINAL ANALYSIS BY THE MONOPOLIST

100 300 500 700 900 1100 1300 1500 1700 1900 2100 2300
Quantity
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The owners of the motels in the photograph on the left charge similar 
prices for their services. The owner of the motel on the right photograph 
can charge more. Why?

size of their plants to meet change in 
long-run demand or production costs.

Since the monopolist does not have 
any competition, there w ill be no attempt 
to keep costs down. As a result, costs 
will be higher and output lower. The 
monopolist w ill still use marginal 
analysis to determine the best price, 
but the price w ill be higher than under 
competition.

Section Review
1. How does a m onopolist’s influence over 

price d iffer from  an oligopolist’s?

2. W hy do oligopolists sometimes resort to 
collusion and price leadership?

3. What kind o f price does the monopolist 
try to get in the short run? How is it 
determined?

7.4 Price System 
at Work

many different products. In order to un
derstand how the economy operates as a 
whole, the role o f prices in this larger 
setting must be examined.

Prices are important in a market be
cause they help producers and consumers 
make decisions. A market economy, how
ever. is made up o f many markets for
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PRICES AS A “SYSTEM”

A price in any given market serves as a 
signal which helps sellers decide where to 
sell their resources and producers where 
to buy them. The same is basically true o f 
prices collectively. In this case, they serve 
as signals which allocate resources be
tween markets.

Consider, for example, the way in which 
higher oil prices affected producers’ and 
consumers’ decisions in the I970’s. During 
this time, the price o f oil went from $5 a 
barrel to as much as $40. Since the de
mand for oil is basically inelastic, people 
had to spend a greater part o f their in
come on energy. This left them less to 
spend elsewhere, a fact which affected 
other markets.

The market for full-size automobiles was 
one o f the first to feel the pinch. Because 
most large cars did not get good gas m ile
age, people bought fewer big cars than 
before and, instead, bought more foreign- 
made automobiles. As the demand for big 
cars fell, producers ended up w ith unsold 
inventories o f automobiles.

In the beginning, automakers thought 
the increase in gas prices might be tem
porary, so they were reluctant to introduce 
smaller, more fuel-efficient models. But as 
time went on, the surplus of unsold cars 
remained. To move their inventories, man
ufacturers began to offer a rebate— a par
tial refund o f the original price o f the 
product. This was the same thing as a 
temporary price reduction because con
sumers were offered a $500, $600, and 
even a $700 rebate on each new car they 
bought.

At the same time, automobile manufac
turers began cutting back the production 
o f large cars. Plants were closed, and 
workers were laid off. Companies used 
their surplus cash to change over to small 
car production. To keep from going bank

rupt, some companies, such as Chrysler, 
cut their size by nearly half. Many of the 
automobile workers who lost their jobs 
found new ones in other industries. Al
though some moved to other places where 
they had fam ily or friends, most went to 
markets where they could receive the 
highest pay for their skills.

The end result, then, o f higher prices in 
the international oil market was a shift of 
productive resources out o f the large car 
market into other markets. Although the 
process was a painful one for those in
volved, it was a necessary one for a mar
ket economy.

VALUE OF 
ECONOMIC MODELS

Economists are concerned w ith both ex
planation and prediction. They use their 
models o f the market to explain changes 
in the w orld around them and to predict 
how certain events might affect the econ
om y in the future.

Take, for example, the case o f agricul
ture where w ide swings in prices from one 
year to the next are fairly typical. A 
farmer may keep up w ith all the latest 
developments and have the best advice 
experts can offer. Even so, the farmer 
never is sure o f what price to expect for 
the crop. A soybean farm er may put in 
500 acres o f beans expecting a price of $8 
a bushel. At the same time, however, the 
farm er knows that the actual price may 
end up being anywhere from $5 to $12. 
The same is true for the cotton farmer 
who expects 800 a pound but may end up 
getting anywhere from  40e to $1.25.

This variance in prices is possible even 
w ith experience, planning, and advice 
from  the experts for several reasons. One 
is that farm output is influenced by
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SEASONAL PRICE CHANGES 
IN AGRICULTURE
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Figure 7-5

weather. Once the seed is in the ground, 
all the farmer can do is wait. I f  it rains 
too much, the seed w ill be washed away 
and the farmer must start over. I f  it rains 
too little, the seed w ill not germinate, and 
the crop will not come up. Even if the 
weather is perfect during the growing sea
son, rain still can prevent the harvest from 
being gathered. The weather, then, can 
cause large changes in supply.

The result, which is shown in the graph 
above, is that the supply curve is likely to 
shift, causing the price to go up or down. 
The farmer may expect supply to look like

curve S. But if there is a bumper, or 
record, crop, it may look like S '. Or, if 
there is enough bad weather, it may look 
like SJ. Since the demand for food gener
ally is inelastic, the interaction o f the two 
curves is enough to cause w ide changes in 
the price.

If the demand for soybeans were highly 
elastic, as in Graph A  on page 172, the 
results would be different. Because the 
demand curve is much more elastic, there 
would be a smaller impact on price.

Graph В  on page 172 shows the w ide 
price fluctuations typical o f the gold
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ELASTICITY AND ITS IMPACT 
ON PRICE CHANGES IN ECONOMIC MARKETS

(A) SOYBEANS (B) GOLD

Figure 7-6

market. In this case, the price changes are 
due to a relatively fixed, or inelastic, sup
ply o f gold combined w ith frequent 
changes in demand. Bad news, such as 
reports o f near-war in other countries, pos
sible recessions, or other disasters, might 
cause people to suddenly increase their 
demand for gold to D*. Good news, such 
as reports o f peace agreements, growth in 
the economy, or a lower rate o f inflation, 
might cause a decrease in the demand to 
D. The result is that the price o f gold is 
likely to change sharply w ith changes in 
the world political and economic situation.

Changes in prices, then, can be caused 
by changes in supply or in demand. The 
elasticity o f the demand and supply curves 
is important. I f  both are inelastic and

there is a change in either one, large price 
changes w ill fo llow . I f  one or both is 
elastic, there is likely to be less impact.

WHEN MARKETS “TALK”

Markets are highly impersonal mecha
nisms which serve to bring buyers and 
sellers together. Although markets do not 
"ta lk ”  in the usual sense o f the word, they 
do “ talk”  in the sense that they "speak” 
collectively for all o f the buyers and sell
ers who trade in them.

Suppose the government announced that 
to balance the federal budget it would 
raise taxes. I f investors thought this policy

Quantity

172 BUSINESS BEHAVIOR



would not work or that other policies 
might be better, they might decide to sell 
some of their stocks and other investments 
for cash and gold which could be used in 
case of an emergency. As the selling takes 
place, prices in the stock market would 
fall, and prices in the gold market would 
go up. It could be said that, in effect, “ the 
mforket voiced its disapproval o f the new 
policies.”

In a sense, then, the market did "ta lk .”  
Individual investors made decisions on the 
likely outcome o f the new policies and 
sold stocks for cash or gold. Together, 
their actions were enough to influence

stock prices and to send a "s ign a l” to the 
government that they did not favor the 
policies.

I f  investors’ feelings were divided about 
the new policies, some would sell and 
others might buy stocks. As a result, prices 
might not change, and the message would 
be that as yet "th e markets have not made 
up their minds.”

Section Review
1. How  do buyers and sellers react 

to high prices? To low  prices? •

2. What is meant by the statement, 
"Markets have a vo ice” ?

Summary

1. In a market economy, a high price 
signals producers to produce more and 
consumers to buy less. A low price 
signals producers to produce less and 
consumers to buy more.

2. A price adjustment process takes place 
when buyers and sellers come together 
in the market place. This process leads 
to market equilibrium.

3. A surplus in the market causes the 
price to fall, and a shortage causes it 
to rise.

4. Without a price system, some other 
mechanism, such as rationing, would 
be needed to allocate goods, services, 
and other resources.

5. In a purely com petitive market, pric
ing can be divided into three major 
time periods— the immediate period, 
the short run, and the long run— all o f 
which overlap.

6. In pure competition, supply and de
mand in the market set the price 
which affects all firms.

7. In actual practice, the com petitive 
equilibrium  price is really a narrow 
range o f prices.

8. The average price in the market is 
higher under monopolistic competition 
than under pure com petition because 
o f product differentiation and non
price competition.
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9. Because the actions one oligopolistic 
firm takes affects all the other firms in 
the industry, price competition is not 
popular and generally takes the form 
o f formal price agreements, indepen
dent pricing, and price leadership.

10. As the only firm  in the market, the 
monopolist is a price maker who can 
restrict output and charge a high price 
to maximize profits.

11. In a market economy, prices act collec
tively as a "system ” to allocate re
sources between markets.

12. Economists use economic models of 
markets to show supply and demand, 
and to explain market conditions. They 
also use models to make predictions 
about the economy.

13. Since changes in supply or demand 
can cause changes in prices, the elas
ticity o f the supply and demand curves 
is important.

14. Markets can "ta lk ” in the sense that 
they reflect the collective judgments of 
all o f the buyers and sellers in the 
market.

Building an Economic Vocabulary

market equilibrium 
surplus 
shortage 
economic model 
equilibrium price 
rationing 
immediate period 
short run

long run 
industry 
loss leader
non-price competition 
product competition 
promotional competition 
independent pricing

collusion 
price leadership 
barometric price leadership 
price warprice war 
price taker 
price maker 
rebate

ш Reviewing the Main Ideas
1. How do prices play a role as signals? 

Who gets the signals, and how do they 
react to them?

2. How is the market price affected by a 
surplus? By a shortage?

3. What does an economic model o f a 
market represent?

4. What happens when the market is in 
equilibrium?

5. Under what circumstances might ra
tioning be needed? What are some o f 
the problems associated with it?

6. How does the economist define indus
try? Why is the analysis o f pricing 
different for it than for the individual 
firm  under pure competition?

7. Why can a monopolistic competitor get 
away w ith charging a slightly higher 
price?

8. Why are oligopolists so concerned 
about what other firms in the industry 
do? How does this affect their pricing 
behavior?

9. W hy is a monopolist a price maker?
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10. How do a monopolist’s output and 12. O f what value are economic models o f 
price differ from a pure com petitor’s? markets?

11. What is the collective role o f prices in 13. What is meant by the statement that 
a market economy? markets "ta lk ” ?

Practicing Critical Thinking Skills
1. Some people argue that an equilibrium 

price is not a fair price. Explain why 
you agree or disagree w ith this.

2. During the first Arab oil embargo, con
sumers found there was not enough gas 
to go around at the prevailing price o f 
about 55e a gallon. Some people felt 
that the best way to deal w ith the 
shortage was to ration gas. Others felt

the best way to deal w ith it was to 
a llow  the price to rise until equilibrium 
was reached. W ith which solution do 
you agree? Whv?

3. Do you think there would be any ad
vantages to making monopolies or near 
monopolies break up into smaller, com
peting firms? I f  so, what are they? If 
not, why would there not be?

Applying Economic Understandings
Constructing and Applying  

an Economic Model

An economic model is a tool economists 
use to explain everyday changes in prices 
and quantities observed in the market
place and to predict future changes in the 
economy. Review Figures 7-1 on page 151 
and 7-2 on pages 152-153. Then, follow 
the exercise below' to practice constructing 
and applying an economic model.

1. Select a product manufactured in your 
community, and list the kinds o f inputs 
it requires and their costs. Then, keep
ing in mind that elasticity is important, 
construct a hypothetical supply curse 
for the product.

2. Based on the following questions, make 
some judgments as to the nature o f the

demand elasticity o f the product: Are 
there many substitutes for the product? 
Can the purchase o f the product be 
postponed? Does the purchase o f the 
product consume much income?

3. Combine the supply curve and the de
mand curve in a single graph to get a 
model.

4. Now' that your model is constructed, 
ask yourself the fo llow ing questions:
Is something likely to happen that 
would cause either o f the curves to 
shift? If so, which one would shift? If 
either curve shifts, what happens to 
prices?

5. Based on your model and the answers 
to the questions you have asked your
self, make some reasonable predictions 
about the future o f your product.
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Unit 2  Review
Л

Unit in Perspective

1. America has a free private enterprise 
system based on the capitalistic princi
ples o f freedom, private ownership o f 
property, and voluntary decisions.

2. Economic markets are broadly classified 
as purely or imperfectly competitive. 
Most firms and industries fall under the 
latter, which is divided into monopo
listic competition, oligopoly, and 
monopoly.

3. In the free market economy, public poli
cy dictates an economic environment 
that encourages competition subject to 
some government regulation.

4. The Law o f Demand states that people 
are w illing to buy more o f a product as 
its price goes down. This is explained 
by the income and substitution affects, 
and principle o f diminishing marginal 
utility.

5. The way quantity demanded responds 
to a price change determines if demand 
is elastic, inelastic, or unit elastic.

6. The Law o f Supply states that pro
ducers respond to higher prices by pro
ducing more output*. Supply may be 
elastic inelastic, or unit elastic.

7. Production deals w ith the relationship 
between the input o f productive re
sources and final outputs.

8. To maxim ize profits, a firm  bases its 
production decisions on the concept of 
marginal analysis, which compares 
marginal costs w ith marginal revenues.

9. Prices are determined by the interaction 
o f supply and demand. In a market 
economy they function as signals to 
producers and consumers which allo
cate resources between markets.

Unit in Review

1. How does the circular flow  diagram 
illustrate the economic activity in 
markets?

2. What determines how economic mar
kets are classified? What are the charac
teristics o f the four major markets in 
the American economy today?

3. How  does government act to preserve 
competition in economic markets?

4. How  is the relationship o f demand and 
price expressed in economics? What 
does elasticity o f demand have to do 
w ith this relationship?

5. How  does the Law o f Supply differ 
from the Law  o f Demand?

6. Why is the theory o f production impor
tant to a business enterprise?
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7. How do prices work as a "system ” to 8. How do supply and demand jointly de
allocate resources between buyers, sell- termine prices in purely competitive 
ers, and economic markets? markets? In less com petitive markets?

b Building Consumer Skills

Comparative Shopping

When you compare items, you examine 
or note the similarities and differences be
tween them. The number o f items that you 
might compare in this way may range 
from two to twenty or more. When you go 
comparative shopping, you compare items 
to find which one best suits your needs in 
a particular situation, or has the best 
price. The following exercise w ill help you 
learn what to look for when comparative 
shopping.

Your math or science class needs to 
purchase new calculators because there 
are not enough for everyone. You are sent 
to shop for them. First, you need to find 
out what kinds of calculators are available 
in your area. Second, you need to consider 
the features on the calculators. Different 
brands will have different features such as

exponential keys and constant memory; 
different power sources such as solar or 
battery; and different physical characteris
tics such as size, weight, and general ap
pearance. Third, you need to consider the 
prices o f the calculators.

After you have looked at several differ
ent models, construct a decision making 
grid like the one on page 20 in your text. 
Next, draw up a list o f criteria for the 
calculators which you believe are im por
tant and write them across the top o f the 
grid. Then, list the names o f the calcula
tors on the left side o f the grid. Finally, 
using pluses and minuses, evaluate each 
calculator according to the criteria you 
have listed. When you have completed the 
grid, select the calculator that satisfies 
more o f the criteria you have listed than 
any other.
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of Labor and Government
Among the economic organizations found in a free enterprise system such as 

the United States are organized labor and government. It is necessary to know 

how each functions in order to understand its role in a free enterprise economy.
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гEmployment, 
Unions, and Wages
Workers do not bargain for increased wages merely because it gives them pleasure 

to see larger numbers on their paychecks. They are concerned . . . with what their 

paychecks will buy. Leonard Woodcock



&
After reading this chapter, you w ill be able to:

•  Sequence events which led to the growth o f organized labor in the 
United States.

•  Describe five ways o f resolving labor disputes.

•  Explain the theories and factors used to determine wages.

•  Discuss current employment trends and issues.

8.1 The Labor Movement
In 1986, the population o f the United 

States was 241,489,000 people. O f these, 
about 48.3 percent were members o f the 
civilian labor force— men and women at 
least 16 years o f age either working or 
actively looking for a job. As can be seen 
in the graph and table on page 183, most 
people in the labor force were nonunion 
workers. About 18 percent belonged to 
labor unions.

Even though a small number o f workers 
belong to unions, unions still play an 
important part in the economy. A major

reason for this is that most unions tend to 
be concentrated in the heavy manu
facturing industries, which have a major 
impact on the economy. In addition, much 
o f the legislation that affects the pay and 
working conditions o f many workers today 
came about because o f past and present 
union actions.

Many workers want to be represented by 
a union because they feel they have more 
power that way. They believe they would 
be at a disadvantage if each worker had to 
settle job-related issues on his or her own.
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Members of early labor unions were given 
membership certificates to show that they 
belonged to a particular union. What kinds of 
workers were accepted into early labor 
unions?

In their early days, most unions were 
local in nature. For the most part, each 
was made up o f the workers o f a given 
firm. Before long, however, the workers 
began to see the advantage o f collective 
bargaining. Soon local unions began jo in 
ing w ith others to become more powerful. 
In time, the labor movement reached all 
parts o f the country, and spread into Can
ada.

Today, most local unions are affiliated 
with a national or international organ
ization. Part o f the dues paid by workers 
in the local go to support the activities o f 
the ‘ ‘parent" organization. Most local 
unions select delegates to attend a nation
al convention. There, they elect the nation
al officers who make most o f the im por
tant decisions that have to do w ith union 
business.

EARLY UNION DEVELOPMENT

In 1778, printers in New  York City 
joined together to demand higher pay. 
This was the first time anyone had tried to 
organize labor in America. Before long, 
there were unions o f shoemakers, carpen
ters, and tailors, each hoping to bring 
about new agreements covering hours, 
pay, and working conditions. Only a small 
percentage o f workers belonged to these 
unions. O f these, most were skilled and al
ready had strong bargaining power.

Until about 1820, most o f America’s 
work force was made up o f farmers, small 
business owners, and people who were 
self-employed. Shortly after, however, im
migrants began to enter the country in 
great numbers. Most were w illing to work 
at any pay and under any conditions. For 
this reason, they often posed a threat to 
existing wage and labor standards. Be
cause they provided a supply o f cheap, un
skilled labor, they helped maintain a wide 
gap between the wages o f skilled and un
skilled workers.

Public opinion at the time frowned on 
workers organizing to get higher pay, bet
ter working conditions, or job security. 
Most o f the workers themselves believed 
they could negotiate best w ith their em
ployers by meeting them face-to-face on a 
one-to-one basis. They saw no need to or
ganize into unions to protect their rights. 
In fact, labor organizers were viewed by 
many people as troublemakers. In some 
parts o f the country, labor unions were 
even against the law.

CIVIL WAR TO THE 1930’S

After the C ivil War, however, things 
began to change. Industry’ started to grow, 
and the farm population began to fall.
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THE CIVILIAN LABOR FORCE
AS A PERCENTAGE OF TOTAL
U.S. POPULATION, 1986

TO TAL U.S. POPULATION
238.8 m illion HI

I I People not in civilian labor force 

' I  Union m em bers 

□  Non-union workers

PERCENTAGE OF PERCENTAGE OF 
C IV IL IAN  LABOR FORCE TO TAL POPULATION

Union
*8-0 8.7 Memberships

Non-union
82.0 39.6 Workers

------------------- " -

100.0 48.3

Source: Statistical Abstract of the United States, Bureau of Labor Statistics

Figure 8-1
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TRADE (CRAFT) AND INDUSTRIAL UNIONS
TRADE (CRAFT) U NIO NS

Automobile 
Workers’ Union
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Unionl
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Members are workers who perform a 
particular kind of work.

Members are all the workers in a particular 
industry, no matter what kind of work 
they perform.

Figure 8-2

Hourly workers in industrial jobs made up 
about one fourth o f the country’s working 
population. W ith the Civil W ar came 
higher prices, a greater demand for goods 
and services, and a growing shortage o f 
workers. The many differences between 
immigrants and American-born workers 
began to fade away, and the labor force 
became more unified in culture, language, 
and training. From all this grew a new 
unity among workers.

With industrialization came the unions. 
By now, there were two chief kinds of 
labor unions. One was the craft or trade 
union— an association o f workers that per
forms the same kind o f work. The Cigar- 
m akers’ Union, begun by union leader

Samuel Gompers, is an example o f this 
kind o f union.

The other kind o f union was the indus
trial union— an association made up of all 
workers in a given industry, no matter 
what kind o f job each holds. The chance to 
organize this kind o f union in such basic, 
mass-production industries as steel and 
textiles came about because o f the growth 
o f American industry. Many o f the workers 
in these industries were unskilled and 
could not join  trade unions. The solution 
to this was to organize into industrial 
unions.

Even though unions were making head
way, times were still difficult for American 
workers. Because o f the economy, there
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was little job security. During bad times, 
people often lost their jobs and had to 
struggle to survive. In addition, mechani
zation and mass production meant that 
work once performed by those in crafts 
could be performed by less skilled work
ers. With millions o f unskilled immigrants 
arriving every year, and w ith many others 
leaving rural America for jobs in cities, 
high-paid or rebellious workers could easi
ly be replaced.

Unions tried to help workers during this 
time. Unions would attempt to negotiate 
higher pay, better working conditions, and 
job security with employers. I f  an agree
ment could not be reached, workers would 
often strike—refuse to work until certain 
demands were met. Unions also placed 
pressure on employers by having the strik
ing workers picket—parade in front o f the 
employer’s business carrying signs about 
the dispute. The signs might ask other 
workers not to seek jobs with the company. 
Or they might ask customers and suppliers 
to take their business somewhere else.

If a strike and picketing did not settle 
the dispute, a union could organize a boy
cott. This is a concentrated effort by work
ers to get others to join them in not 
buying products from employers involved 
in strikes or labor disputes. A boycott can 
hurt the employer's business and reduce 
the employer’s income.

Employers fought unions a number o f 
ways. Sometimes the ow ners would call 
for a lockout—refuse to let the workers 
work until management demands were 
met. At other times, management would 
respond to a strike or the threat o f a strike 
by hiring all new workers. Violence often 
broke out when this happened and troops 
were sometimes brought in to keep fac
tories open. Sometimes owners even set up 
company unions— unions organized, sup
ported, or even run by employers— to head 
off efforts by others to organize workers.

During this period, public attitudes and 
the courts often sided w ith management. 
Even the Sherman Antitrust Act o f 1890, 
an act aimed mainly at curbing monopo
lies, was used to keep labor in line.

In 1902, for example, the United Hatters 
Union called a strike against a Danbury', 
Connecticut, hat manufacturer that had 
turned down a union demand. The union 
brought pressure on store owners not to 
stock hats made by the Danbury firm . This 
led the manufacturer to bring suit against 
the union under the Sherman Antitrust 
Act. The Supreme Court held that the 
union was in restraint o f trade and ruled 
against it. This court decision hurt orga
nized labor.

The Danbury Hatters case, and several 
others that followed it, led organized labor 
to push for relief from the Sherman Anti
trust Act. It was thought that relie f had 
come in 1914 when the Clayton Antitrust 
Act was passed. It stated that a person’s 
labor was not a "com m odity or article o f 
comm erce.”  It further stated that labor 
unions should not be looked upon as " i l le 
gal combinations or conspiracies in re
straint o f trade under the antitrust laws.”

The courts, however, tended to disregard 
the act. In 1921, for example, the Supreme 
Court ruled that the Machinists’ Union in 
N ew  York was guilty under the Sherman 
Antitrust Act o f restraining trade. This was 
because the union had tried to stop the 
sale and installation o f newspaper printing 
presses made by a nonunion company in 
Michigan. As a result o f this, organized 
labor felt that the courts were on the side 
o f business.

At the same time, labor unions had to 
deal w ith em ployer attitudes that were 
unfavorable to labor in general. Many em
ployers often treated their workers as mere 
factory "hands” who were just another 
factor o f production like land, equipment, 
or buildings.

EMPLOYMENT, UNIONS, AND WAGES 185



In the automobile industry, for example, 
companies generally closed down com
pletely and laid o ff all production workers 
while new model cars were being made 
ready for production. When the plants 
opened again, workers were rehired— but 
at a beginner’s wage. In addition, workers 
under 35 years o f age often were given 
preference over those who had been there 
longer and who had more experience.

LABOR DURING 
THE GREAT DEPRESSION

In 1929, the Great Depression— the great
est period o f economic decline and stagna
tion in the history o f the United States—  
began. The depression started w ith the 
collapse o f the stock market in October o f 
that year and reached bottom in 1933. It 
then took until 1939 for the economy to 
recover to the same level as in 1929.

At least 15 percent o f all workers were 
without jobs during the entire decade o f

the 1930’s! During the depths o f the de
pression, one in four workers was without 
a job. Even those who did work, often 
received almost nothing for wages. In 
1929, for example, the average manufac
turing wage had clim bed to 55g per hour. 
By 1933, wages had slipped to 50 per hour 
and many people were even glad to get 
that.

The Great Depression brought misery to 
m illions, but it also brought a change in 
attitude toward the labor movement. Fac
tory workers began to feel even more unit
ed by common problems. As a result, 
union organizers renewed efforts to unify 
workers. л

Even federal legislation began to help 
labor. The Norris-LaGuardia Act of 1932, 
for example, stopped federal courts from 
stepping into labor disputes. The National 
Labor Relations Act (NLRA) o f 1935 gave 
workers the right to join  unions and bar
gain collectively through their own chosen 
representatives. Certain activities by em
ployers were also defined as being unfair 
labor practices.

In 1937, workers at 
General Motors car
ried out a series of 
sit-down strikes. 
What act gave work
ers the right to join 
unions and bargain 
collectively?
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The NLRA also set up the National 
Labor Relations Board (N LR B ). The Board 
checked into workers’ complaints, certified 
trade unions, issued certain orders, and 
held hearings. It also had the power to 
hold elections to select collective bargain
ing representatives.

Finally, in 1938, the Fair Labor Stan
dards Act was passed. It applied to busi
nesses which took part in or affected inter
state commerce. It set a minimum wage to 
begin in 1939 and called for time-and-a- 
nalf pay for any hours worked over 40 a 
week. It also forbade labor by children 
under 16 years of age and the holding o f 
hazardous jobs by anyone under 18 years 
of age.

LABOR SINCE 
WORLD WAR II

Organized labor did relatively w ell in 
the 1930’s. But by the end o f W orld W ar
II, public opinion had shifted. Some peo
ple felt that Communists had infiltrated 
the unions. Others were upset by the loss 
of production due to strikes. In 1946 alone, 
more than 116 million work days were lost 
because of union-called strikes. People 
began to feel that management, not labor, 
was the victim.

Anti-union sentiment led to the Taft- 
Hartley Act of 1947. The act put lim its on 
what unions could do in labor-manage- 
ment disputes. Among other things, it gave 
employers the right to sue unions for 
breaking contracts and prohibited them 
from making union membership a condi
tion for hiring. It made it against the law 
for unions to give money to political cam
paigns and ordered them to give 60 days’ 
notice before going out on strike.

One purpose of the Taft-Hartley Act had 
been to bring to an end the crim inal influ

ences that had begun to show up in the 
labor movement. When the act fell short o f 
its goal, the Landrum -Griffin  Act o f 1959 
was passed. It required unions to file fi
nancial reports w ith the government and 
lim ited the amount o f money officials 
could borrow from the union. It also o f
fered other measures to protect the indi
vidual union member from  the unfair ac
tions o f unions and union officials.

AFL-CIO. The American Federation o f 
Labor (A F L ) was begun in 1886 as an 
organization o f craft unions. Later, it 
added several industrial unions. The trade 
and industrial unions, however, did not 
always agree about the future o f the union 
movement. In 1935, eight industrial unions 
in the AFL formed the Committee for In
dustrial Organization. Headed by John L. 
Lewis, president o f the United Mine W ork
ers o f America, its goal was to bring about 
greater unionism in industry.

The AFL and Lewis, however, could not 
come to terms. In 1938, the AFL expelled 
the unions that made up the Committee 
for Industrial Organization. They then 
formed an independent federation called 
the Congress o f Industrial Organizations 
(C IO ). It quickly set up other industrial 
unions in industries that had not been 
unionized before, such as steel, automo
bile, textiles, and rubber. By the 1940’s, 
the CIO was at it peak o f power w ith 
nearly 7 m illion members.

As the CIO grew stronger, however, the 
trouble between it and the AFL also grew. 
Before long, the two were in a struggle for 
control o f the labor movement. Each was 
trying to form unions in jobs and indus
tries already organized by the other.

In 1955, after almost 20 years o f dis
agreement, the AFL and CIO finally ironed 
out many o f their differences and joined 
together to form  the American Federation 
o f Labor and Congress o f Industrial Orga
nizations (AFL -C IO ).
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Profile

John L. Lewis
John L. Lewis was an important 

labor leader o f the twentieth cen
tury. The eldest son o f Welsh im
migrants who settled in Iowa,
Lewis never attended high school.

Like his father, who was also a 
labor organizer, Lewis spent many 
years working as a miner, digging 
for copper, gold, silver, and coal.
He learned firsthand the nature o f 
mining and its dangers and the 
meaning o f death as seen in the 
eyes o f women whose husbands 
had died in the mines. This experi
ence led him to get safety legislation passed both at the state and 
federal level.

Lew is’s big break came when he met and came under the 
influence o f Samuel Gompers, the founder o f the American Federa
tion o f Labor (AFL). Gompers made Lewis an AFL field representa
tive whose job was to represent the AFL at the various sessions o f 
Congress and state legislatures. In this capacity, Lewis traveled 
w idely throughout the United States, making contacts and learning 
about the strengths and weaknesses o f potential friends and enemies.

In time, Lewis moved to the post o f ch ief statistician for the 
United Mine Workers o f America (UM W ). In 1920, he became 
president o f the union, a post that he kept until he retired in 1960.

Tw o ideas set Lewis apart from other labor leaders o f his time. 
First, while Lewis respected and admired Samuel Gompers, he did 
not agree w ith Gompers that a union should be based on a single 
craft or trade. Lewis believed instead that there should be industrial 
unions made up o f all unskilled workers in the new mass production 
industries. Lewis eventually split w ith the AFL over this idea and 
formed the Congress o f Industrial Organizations (CIO).

Second, Lewis believed that unions had the right to strike even 
during times of war. He felt that the union was there to protect its 
members from unsafe work places and unfair labor practices, condi
tions that arise in w ar as w ell as in peace. He argued that the 
conditions had to be corrected even if  the country was at war. Lewis 
won the favor o f his union and the disfavor o f the general public 
when the coal miners staged strikes during W orld W ar II.

1880-1969
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The merger of the AFL and the CIO did 
not settle the basic differences between 
trade and industrial unions. Even today, 
the two may have a jurisdictional dis
pute—a disagreement over which union 
should perform a certain job. For example, 
metal workers, who are members o f an 
industrial union, and pipe fitters, who are 
members of a trade union, may not agree 
as to which group should install a certain 
kind of metal pipe. This kind o f dispute 
also could arise w hen two unions disagree 
about which has the right to organize a 
union at a certain company.

Even so, most labor leaders know that a 
conflict between the two kinds o f unions 
that make up the AFL-CIO hurts the or
ganized labor movement as a whole.
Today, both sides generally try to settle 
their differences as quickly and as quietly 
as possible. Because o f this, there is less 
open conflict and hostility w ithin the 
movement today than there has been in 
the past.

IND E PE ND ENT U NIO NS. Although the 
AFL-CIO is a major force in labor today, 
other unions are also important in the 
labor movement. Many are independent 
unions— unions that do not belong to the 
AFL-CIO. The Brotherhood o f Locom otive 
Engineers, for one, has never been part o f 
the AFL-CIO. The Teamsters, the Bakery 
Workers, the Laundry Workers, the Inter
national Longshoremen, and the United 
Mine Workers were once part o f the AFL- 
CIO, but no longer are.

Section Review
1. Who makes up the civilian labor force? 

What percent is unionized?

2. What is the difference between a trade 
union and an industrial union?

3. Why do workers generally call a strike?

4. What did the Taft-Hartlev Act do?

5. Who makes up the membership o f the 
AFL-CIO?

8.2 Resolving Union and 
Management Differences

Over the years, many differences have 
arisen between labor and management. 
Some, such as the 1981 air traffic control
lers’ strike or the 1984 professional foot
ball strike make headlines. Others do not. 
In either case, however, labor and manage
ment generally manage to settle their d if
ferences without resorting to extreme mea
sures. Today less than five percent o f all 
working time is lost each year to labor 
disputes.

KINDS OF UNION 
ARRANGEMENTS

The labor movement has tried to orga
nize workers in ways designed to help 
them deal more effectively w ith manage
ment. How the workers are organized and 
the way in which settlements are reached 
have an important impact on the entire 
economy. Generally speaking, there are 
four kinds o f union arrangements.
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CLOSED SHOPS. The most restrictive ar
rangement is the closed shop— an arrange
ment in which the employer agrees to hire 
only union members. The union can select 
who is hired by giving or denying a person 
union membership. Although this kind of 
shop was common in the 1930’s and early 
1940’s, the Taft-Hartley Act made it illegal 
in companies taking part in interstate 
commerce. Today, since most firms in the 
United States are engaged in such com
merce either directly or indirectly, there 
are few, if any, closed shops.

U NION SHOPS. The second kind o f ar
rangement is the union shop. Under it, 
workers do not have to belong to the 
union to be hired; but they must join one 
soon after and remain a member for as 
long as they keep the job. No union shop 
agreement, however, can require member
ship sooner than 30 days after em ploy
ment. The only exception is the construc
tion industry, where the period is seven 
days. At present, union shops are outlawed 
in 21 states under section 14(b) o f the 
Taft-Hartley Act. It allows states to pass 
right-to-work laws— laws that prohibit 
mandatory- union membership.

MODIFIED U NIO N  SHOPS. The third 
kind o f arrangement is a modified union 
shop. Under this arrangement, workers do 
not have to belong to a union to be hired 
and cannot be made to join one to keep 
their job. However, should a worker volun
tarily join the union, he or she must re
main a member o f it for as long as he or 
she has the job.

AGENCY SHOPS. The final arrangement 
is the agency shop. Under this arrange
ment, workers need not be union members 
to be hired or to keep their job, but they 
must pay dues to the union to help pay 
the costs o f collective bargaining. Non
union workers also are subject to the con
tract negotiated by the union, whether or

not they agree w ith it. In this way, non
union workers are treated almost like 
union members even if they did not join 
the union.

COLLECTIVE 
BARGAINING

When a union and management take 
part in collective bargaining, they negoti
ate pay and working conditions. To this 
end, a meeting is set up between union 
and management representatives. At the 
meeting, the workers a fe represented by a 
group o f elected union officials. A union 
expert on collective bargaining also may 
be present. Management is represented by 
a company official in charge o f labor rela
tions. The head o f the company’s economic 
research staff and the company lawyer 
whose field is labor law also may be 
present.

During the meeting, each side w ill make 
clear its point o f v iew  and present any 
economic data needed. The union’s eco
nomic research staff, which is paid from 
union dues, w ill present research reports 
and other data to back up the union’s 
demands. The bargaining may go on for 
hours, days, weeks, or even months.

Collective bargaining in general calls for 
much give and take on the part o f both 
parties. Before the terms o f a contract can 
be agreed upon, every possible labor issue 
must be resolved. A grievance procedure— 
a provision for resolving issues that may 
come up later— also may be included in 
the issues to be resolved.

The collective bargaining process does 
not always work. Sometimes the disputing 
parties are not able to come to terms on 
certain points. Since there can be no con
tract until they do come to terms, other 
ways must be found to resolve the differ
ences between the two parties.
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Labor and manage
ment try to come to 
terms at the bargain-

Й table. What is 
lective bargaining?

MEDIATION. One way to resolve differ
ences is through mediation— the process o f 
bringing in a third person or persons to 
help settle a dispute. The mediator’s ch ief 
goal is to find a solution both parties w ill 
be willing to accept. For this reason, a 
mediator must be neutral and should not 
try to help one party at the expense o f the 
other. A mediator must have the confi
dence and trust o f both parties, or he or 
she will not be able to learn just what 
types of concessions each side is w illing to 
make during bargaining.

Mediation is simply an aid to collective 
bargaining. Neither side has to accept a 
mediator’s decision. Both union and man
agement still must make their own settle
ments and accept full responsibility for 
any agreement that may be reached.

ARBITRATION. Another way differences 
can be cleared up is through voluntary 
arbitration. This means that both parties 
agree to place their differences before a 
third party whose decision w ill be accept
ed as final and binding. The arbitration is 
voluntary in the sense that both parties 
agree to its use. It is different from media

tion in that both parties agree ahead o f 
time to abide by what the third-party 
arbitrator decides.

In some cases, such as the 1967 railroad 
strike, labor and management are forced 
to turn a dispute that has not been settled 
over to a third party for a binding deci
sion. This is called compulsory arbitration, 
and, as a general rule, it is not used very 
often in the United States.

FACT-FINDING. A third way to resolve a 
dispute that cannot be settled by collective 
bargaining is through fact-finding. In such 
cases, labor and management agree to 
have an independent agency investigate 
the dispute and then recommend possible 
settlements. Neither party has to accept 
the recommendations. However, once the 
recommendations have been made public, 
popular sentiment may leave the parties 
no choice but to accept them.

INJUNCTIO N  AND SEIZURE. A fourth 
way to settle labor-management disputes 
is through injunction or seizure. There are 
times when labor and management just 
cannot come to terms.
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When vital industries are threatened, 
government may resort to an injunction— 
a court order not to act. This serves to 
keep things as they are for a short period 
o f time. I f  issued against a union, it d i
rects the union not to call a strike. I f 
issued against a company, it directs the 
company not to lock out its workers. In 
1978, for example, after coal miners had 
been o ff the job for more than three 
months, President Jimmy Carter obtained 
an injunction that made the coal miners 
return to work.

Government also may resort to seizure— 
a temporary takeover o f operations. The 
purpose o f seizure is to allow  government 
to function as management so it can nego
tiate w ith the union. In 1946, for example, 
when the government seized and operated 
the bituminous coal industry, government 
officials worked out a settlement w ith the 
miners’ union.

PRESID ENTIAL INFLUENCE. As a last 
resort, the President o f the United States 
may step in to settle labor-management 
disputes. The President may do this by 
publicly appealing to the disputing parties 
to reach an early agreement. In most 
cases, however, this is done only when an

industry that affects the national interest, 
such as steel, airlines, or railroads, is 
involved.

The President has a good deal o f influ
ence in settling labor disputes. One reason 
for this is that a presidential appeal gen
erally has the support o f the general pub
lic. This means that if either the union or 
management does not pay attention to the 
President’s views, the general public is 
likely to be displeased.

In the case o f federal workers who be
long to a government union, the President 
may use an extraordinary amount o f influ
ence. The President can even fire workers. 
In 1981, for example, President Ronald 
Reagan fired striking a ir traffic controllers 
on the grounds that they were federal 
employees who had taken an oath not to 
strike.

Section Review
1. What are the four kinds o f union ar

rangements?
2. What is the purpose o f collective bar

gaining? What is the process?
3. What methods can be used to settle 

labor disputes when collective bargain
ing does not work?

8.3 Labor and Wages
There are many different jobs and occu

pations in the United States today. In 
addition, wages can be different from one 
job or occupation to the next. In order to 
understand the structure o f wages in the 
many different jobs and occupations more 
fully, it helps to place workers into broad 
groups and then study the characteristics 
o f each.

CATEGORIES OF LABOR

There are four major categories o f labor 
that are based on the general level o f skills 
needed to do any kind o f job. These cate
gories are unskilled, semiskilled, skilled, 
and professional or managerial.

U N S K ILLE D  LABOR. Workers who do 
not have the training to operate machines
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and equipment fall into the category o f 
unskilled labor. Most o f these people work 
chiefly with their hands at such jobs as 
digging ditches, picking fruit, and mop
ping floors.

SEMISKILLED LABOR. Workers who 
have mechanical abilities fall into the cat
egory of semiskilled labor. They may oper
ate power lawn mowers, electric floor po
lishers, or any other equipment that calls 
for a certain amount o f skill.

SKILLED LABOR. Workers who are able 
to operate complex equipment and who 
can do their tasks with little supervision 
fall into the category o f skilled labor. Ex
amples are carpenters, typists, tool and 
dye makers, and bricklayers.

PROFESSIONAL LABOR. Workers w ith 
higher-level skills, such as doctors, law
yers, and executives o f large companies, 
fall into the category o f professional labor.

NONCOMPETING 
LABOR GRADES

W hile the four categories o f labor are 
useful for classification purposes, there can 
be w ide variation w ithin each group. A 
skilled worker, for example, may have to 
take on some managerial responsibilities 
along w ith his or her daily duties.

Workers in one labor category generally 
do not compete w ith those in another cate
gory. For example, skilled workers do not 
compete w ith semiskilled or professional 
workers. For this reason, economists say 
that labor can be thought o f as being 
grouped into noncom peting labo r grades.

Generally, it is hard for members o f one 
group o f workers to qualify for occupa
tions open to a higher group. Most un
skilled workers, for example, would not 
find it easy to become corporate execu
tives. To make such an upward move

Each of the workers below has different skills, and as a result, receives 
different wages. Into which category of labor does each of the four 
workers fall?
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DISTRIBUTION OF MEN’S AND W O M EN’S JOBS 
BY OCCUPATION, 1986_______________

Construction Trades 

Engineers 

Farm Operators and M anagers^

Lawyers and Judges 

Sales, Supervisors, and Owners 

Teachers, College and I niversity 

Math and Computer Scientists 

Cleaning and Building Services 

Sales Reps, Finance and Business 

Food Service Workers

Retail Sales Workers 

Compuier Equipment Operators 

Teachers, except College and University

Health Technologists

Service, Private Household

Secretaries, Stenographers, and Typists

100 90 80 70 60 50 40 30 20 10 0% 10 20 30 40 50 60 70 80 90 100 
%  of workers (male) % of workers (female)

Source: U.S. Department of Commerce and Bureau of the Census

Figure 8-3

would call for a higher degree o f training, 
which may not be possible because o f cost, 
lack o f opportunity, or lack o f initiative.
As a result, the workers in one group tend 
to stay in that group.

Cost is one o f the more important bar
riers. Many individuals, for example, may 
have the ability and initiative to become

college professors. What some o f these peo
ple may not have, however, is the financial 
resources needed for four-to-six years of 
post-college study. Others, however, may 
not have to w orn ' about cost. They may 
have the ability and the money but lack 
the opportunity. For example, they may 
have the grades needed to get into medical
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school and the money to pay the fees but 
still not be able to get in because the 
schools have insufficient openings.

Other individuals do not acquire higher 
training or education simply because they 
are not willing to do what must be done 
to get it. Although they know they must 
have new skills to get a better job, they 
just do not want to put forth the extra 
effort.

WAGE DETERMINATION

Most occupations have a wage rate— a 
standard amount o f pay given for work

performed. How these rates are deter
mined can be explained in two different 
ways. The first deals w ith supply and de
mand. The second recognizes the influence 
o f unions on the bargaining process.

TR AD IT IO N A L TH E O RY OF W AGE DE
TE R M IN A TIO N . The theory that uses the 
tools o f supply and demand to explain 
differences in wage rates is called the tra
ditional theory of wage determination. For 
example, many people can dig ditches or 
work as baby-sitters. However, fewer have 
the skills to become professional managers 
or athletes. In other words, professional 
managers and athletes generally are 
scarcer than ditchdiggers or baby-sitters.

Figure 8-4

THE TRADITIONAL THEORY 
OF WAGE DETERMINATION

Quantity Quantity

The market forces of supply and demand explain the equilibrium wage rate for the 
traditional theory of wage determination.
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This can be expressed in terms o f supply 
and demand. When the level o f supply is 
large in relation to demand— as with 
ditchdiggers and baby-sitters— wages gen
erally are low. When the level o f supply is 
low in relation to demand— as w ith man
agers and professional athletes— wages 
generally are high.

The traditional theory can be illustrated 
w ith supply and demand graphs such as 
the ones shown on page 195. In Graph A, 
a large supply o f ditchdiggers is coupled 
w ith a low level o f demand. In Graph B, a 
small supply o f professional athletes is 
paired w ith a high level o f demand. The 
intersection o f supply and demand deter
mines the equilibrium wage rate— the 
wage rate that leaves neither a surplus nor 
a shortage in the labor markets.

In most cases, the higher the level o f 
skills, or grade o f labor, the higher the 
average yearly wage rate. For example, 
semiskilled workers w ill receive more, on 
the whole, than unskilled workers. Skilled 
workers w ill receive more than semiskilled 
or unskilled workers. Professional workers 
w ill receive more than any o f the others.

There are, however, some cases in which 
the traditional theory does not explain the 
variations in wage rates. Some unproduc
tive workers, for example, may receive 
high wages because o f fam ily ties or po liti
cal influence. Some highly skilled or prod
uctive workers may receive low wages be
cause o f race, sex, or where they live.

Then, too, workers and employers do not 
always know what the market wage rate is 
or should be. A worker may accept a job 
that pays $4.35 an hour because he or she 
does not know that the firm  next door is 
paying $4.75 for the same kind o f job. Or 
an em ployer may offer to hire someone for 
$275 a week without knowing that the 
same service can be obtained for $200.

Further, businesses do not always com
pete for labor. In fact, they even may take

steps to keep workers from seeking a bet
ter wage somewhere else. To this end, 
some companies offer to train workers on 
the job. Others promise to promote work
ers in the company rather than bring in 
new people to fill higher level jobs.

For the most part, however, these are 
the exceptions rather than the rule. I f the 
forces o f supply and demand operate free
ly, wages and the market for labor will 
operate as the theory suggests.

TH E O RY OF NEGOTIATED WAGES. At 
times, wages are determined not by supply 
and demand but by the influence o f organ
ized labor and the collective bargaining 
process. When this happens, economists 
use the theory o f negotiated wages to ex
plain wage rates.

In these cases, unions do not try to get 
higher wages for their members on the 
grounds that labor is in short supply rela
tive to the demand. Nor does management 
push for lower wages when there is a very 
large supply o f labor. This makes the price 
o f labor— or wages— hard to define. In 
short, the labor market becomes a hazy 
concept open to different interpretations 
and to misunderstandings.

When negotiating for wages, unions 
want to know the wage rates in other 
plants and industries for the same kind of 
work. They also want to know what 
changes have taken place or w ill take 
place in the future in the cost o f living. A 
number o f factors must be kept in mind. 
For example, how has the productivity of 
labor changed? Is the company able to pay 
higher wages? What are the union’s and 
the com pany’s goals and practices? How 
long a period o f time w ill the wage con
tract cover?

Several other factors that play no part 
in the traditional analysis o f wages also 
become important when unions and collec
tive bargaining enter the picture. One of 
these is seniority— the length o f time a
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Profile

Walter E. Williams
Walter E. W illiam s is a con

temporary American economist 
who has published many articles 
and reports. At present, he is a 
professor o f economics at Temple 
University in Philadelphia.

Williams is a strong critic of 
minimum wage legislation, which 
he believes punishes the young. He 
points out that every time the min
imum wage increases, the number 
of unemployed teenagers also in
creases. He feels that teenage un
employment is a "national scandal” 
and is a problem that must be dealt w ith now.

To solve this problem, W illiam s suggests a minimum wage for 
teenagers that is 30 to 40 percent lower than the adult minimum 
wage. He believes everyone would benefit from this. Taxpayers no 
longer would have to support youth-employment programs. Young 
people would get early work experience. New  jobs would be created 
in cities at movie houses, hotels, restaurants, and factories.

1936-

person has been on the job. Because o f 
seniority, some workers w ill receive higher 
wages than others for performing sim ilar 
tasks. Yet, these same workers w ill be the 
last to be laid o ff when the company cuts 
back on production. Seniority is an old 
tradition that still is very much a part o f 
negotiated wage contracts today.

The amount o f bargaining power nego
tiators have is also important. Because o f 
it, negotiated wages often are higher in 
some industries than in others. Strong rep
resentatives backed by the union’s mem

bers often can negotiate a relatively high 
wage agreement. This is even more likely 
to happen if they are dealing w ith a man
agement representative who is weak. On 
the other hand, management might get a 
relatively low wage agreement when union 
negotiators have weak bargaining skills or 
when they are not backed by their union’s 
members.

Finally, the negotiated wage often is 
subject to the personal goals o f those who 
do the negotiating. For example, the man
agement o f some companies may feel that
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Understanding Sources

‘'Psychic Income”
The follow ing article appeared in U.S. News & World Report on 

June 23, 1986. Read the paragraph and answer the questions that 
follow.

Money isn’t everything
This may be the 

decade of conspicu
ous consumption and 
the worship of 
money, but a lot of 
people are still taking 
jobs for the rewards 
of fighting the good 
fight. For them, the 
payoff is in "psychic 
income,” not in big

ger investment port
folios— careers that 
allow them to pursue 
a dream, perform a 
public service or sim
ply spend more time 
with their families 
than at the office.

Schoolteachers are 
a case in point. Ac
cording to a recent

poll by the National 
Center for Education 
Information, 90 per
cent of puljlic-school 
teachers are satisfied 
with their jobs even 
though 55 percent 
feel they are under
paid.

1. What is ‘ ‘psychic income” ?
2. Are most teachers satisfied with their work? W ith their 

salary?
3. How was this information obtained?

4. Is the title, "M oney isn’t everyth ing” appropriate? Can you 
think o f a better one?

their public image or their social responsi
bility to the workers is more important 
than making high profits. Because o f this, 
the negotiated wage o f such companies 
may be higher than that o f other compan
ies in the industry.

Union leaders also have been known to 
push for higher wages during negotiations 
just so that members w ill be pleased 
enough to vote for them in the next elec
tion. Then, too, there are known cases 
where union representatives have "sold 
out” to management when negotiating a

wage agreement. This means they have 
agreed to a contract calling for fewer be
nefits and lower wages in return for some 
"fa vo r” offered to them.

REGIONAL WAGE DIFFERENCES

No matter how wage rates are deter
mined, they can be different for the same 
job from one part o f the country to an
other. Supply and demand, labor mobility,
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cost of living, and attractiveness o f loca
tion all can make a difference.

For example, tlie fact that skilled work
ers are scarce in some parts o f the country 
and abundant in others can cause differ
ences in wage rates. These differences, 
however, can be narrowed by labor m obil
ity—the ability and willingness o f workers 
to relocate in markets where wages are 
higher.

In spite of this, all workers are not 
mobile. Some are reluctant to move away 
from relatives and friends. Others may 
want to move, but they find that the cost 
is too high. Then, too, there is the incon
venience of buying a new house or renting 
a new' apartment. Because o f this, the 
demand for certain skills remains high in 
some areas and low in others, and wages 
tend to be different.

Another factor that affects wages is the 
cost of living. In most southern states, for 
example, there are fresh fruits and vegeta
bles almost the year round. There is no 
need to buy heavy clothing or to worry 
about heating a home. But in Alaska, food 
must be brought in from thousands o f 
miles. People must have warm clothing, 
and every home must be well-heated. It 
stands to reason, then, that the cost o f 
living is higher in Alaska than in most

southern states. It also stands to reason 
that wages are considerably higher in 
Alaska than in most southern states.

Such differences in the cost o f living— al
though less extreme— exist all over the 
United States and affect wages. For exam 
ple, if it costs less to live in one area than 
another, a person may accept lower wages 
to work in the second area.

In much the same way, location can 
make a difference. Some locations are 
thought to be so attractive that lower 
wages can be offered there. A person who 
likes to hunt and fish may be w illing to 
work for less pay in Colorado or Montana 
than in N ew  York City. Another who does 
not like cold weather may accept the same 
job in Florida or New  Mexico for lower 
pay than in Massachusetts or Wisconsin.

Section Review
1. What are four major categories o f 

labor? On what are they based?

2. What is meant by the phrase “ noncom
peting labor grades” ?

3. What two theories can be used to ex
plain differences in wage rates?

4. What factors contribute to regional d if
ferences in wage rates?

8.4 Current Employment 
Trends and Issues

There are several trends and issues in 
today’s labor movement. These include 
union decline, comparable worth, renego
tiating union agreements, and the m ini
mum wage.

UNION DECLINE

A major trend in today’s economy is the 
decline o f the union movement. As recent
ly as 1970, 30.8 percent o f nonagricultural
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Many foreign workers earn lower wages than American workers. How does 
this help foreign competition and hurt American industry?

workers were members o f unions. This 
number fell to 25.2 percent in 1980 and 
dropped to 18 percent in 1986.

There are several reasons for this de
cline. For one, unions lost members in 
traditionally organized industries such as 
steel and automobiles. For another, some 
employers have worked hard to keep 
unions out o f their factories. Many hired 
consultants for advice on strategies to

fight union efforts. Others tried to make 
workers feel more like “ a part o f the 
team.” They added employees to the board 
o f directors and set up profit-sharing plans 
that reward workers.

A third reason for union decline is that 
new additions to the labor force— especial
ly women and teenagers— have little loyal
ty to organized labor. And, since many of 
these workers represent second incomes to
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families, there is a tendency for many o f 
them to accept lower wages.

The last, and perhaps most important, 
reason for the decline is that unions seem 
to be the victims of their own success. 
Unions have been able to raise wages o f 
their members 10 to 20 percent above the 
wages they would have received otherwise. 
As a result, union-made products, especial
ly in the building industry, are often more 
expensive than nonunion ones.

Finally, American workers receive higher 
wages than workers in other countries. As 
a result, many foreign products, such as 
stereos, clothes, shoes, steel, ballpoint 
pens, and computers are priced lower than 
American-made ones. American industry 
has been hurt by such foreign competition.

COMPARABLE WORTH

One o f the newer labor trends in the 
economy is comparable worth. This means 
that people should receive equal pay for 
work that is different from, but just as 
demanding as, other types o f work. As 
such, it goes beyond the concept o f equal 
pay for equal work.

Comparable worth has been mainly ap
plied to salary discrim ination cases be
tween men and women.

During the last two decades, many ef
forts were made to increase the pay o f 
women so that they received the same pay 
as men for the same jobs. Even so, a 
number o f occupations such as nursing, 
remain typically "fem a le.”  Others, such as

Figure 8-5

WEEKLY FEMALE EARNINGS
AS A PERCENTAGE OF MALE, 1970-1985
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engineering, tend to be typically "m a le ." 
Because typically female occupations pay 
lower wages, women overall earn less than 
men as shown on page 201.

In the state o f Washington, a federal 
judge ruled that the work performed by 
social service workers, most o f whom were 
female, was just as demanding as some 
traditionally male occupations, and or
dered the state to raise wages and give 
workers several years’ back pay. In I lli
nois, job evaluators trying to equate typ i
cally male occupations w ith typically fe
male ones, determined that the work done 
by highway workers was roughly equiva
lent to that done by nurses. In Minnesota, 
the work o f delivery drivers was deter
mined roughly comparable to that o f phar
macy assistants.

Today, over half the states have exa
mined the concept o f comparable worth. 
Several o f these states, including Califor
nia, Iowa, Minnesota, and Washington,

have had comparable worth laws on their 
books since 1984.

Comparable worth decisions are not easy 
to make. Many factors, such as education 
requirements, occupational hazards, and 
degree o f physical difficulty, have to be 
considered. Because o f this, some people 
say that comparisons o f occupations not 
only are almost impossible to make but 
also are not needed as long as people are 
free to choose their own profession. Others 
argue however that comparable worth is 
necessary to remove sex discrimination in 
the marketplace.

RENEGOTIATED 
UNION AGREEMENTS

Another m ajor trend in the 1980’s has 
been that o f low er wages for union work
ers. In some cases, lower wages were nec-

Comparable worth cases involve equating typically female occupations and 
typically male ones. Why are comparable worth decisions difficult?
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Cose S tudy: Issue

Should Right-to-Work Laws be Abolished?
An important issue faced by unions in recent years is right-to- 

work laws which outlaw union shops. The debate over these laws 
began when some workers were forced against their wishes to join 
unions. As a result, the Taft-Hartley Act o f 1947, contained a section, 
known as 14b, that permitted each state to determine if it wanted to 
allow union shops.

Defenders o f right-to-work laws claim  that people have the basic 
freedom to choose their own organizations. They interpret the term 
"right-to-work”  to mean that people should have the "righ t to work 
even if they do not join a union.” The laws, they say, increase a 
worker’s freedom to choose. They also claim  that workers' c iv il 
rights are violated when they are forced to join  a union, especially if 
they themselves or their employers do not want them to join. They 
believe that if state right-to-work laws or Section 14b were repealed, 
it would allow  unions to force membership, causing management 
to lose control over hiring and firing.

Those who oppose right-to-work laws say that anyone receiving 
such union benefits as improved wages and working conditions, 
ought to be a contributing union member. They also argue that if all 
employees o f a company do not belong to the union, the bargaining 
position o f the union is not as strong. Therefore, those opposed to 
the laws view  them and Section 14b o f the Taft-Hartley Act as 
anti-union measures. They do not agree w ith the laws’ defenders 
about the increase in a worker’s freedom to choose, and point out 
that if a state has a right-to-work law, a union shop would be 
prohibited even if an em ployer and all o f the employees wanted one.

1. What do right-to-work laws prohibit? What legislation gave 
states the right to pass right-to-work laws?

2. What arguments do those who defend right-to-work laws 
offer? Those who oppose them?

essary because industries were threatened 
by foreign competition. In other cases, in
dustries were simply not profitable and, 
therefore, could not afford expensive union
contracts.

One way employers have been able to 
reduce union wages is by asking for a 
giveback from union workers. Givebacks 
are wages and fringe benefits given up 
when labor contracts are renegotiated.
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When Chrysler faced stiff competition from 
foreign imports in 1981, for example, 
workers agreed to give up over a billion 
dollars in wages and fringe benefits to 
keep the company open. Later, the United 
Steelworkers Union voted to give up 
billions in pay and benefits to prevent lay
offs and factory closings.

Some companies have been able to get 
rid o f labor contracts by claim ing 
bankruptcy. When a company cannot pay 
its bills and is faced w ith going out o f 
business, it is usually given a year to try 
to work out its debts. I f it can show the 
court that wage and fringe benefits contri
buted significantly to its problems, the 
court usually allows the company to ter
minate its union contract and establish 
different wage scales.

Another way o f reducing union salary 
scales is w ith a tw o-tier w age  system. This 
system keeps the old wage for current 
workers, but has a much lower wage for 
newer workers. In 1983, for example, 
American Airlines won an agreement w ith 
its unions to pay all new pilots and me
chanics about half what the current ones 
were receiving. In 1984, the United States 
Postal System announced that starting pay 
for all new employees would be cut 25 
percent.

Two-tiered systems have an immediate 
impact on labor costs. The postal service, 
for example, hires about 40,000 new work
ers annually, so the savings are substan
tial. Since the savings are so large, two- 
tier contracts have proved popular w ith 
management. Workers, however, are less 
sure about the benefits o f the system. They 
are concerned that new workers w ill have 
some hostility toward older ones. Older 
workers are concerned that the system 
might lead to problems in the future as 
the new and lower paid workers become a 
larger part o f the work force.

THE M IN IM UM  WAGE

The m inim um  w age— the lowest wage 
that can be paid by law to workers in a 
certain job— was first set in 1939 at $.25 
per hour. As Graph A  on page 205 shows, 
the m inimum wage increased from time to 
time until it reached $3.35 in 1981.

Although Graph A  seems to indicate that 
the minimum wage increased considerably 
over time, it does not take inflation into 
account. For example, since prices were 
higher in 1986, a minimum wage o f $3.35 
bought more goods and services in 1981 
than it did in 1986.

In order to make belter comparisons 
over time, economists like to measure 
things in terms o f real or constant dollars. 
This means that the comparison is made 
by using a common set o f prices for all 
years. To do so, a base year— a year that 
serves as the basis o f comparison for all 
other years— is selected. Next, goods and 
services for all years are measured in 
terms o f the base year prices. The Depart
ment o f Commerce currently uses 1982 as 
a base year.

The use o f real or constant dollars 
makes it easier to look at a graph and see 
real changes in terms o f purchasing power 
from one period to the next. For example, 
Graph В  shows that the minimum wage 
had more purchasing power in 1968 than 
any other year. After that, the graph 
begins to decline. This shows that the min
imum wage did not buy as many goods 
and services as it did earlier.

In Graph C, the m inimum wage is ex
pressed as a percent o f the average manu
facturing wage. The illustration shows that 
the wage has declined since the end o f the 
1960’s to the point where it is less than 40 
percent o f the average manufacturing 
wage today.

There is always debate over the mini
mum wage. Some people object on the
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Figure 8-6

THE M IN IMUM  WAGE
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grounds o f economic freedom and argue 
that employers should be free to pay what
ever wage they want. Others agree in prin
ciple, but think the wage is too high. This 
group feels that the wage discriminates 
against young people and is one o f the rea
sons that many teenagers cannot find jobs.

Those who support the minimum wage 
do so on grounds o f equity and fairness. 
They believe that the minimum wage gives 
the worker some protection against the ex
ploitation. Besides, they argue, the wage is 
not very large in the first place. When his
torical trends are taken into account, the

minimum wage gives workers less protec
tion than at any time since 1969.

Section Review
1. What has happened to union member

ship since 1970?
2. Why is comparable worth an issue 

today?
3. What are two ways employers have 

been able to lower wage costs?
4. When was the m inimum wage first es

tablished? What is the m inimum wage 
today?

Summary
1. The civilian labor force, which ac

counts for about 48.3 percent o f the 
population, is made up o f men and 
women over the age o f 16 who have 
jobs or are actively seeking jobs.

2. Only 18 percent o f the civilian labor 
force belongs to unions. The rest are 
nonunion workers.

3. The first time workers tried to orga
nize was in 1778. In the early 1800’s, 
however, public opinion was against 
unions, and they did not show much 
growth.

4. Craft or trade unions represent work
ers who perform the same kind o f job.

5. Industrial unions represent all workers 
in an industry, no m atter what kind of 
job each performs.

6. During periods o f labor unrest, unions 
would strike, picket, and boycott an 
employer. Employers would sometimes 
lock out workers from factories.

7. The Sherman Antitrust Act o f 1890 
was used to keep unions in line until 
the 1930’s, when laws were passed that 
favored organized labor. These laws 
included the Norris-LaGuardia Act, the 
National Labor Relations Act, and the 
Fair Labor Standards Act.

8. After W orld W ar II, public opinion 
turned against labor and led to the 
Taft-Hartley Act o f 1947, which put
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limits on what unions could do in 
labor-management disputes.

9. The AFL, representing craft unions, 
and the CIO, representing industrial 
unions, argued for control of the labor 
movement until 1955, at which time 
they merged into the AFL-CIO.

10. Not all unions belong to the AFL-CIO. 
Today workers also are represented by 
many different independent unions.

11. There are four major kinds o f union 
shop arrangements— closed shops, 
union shops, modified union shops, 
and agency shops.

12. The process of collective bargaining 
involves mediation, arbitration, fact
finding, injunction and seizure, and 
presidential influence.

13. There are four major categories o f 
labor— unskilled, semiskilled, skilled, 
and professional. Workers in one cate
gory generally do not compete w ith 
those in another category.

14. W age differences can be explained by 
the traditional theory o f wage determ i
nation or by the theory o f negotiated 
wages. Some regional differences in 
wages are the result o f such factors as 
supply and demand, labor m obility, 
cost o f living, and location.

15. In recent years, the percent o f the 
labor force that belongs to unions has 
declined. Comparable worth, renego
tiated labor agreements, and the m ini
mum wage have become the subjects 
o f debate.

iRuilding an Economic Vocabulary
civilian labor force
craft union
trade union
industrial union
strike
picket
boycott
lockout
company unions 
Great Depression 
Norris-LaGuardia Act 
National Labor 

Relations Act (NLRA ) 
National Labor 

Relations Board 
(NLRB)

Fair Labor Standards Act 
Taft-Hartley Act 
Landrum-Griffin Act 
American Federation 

of Labor (AFL)

Congress o f Industrial 
Organizations (CIO ) 

American Federation o f 
Labor and Congress o f 
Industrial Organizations 
(AFL-CIO) 

jurisdictional dispute 
independent unions 
closed shop 
union shop 
right-to-work laws 
modified union shop 
agency shop 
grievance procedure 
mediation
voluntary' arbitration
compulsory arbitration
fact-finding
injunction
seizure

unskilled labor 
semiskilled labor 
skilled labor 
professional labor 
noncompeting labor grades 
wage rate
traditional theory o f 

wage determination 
equilibrium wage rate 
theory o f negotiated 

wages 
seniority 
labor m obility 
comparable worth 
giveback
two-tier wage system 
minimum wage 
real dollars 
constant dollars 
base year
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mRemewing the Main Ideas
1. What are some factors that influenced 

the development o f labor unions in the 
1800’s?

2. What was the general attitude toward 
workers until the 1930’s? How were 
workers organized?

3. How did attitudes toward labor change 
in the 1930s?

4. What did the Norris-LaGuardia Act o f 
1932 do for labor? The National Labor 
Relations Act? The Fair Labor Stan
dards Act?

5. What were some o f the provisions o f 
the Taft-Hartley act o f 1947? The Lan- 
drum-Griffin Act o f 1959?

6. What is the difference between a 
closed shop and a union shop?

7. In what ways are mediation and arbi
tration different? The same?

8. How does fact-finding differ from in
junction and seizure?

9. What is the difference between an un
skilled worker and a skilled worker? A 
skilled worker and a professional?

10. What is the traditional theory o f wage 
determination? rfow  is it different 
from the theory o f negotiated wages?

11. What are some m ajor trends and 
issues facing labor today?

Practicing Critical Thinking Skills
1. Given the fact that less than 18 percent 

o f the civilian labor force belongs to 
unions, do you feel that unions have too 
much power in the United States 
today? Explain your answer.

2. Unions generally argue that the best 
interests o f workers can be served when 
employees are members o f a union. Do 
you agree or disagree? Defend your 
answer.

3. Do you think that union-management 
differences generally are resolved in a

fair and reasonable manner? Give spe
cific examples to support your position.

4. Some people believe that in today's 
economy, the theory o f negotiated 
wages is more useful than the tradition
al theory o f wage determination. Ex
plain why you agree or disagree.

5. Give reasons why you agree or disagree 
w ith the follow ing: “ Unions have out
lived their usefulness.”

6. Present an argument for or against 
comparable worth.

Applying Economic Understandings_______

Using a Statistical Reference do this, they often use a statistical refer-
Economists, like other social scientists, ence, a summary o f data gathered by gov- 

analyze data to predict future trends. To ernment and private sources. One refer-
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ence often used by economists is the Sta
tistical Abstract o f the United States.
Published yearly by the Department o f 
Commerce, it contains data on the social, 
political, and economic organization o f the 
United States. Other statistical resources 
often used by economists are the Economic 
Report of the President and the Budget o f  
the United States Government. Also pub
lished yearly, both these publications con
tain statistical tables and charts on in
come, employment, and production in the 
United States.

Study the following example, which w ill 
provide you with steps to develop the skill 
of using a statistical reference. In the ex
ample, the topic to be researched is that 
since the mid-1970's, labor unions have 
been losing members in traditionally or
ganized industries, but have made some 
gains in the service industry.

1. Define the data that is to be researched 
and analyzed. (Information on the num
ber of workers who are members o f 
labor unions in manufacturing and serv
ice industries since the mid-1970’s.)

2. Decide which statistical reference you 
will use. (Statistical Abstract o f  the Unit
ed States because it summarizes eco
nomic data from many sources.)

3. Decide where to find the most current 
edition of the reference. (Most libraries

have the current edition in the reference 
section.)

4. Acquaint yourself w ith  the organization 
o f the statistical reference. (The 1986 
Statistical Abstract o f  the United States is 
divided into 33 topical sections. It also 
has a Table o f Contents, an appendix 
w ith additional data, and an index.
Each section has graphic charts o f some 
o f the data in the section, a brie f dis
cussion o f the information presented in 
the section, and statistical tables.)

5. Look up the topic in the index or in the 
Table o f Contents. (The index indicates 
that membership in labor unions is 
found on page 423 in a table entitled 
“ U.S. Membership in AFL-CIO Affiliated 
Unions by Selected Union: 1971 to 
1983.”  It is the only table that differen
tiates membership in different unions 
over time.)

6. W rite the information that applies to 
the topic that you are researching. (The 
table tells you that, from 1975 to 1983, 
labor union membership declined in 
nearly all manufacturing industries. 
Labor union membership increased in 
such service industries as firefighters; 
state, county, and municipal workers; 
and teachers.)

For further practice in using a statistical
reference, research this topic: Women
overall earn less than men.

EMPLOYMENT, UNIONS, AND WAGES 209



f Sources of 
Government Revenue
The only fair tax is a tax on someone else. Unknown



Chapter 9

After reading this chapter, you w ill be able to:

•  Evaluate the 1986 tax reform bill based on the criteria and major 
principles o f taxation.

•  Discuss the major categories o f taxes collected by the federal 
government.

•  List the ways in which state and local governments raise revenue.

•  Describe contemporary tax issues and the economic impact o f 
taxes.

9.1 Taxation
It takes an enormous amount o f money 

to run the federal, state, and local 
governments o f the United States. 
Collectively, all three levels o f government 
raised nearly 1.5 trillion dollars in 
revenues in 1985. This figure amounted to 
nearly $6300 for every man, woman, and 
child in the United States.

To keep up with the tremendous 
demand for government services, total 
revenue collections by all levels o f 
government have grown rapidly. The 
illustration on page 213 shows that total

collections almost tripled between 1965 
and 1985 when measured in constant 
dollars. On a constant per capita basis, 
total revenue collections more than 
doubled.

The single most important way 
governments raise revenue is through 
taxes. Among other items, there are taxes 
levied on income, sales, and property. In 
addition to taxes, government also raises 
revenue from college tuitions, unemploy
ment insurance contributions, and even 
the sale o f drivers’ licenses.

SOURCES OF GOVERNMENT REVENUE 211



CRITERIA FOR TAXES

In order to have an effective tax system, 
government must have criteria, or stan
dards, by which to judge the merit o f the 
taxes it imposes. One such criterion is that 
a tax yields enough revenue. I f  it does not, 
it may not be o f much value.

A second criterion is clarity. Tax laws 
should be written so that both the tax
payer and the tax collector can understand 
them. This is not an easy task, but people 
seem to be more w illing to pay taxes when 
they understand them.

A third criterion is ease o f administra
tion. A tax should be easy to collect. It 
should not require a large enforcement 
staff, and it should be designed so that c it

izens find it hard to avoid. This criterion 
also includes convenience and efficiency. 
That is, the tax should be administered at 
the lowest possible cost.

A final criterion is fairness. Taxes should 
be imposed im partially and justly. How
ever, this is hard to do because people do 
not always agree about what is or is not 
fair when it comes to taxes.

PRINCIPLES OF TAXATION

The criteria o f taxation afford some 
broad guidelines for judging tax systems. 
They do not, however, indicate how to se
lect the persons or groups on which taxes

Figure 9-1

CRITERIA FOR TAXES

1. A tax must yield 
enough revenue.

2. A tax law must be 
written clearly.

3. A tax must be 
easy to collect.HfOo и

4. A tax must 
be fair.
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Figure 9-2

REVENUE COLLECTIONS 
BY ALL LEVELS OF GOVERNMENT 
(IN CONSTANT 1982 DOLLARS)

I 1 Federal 

f I  State 

I 1 Local

Even when adjusted for inflation, 
tax collections by all levels 
of government more than 
doubled between 1965 and 1985.

$878 billion

$1420 billion

$599 billion

19%
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Source*: Governmental Finances, Various years
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w ill be imposed. Since everyone pays taxes 
at one time or another, who w ill pay what 
is very important.

In general, taxes are based chiefly on 
one o f two principles that have evolved 
over the years. These are the Benefit Prin
ciple and the Ability-to-Pay Principle.

BENEFIT PRINCIPLE. The Benefit Prin
ciple o f  Taxation is based on two ideas. 
First, those who benefit from government 
services should be the ones to pay for 
them. Second, people should pay taxes in 
proportion to the amount o f services or 
benefits they receive.

Gasoline taxes are a good example o f the 
Benefit Principle. Since they are used to 
build streets and highways, the motorists

who use streets and highways end up pay
ing the tax. Since the tax is included in 
the price o f the gasoline, the person who 
uses more gasoline w ill pay more tax. The 
person who does not buy any gasoline will 
not pay the tax.

The Benefit Principle has two important 
lim itations. One is that many government 
services benefit most those who can least 
afford to pay them. In the case o f welfare 
payments and low-income housing, for ex
ample, the people receiving the services 
are the ones w ith the lowest incomes. 
Even if  they could pay something, they 
would not be able to pay taxes in propor
tion to the benefits received.

A second lim itation o f the Benefit Princi
ple is that the benefits often are hard to

Both the teenager at work in the left photograph and the adult in the 
right photograph have to pay taxes. According to the Ability to Pay 
Principle of Taxation, how is the amount each person has to pay in taxes 
determined?
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measure. For example, are people who 
drive the only ones who benefit from the 
roads built with gasoline taxes? What 
about the property owners whose property 
increases in value because o f the roads 
that lead to and from it? What about the 
people who work in hotels and restaurants 
and depend on tourists who arrive by car 
or bus? Not all property owners or em
ployees of hotels and restaurants buy gaso
line, but they still benefit from facilities 
that the gasoline tax helps provide.

Another example o f this lim itation is 
school taxes. Those who favor the Benefit 
Principle feel that only people with school- 
age children should have to pay school 
taxes. But, in the long run, everyone bene
fits from public education. Directly or 
otherwise, all o f us benefit from the educa
tion received by legislators, doctors, and 
others who contribute to the national w ell
being.

In practice, other taxes besides those on 
gasoline are based on the Benefit Princi
ple. Examples are sewer taxes on water 
bills and garbage collection fees.

ABILITY-TO-PAY PRINCIPLE. The sec
ond is the Ability-to-Pay Princip le o f  T a x 
ation. It says that people should be taxed 
according to their ability to pay, no mat
ter what benefits or services they receive. 
Thus, a high-income couple with no chil
dren should be just as responsible for 
school taxes as a low-income couple w ith 
six children.

The Ability-to-Pay Principle is based on 
three things. First, it is not possible to 
measure the benefits derived from govern
ment spending. Second, persons with 
higher incomes suffer less discomfort than 
persons with lower incomes even if they 
pay higher taxes. A fam ily o f four w ith a 
yearly income of $10,000, for example, 
needs almost every cent for the necessities 
of life. If the tax rate were 14 percent, this

fam ily would have to pay $1400— a huge 
amount for them. On the other hand, a 
couple w ith no children and a yearly in
come o f $80,000 could afford to pay a 
higher tax rate o f perhaps 30 percent, or 
$24,000, and still live very well.

Finally, the only means most people 
have o f paying taxes is the income they 
earn. Since the benefits o f government 
services to individuals are hard to mea
sure, the other basis for distributing taxes 
is income.

TYPES OF TAXES

Basically, there are three types o f taxes 
in the United States today— proportional, 
progressive, and regressive. Each is classi
fied according to the way in which the tax 
burden changes as income changes.

PRO PO RTIO NAL TAX. A proportional
tax is one that imposes the same percent
age rate o f taxation on everyone, no mat
ter what their income. If, for example, the 
income tax rate were 20 percent o f all tax
able income, a person w ith $10,000 in tax
able income would pay $2000 in taxes. A 
person w ith $20,000 in taxable income 
would have to pay $4000. Even when in
come goes up, the percent o f total income 
paid in taxes does not change.

PROGRESSIVE TAX. A progressive tax is
one that imposes a higher percentage rate 
o f taxation on persons w ith high incomes 
than on those w ith low incomes. The fed
eral income tax rates for 1986 in the table 
on page 220 are an example o f this. Ac
cording to the tables, a single individual 
pays nothing on all income up to $2480,
11 percent on income between $2480 and 
$3670, and so on until a top rate o f 50 
percent is reached.
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THREE TYPES OF TAXES
TYPE OF 

TAX
INCOM E OF 

$10,000
INCOM E OF

Proportional city occupational
tax— $97.50
.975% of total income

city occupational 
tax— $975
.975 of total income

As income goes up, the 
percent of income paid 
in taxes stays the same.

Progressive federal individual 
income taxes before 
1987— $1000, 10% of 
total income

federal individual 
income taxes before 
1987— $30,000, 30% of 
total income

As income goes up, the 
percent of income paid 
in taxes goes up.

Regressive

.. ..........

food, clothing, 
and medicine— $3000 
taxed at 4%— $120 
1.2% of total income

food, clothing, 
and medicine— $20,000 
taxed at 4%— $800 
.8% of total income

As income goes up, 
the percent of income 
paid in taxes goes 
down.

Table 9-A

REGRESSIVE TAX. A regressive tax is 
one that imposes a higher percentage rate 
o f taxation on low incomes than on high 
incomes.

For example, a person w ith a yearly in
come o f $10,000 may spend $3000 on food, 
clothing, and medicine, while a person 
with a yearly income o f $100,000 may 
spend $20,000 on the same essentials. I f 
the state sales tax, which is a regressive 
tax, were 4 percent, the person w ith the 
lower income would pay a lesser amount 
in dollars but a higher percentage o f total 
income. This can be seen in the table on 
page 216.

1986 TAX REFORM ACT

In 1986, Congress passed the most 
sweeping tax reform act since income

taxes were first set up in 1914. It applied 
to income earned in 1988 and after, with 
1987 set up as a transition year. Basically, 
the law reduced tax brackets and closed 
tax loopholes— missing information or ex
ceptions that allow  people and businesses 
to avoid taxes.

W hile the act reformed the federal tax 
system, it was not designed to raise addi
tional revenues for the federal government. 
Instead, the tax act was intended to be 
tax neutral— raising the same amount of 
revenue after the revision as before.

REASONS FOR TAX REFORM. There 
were a number o f reasons why tax reform 
was passed. First, one o f President Rea
gan’s m ajor goals was to reduce the bur
den o f the federal tax structure on both in
dividuals and businesses.

Second, there was a grow ing feeling that 
the tax code increasingly favored the rich 
and powerful. In 1983, for example, over
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3000 millionaires paid no income taxes. 
There were also tens o f thousands o f 
others who, for one reason or another, had 
substantial income yet were not required 
to pay taxes.

Wealthy people were not the only ones 
who have legally avoided paying taxes. 
Many corporations did the same. For ex
ample, Boeing, ITT, General Dynamics, 
Transamerica, First Executive Corporation, 
and Greyhound were profitable from 1981 
to 1984. But instead o f paying corporate 
income taxes, these companies collected 
tax refunds during each o f these four 
years.

A third reason for tax reform was that 
businesses in general were paying fewer 
taxes than in the past. In 1970, for exam
ple, taxes on corporate business profits 
amounted to 16.9 percent o f the total fed
eral revenues. By 1975, this figure had 
dropped to 14.5 percent and to 8.4 percent 
in 1985.

CONSEQUENCES OF TAX REFORM.
The tax reform act did five things. First, it 
ended the traditionally progressive income 
tax paid by individuals. For years, taxpay
ers faced increasingly higher rates as in
come went up. As can be seen in the table 
on page 220, as recently as 1986, single 
individuals faced as many as 16 different 
brackets and rates.

For 1988 and after, however, federal in
come tax rates are largely proportional. 
Under the new law, all single individuals 
with taxable incomes o f $17,850 or less 
pay a flat rate o f 15 percent. I f  one person 
earns $1000, the tax rate is 15 percent. I f 
another earns $15,000, the rate is still 15 
percent. After $17,850, however, the base 
rate increases to 28 percent where it re
mains regardless o f income earned. After a 
certain amount, higher-income taxpayers 
must also pay a 5 percent surcharge— or 
additional tax above and beyond the base 
rate. The purpose o f this is to recover the

revenue lost when the first $17,850 was 
taxed at the low er 15 percent rate.

Second, the law made it more difficult 
for the very rich to avoid taxes completely. 
It did so by strengthening the provisions 
relating to the alternate 20 percent m ini
mum tax. Corporations, like individuals, 
face a m inimum 20 percent tax. The pur
pose o f these provisions was to make the 
tax law more fair.

Third, the reform  act shifted about $120 
b illion o f taxes from  individuals to busi
nesses over a five-year period. This was

The 1986 tax reform act closed tax loopholes 
for many. According to the cartoon, is the 
married couple better or worse o ff after tax 
reform?

"LET'S SEE— G1VETH, 7AKETH AWAY, 
6IVETH, 6IVETK TAKETH AWAY----B
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accompanied by removing a number o f tax 
breaks for business that forced it to pay 
more. This additional revenue was then 
used to replace that lost when individual 
rates were cut.

Fourth, the tax act reversed the trend o f 
using the tax system as a tool to promote 
social and economic goals. For years, for 
example, people could deduct consumer 
interest payments, including those paid on 
credit cards, home loans, and student edu
cational loans. There were also tax deduc
tions for charitable donations and tax 
credits for contributions to political candi
dates. Under the old system, then, certain 
kinds o f activities were encouraged.

The reform law removed most exclusions 
and individual deductions. Except for 
home loans, interest payments on consum
er debt— including student educational 
loans— are no longer deductible. Credits 
for contributions to political candidates 
have also been removed. Individual dona
tions to ch arity  are s t ill a llow ed , but 
are harder to claim . The act even makes

all unemployment benefits subject to taxa
tion. Before the reform  law, some unem
p loym en t paym ents w ere exem pt from 
taxes.

Finally, the reform  law helped many 
low-income taxpayers, the people some
times called the "w ork ing poor.”  Some six 
m illion low-income taxpayers w ill not 
have to pay any taxes under the new law. 
Because o f this, some experts feel that the 
tax reform law was the most important 
anti-poverty legislation passed in a decade.

Section Review
1. How have government revenues 

changed in recent ye&rs?

2. What are the four criteria used to judge 
the merit o f taxes?

3. What are the three types o f taxes in the 
United States today? How do they differ 
from one another?

4. How did the 1986 tax act change rates 
for individuals? For businesses?

9.2 Federal Tax System
The federal government collects taxes 

from a number o f sources. As shown in the 
graphs on page 219, the most important 
taxes are individual income taxes, social 
security taxes and contributions, and cor
porate income taxes.

INDIVIDUAL INCOME TAXES

In 1985, the federal government collect
ed 45.6 percent o f its total revenue in

individual income tax— the tax on people’s 
earnings.

In most cases, the individual income tax 
is paid over time through a payroll with
holding system. Under this system, em
ployers periodically send a portion o f a 
w orker’s pay to the Internal Revenue Serv
ice (IR S ), the branch o f the Treasury De
partment in charge o f collecting taxes.

The person who owes the taxes then files 
a tax return— a yearly report on earn
ings— with the IRS. The return, which is 
based on the previous year’s earnings, gen
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FEDERAL GOVERNMENT RECEIPTS 
BY SOURCE

1975

Corporate 
Income Taxes

Excise Taxes

1.6% ^ s‘at* and 0.9% 
Gilt Taxes

1.3% Customs Duties 1.7%

2.3% Miscellaneous 2.4%

_Social Insurance Taxes . 
and Contributions

Source: Economic Report o f  the President, 1976 and  1986 

Figure 9-3

1985

erally must be filed by April 15 o f each 
year. Any differences between the amount 
withheld during the year and the amount 
due is settled when the return is filed.

Any persons who are self-employed and 
do not have money withheld from their 
paychecks must estimate their taxes for 
the upcoming year and make quarterly 
payments o f this estimate to the Internal 
Revenue Service. They must make a final 
settlement for the previous year sometime 
before April 15.

Generally speaking, the individual in
come tax is a proportional tax. In 1988, 
for example, single individuals paid a flat 
15 percent on all income up to $17,850. 
After that level, a flat rate o f 28 percent 
applied, regardless o f the level o f income 
earned.

SOCIAL SECURITY TAXES

The second kind o f federal tax is social 
security taxes, which account for the next 
largest amount o f federal revenue. These 
taxes are also called F ICA , which stands 
for Federal Insurance Contributions Act. 
They are levied on the earnings o f most 
salaried and self-employed people and are 
used to provide m inimum incomes in the 
form  o f a pension to elig ib le retired or 
permanently disabled persons or their de
pendents or survivors. They also provide 
unemployment compensation; aid for the 
needy, the aged, the blind, and dependent 
children; and health care for some groups.

Social insurance taxes and contributions, 
also known as Social Security, are propor
tional up to a point and regressive from
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Table 9-B

THE FEDERAL INCOME TAX
M ARRIED F ILING  JO INTLY SIN G LE  TAXPAYE RS

1988 And Beyond

I f  taxable 
income is 
more than

but not 
more than

T ax  rate 
is

o f  amount 
over

I f  taxable 
Incom e is 
more than

but not 
m ore than

T ax  rate 
is

o f  amount 
over

0
$29,750

$29,750 15%
$4,463 + 28%

$0
$29,750

0
$17,850

$17,850 15%
$2,678 + 28%

so
$17,850

1987 Transition Year
I f  taxable 
income is but not T ax  rate o f  amount

I f  taxable 
incom e is but not T ax  rate o f  amount

more than more than is over more than m ore than Is over

0 $3,000 11% $0 0 S I,800 11% $0
$3,000 $28,000 $330+ 15% $3,000 $1,800 $16,800 $198+15% $1.800

$28,000 $45,000 $4,080 + 28% $28,000 $16,800 $27,000 $2,448 + 28% $16,800
$45,000 $90,000 $8,840 + 35% $45,000 $27,000 $54,000 $5,304 + 35% $27,000
$90,000 $24,590 + 38.5% $90,000 $54,000 $14,754 + 38.5% $54,000

1986

Taxab le  Incom e

Taxab le  Incom e

M ore
than

but not 
m ore than T ax  is

o f  amount 
more than

Л1иГС

than
UUI I1UI

more than T ax  is
Ul dlllUUIIl

more than $0 $2,480 $0
$0 $3,670 $0 S2.480 $3,670 11% $2.480

$3,670 $5,940 11% $3,670 $3,670 $4,750 $131 + 12% $3,670
$5,940 $8,200 $249.70+12% $5,940 $4,750 $7,010 $260.50+ 14% $4,750
$8,200 $12,840 $520.90+14% $8,200 $7,010 $9,170 $576.90+ 15% $7,010

$12,840 $17,270 $1,170.50+ 16% $12,840 $9,170 $11,650 $900.90+ 16% $9,170
$17,270 $21,800 $1,879.30+ 18% $17,270 $11,650 $13,920 $1,297.70+ 18% $11,650
$21,800 $26,550 $2,694.70 + 22% $21,800 $13,920 $16,190 $1,706.30 + 20% $13,920
$26,550 $32,270 $3,739.70 + 25% $26,550 $16,190 $19,640 $2,160.30 + 23% $16,190
$32,270 $37,980 $5,169.70 + 28% $32,270 $19,640 $25,360 $2,953.80 + 26% $19,640
$37,980 $49,420 $6,768.50 + 33% $37,980 $25,360 $31,080 $4,441.00 + 30% $25,360
$49,420 $64,750 $10,543.70 + 38% $49,420 $31,080 $36,800 $6,157.00 + 34% $31,080
$64,750 $92,370 $16,369.10 + 42% $64,750 $36,800 $44,780 $8,101.80+38% $36,800
$92,370 $118,050 $27,969.50 + 45% $92,370 $44,780 $59,670 $11,134.20 + 42% $44,780

$118,050 $175,250 $39,525.50 + 49% $118,050 $59,670 $88,270 $17,388.00 + 48% $59,670
$175,250 $67,553.50 + 50% $175,250 $88,270 $31,116.00 + 50% $88,270

Starting in 1988, single taxpayers pay an extra 5 percent surcharge on taxable income 
between $43,150 and $89,560^-or $71,900 and $149,000 for joint filers— or until the benefits 
o f the personal exemption and the low er 15 percent bracket are offset..

Source: U.S. Department of the Treasury
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then on. In 1986, any person who worked 
for someone else paid a tax rate o f 7.15 
percent on earnings up to $42,000. The 
employer then matched that amount. Any 
self-employed person paid a 14.30 percent 
tax rate.

After the $42,000 figure, however, the 
tax becomes regressive. A person who 
works for someone else and makes exactly 
$42,000 pays $3003, as do those who make

$50,000, $100,000, or $250,000. Because o f 
this upper lim it, social security taxes have 
sometimes been called the taxes o f the 
m iddle and lower classes.

Social security taxes generally are de
ducted directly from a person’s paycheck. 
Examining the sample paycheck and w ith
holding statement on page 221 w ill show 
more clearly how this works. For example, 
the worker to whom the check belongs,
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Most m ajor airports 
have customs sta
tions. These officials 
are responsible for 
inspecting goods 
com ing into the Unit 
ed States. What is a 
customs duty?

makes $10 an hour and receives a check 
every two weeks. If the length of the work
week is 40 hours, the worker’s gross pay 
amounts to $800.

According to the 1986 tax schedule, the 
federal individual income tax amounts to 
$90.02. The FICA tax for the pay period 
amounts to $57.20. These two amounts 
plus deductions such as credit union de
posits, city taxes, and savings bond pur
chases are subtracted from the gross pay 
to reach the net of $619.46 which appears 
on the paycheck.

tion pays on its profits. At first, the corpo
rate income tax is progressive, but after a 
certain level, it becomes proportional.

There are three tax brackets for corpora
tions. The first is 15 percent on all income 
under $50,000. The second is 25 percent on 
income from $50,000 to $75,000. The third 
tax bracket has a top rate of 34 percent on 
all income over $75,000. In addition, a 
company must pay a 5 percent surcharge 
from $75,000 to $335,000. Its purpose is to 
recover the revenue from taxing the first 
$75,000 at lower rates.

CORPORATE INCOME TAXES
The third largest category of taxes col

lected by the federal government is the 
corporate income tax— the tax a corpora

EXCISE, ESTATE, AND GIFT 
TAXES AND CUSTOMS DUTIES

The federal government also receives 
some revenue in the form of excise, estate,
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and gift taxes and custom duties. An ex
cise tax is the tax on the manufacture or 
sale of certain items, such as gasoline and 
liquor. There is, in fact, an excise tax on 
most of the goods almost everyone buys. 
Since low-income families spend more of 
their incomes on these goods than do high- 
income families, excise taxes tend to be 
regressive.

The estate tax is a tax on the estate of a 
person who has died. The gift tax is a tax

on donations of money or wealth. A cus
toms duty is a charge levied on goods 
brought in from other countries. Because 
these duties are fairly low, they produce 
little federal revenue.

Section Review
1. How do individual income, social secu

rity, and corporate income taxes differ?
2. What are the four other ways in which 

government can raise revenue?

m

9.3 State and Local Revenue Systems
Like the federal government, state and 

local governments also need to raise reve
nue to carry out their duties. They do this 
in several different ways. They receive 
funds from utility revenues; college and 
university tuitions; license taxes; insurance 
taxes; and taxes on tickets to theaters, 
sports events, and other amusements. They 
also receive funds in the form of intergov
ernmental revenues —these are monies re
ceived in the form of federal grants and 
other transfers of federal tax dollars.

State and local governments also use 
many of the same devices as the federal 
government to raise revenue. For example, 
many state and local governments impose 
income taxes, estate taxes, and gift taxes. 
Some also impose taxes that are like the 
excise taxes on gasoline and cigarettes.

In addition to these, there are a few 
sources of revenue available to state and 
local governments that are not used by the 
federal government. The diagram on page 
225 shows two of these— the general sales 
tax and the property tax.

SALES TAXES
A sales tax is a general tax levied on 

consumer purchases of nearly all products. 
It is added to the final price paid by the 
consumer.

As of 1986, only five states— Alaska, Del
aware, Montana, New Hampshire, and Or
egon— did not have some kind of general 
sales tax. The tax rate varies for each of 
the other states, as can be seen in the map 
on page 224. Many individual cities also 
have a sales tax.

For the most part, sales taxes are col
lected by individual merchants at the time 
of the sale and are turned over weekly or 
monthly to the proper government agency. 
Most states allow merchants to keep a 
small portion of what they collect to com
pensate for their time and bookkeeping 
costs.

The sales tax generally is a very effective 
means of getting revenue for states and 
cities. It is hard to avoid when it is placed 
on such goods as cigarettes and gasoline,

SOURCES OF GOVERNMENT REVENUE 223



GENERAL SALES TAX BY STATE*

to a l * S K A  
0%

• * * * >
HAWAII /“-v

4%

As o f 1986 

I I 0-3%

I I 3.1-4.9%

5% and over

Figure 9-5

which have an inelastic demand. Because 
it affects large numbers of consumers, it 
raises huge sums of money. The sales tax 
also is relatively easy to administer be
cause it is collected at the point of sale by 
the merchant.

A major problem with the sales tax, 
however, is that it tends to be regressive.
A person with a total income of $10,000 
may spend $3000 on food and medicine 
and pay 5 percent, or $150, in taxes. But it 
is harder for a person with an income of 
$100,000 to spend $30,000 and pay 5 per
cent, or $1500, in taxes on the same items. 
For this reason, the percentage of income

paid in sales tax goes down as income 
goes up.

To counter this regressive feature, many 
states do not tax such necessities as food 
and drugs. This makes it easier for many 
lower-income people as it places more of 
the load on those with higher incomes.

PROPERTY TAXES
A major source of revenue for local gov 

ernments is the property tax—a tax on 
real property and tangible and intangible
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personal property. Real property, or real 
estate, includes land, buildings, and any
thing else permanently attached to them. 
This includes such things as elevators and 
central air-conditioning. Tangible personal 
property is all tangible items of wealth not 
permanently attached to land or buildings, 
such as furniture, automobiles, farm ani
mals, the stock of goods in retail stores, 
and clothing. Intangible personal property

includes such things as stocks, bonds, 
mortgages, and bank accounts.

The most important property taxes are 
those on real estate. With the exception of 
the personal property tax on automobiles, 
the taxes on neither tangible nor intangi
ble property raise much money.

The main problem with personal proper
ty as a source of revenue is that many 
items are not always brought to the atten-

Figure 9-6
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Profile

Martin Feldstein
Martin Feldstein is a noted 

conservative economist who stud
ied at Harvard and Oxford Univer
sities. At the age of 38, he was 
elected president of the National 
Bureau of Economic Research.

In 1977, he received the covet
ed John Bates Clark Award from 
the American Economics Associa
tion, which is given to the most 
outstanding economist under the 
age of 40. In 1982, he was appoint
ed Chairman of President Reagan’s 
Council of Economic Advisors. He 
left this post in 1984, and currently teaches at Harvard University.

Feldstein is noted for his views relating to the impact of 
government on private economy. In his book— The American Econ
omy in Transition— he argues that the high taxes that are needed to 
support retirement benefits and governmental activities hurt the 
economy. He believes that the expanded role of government contrib
utes to lower rates of saving and investment, which leads to slower 
economic growth.

1939-

tion of the tax assessor— the person who 
places value on property for tax purposes. 
Because of this, many things that should 
be taxed never are.

Another problem is that some property 
is very hard to evaluate fairly. A third 
problem is that the rate of these taxes 
often is so low that it does not pay to 
make the effort to collect them. For these 
reasons, many state and local governments 
have decided not to tax tangible and in
tangible personal property.

Although large sums of money are raised 
by real estate and automotive property 
taxes, this form of taxation is not without 
its critics. Some people feel that the own
ership of property, particularly real estate, 
is not a true measure of a person’s ability 
to pay taxes. For example, the person who 
places a large portion of his or her income 
into building a very costly house will 
incur a rather large real estate tax. But 
another person who lives in a small apart
ment and invests the same amount of
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money in stocks and bonds may pay little 
or no property tax.

Critics of property taxes also point out 
that a person's income and the value of 
his or her home are related in a very loose 
way. For example, each of two people may 
buy a house for $80,000. One may have a 
high income and pay cash. The other, be
cause of a more limited income, may only 
be able to pay $8000 and be forced to 
assume a $72,000 loan balance on the 
home. Although both are taxed on the 
basis of owning an $80,000 house, only one 
truly owns the home while the other owns 
only $8000 worth.

Some critics also say that many tax 
assessors are untrained, inexperienced,

underpaid, or do not have the help they 
need to do their tasks properly. This leads 
to unfair assessments and taxation.

Finally, others argue that the property 
tax discourages home improvements. Some 
homeowners w ill not spend time and in
come to improve their houses to have the 
value—and, thus, the taxes— increase.

Section Review
1. Why is a sales tax an effective means of 

raising revenue?
2. How' are property taxes collected? Why 

are some people critical o f them?

9.4 Tax Issues
Many people who pay taxes feel they 

pay too much, while others do not pay 
enough. Meanwhile, government at all 
levels never seems to have enough revenue 
to satisfy its needs. For these and other 
reasons, there are a number of tax issues 
that are always a matter of debate. Five 
such issues are the incidence of a tax, tax 
breaks for businesses, the value added tax, 
user fees, and indexing.

INCIDENCE OF A TAX
In the United States economy, the bur

den of taxes can be shifted from one group 
to another. This makes the incidence o f a 
tax— the final burden of the tax—an im
portant issue.

For example, a city that wants to raise 
revenue by placing a tax on a local utility 
company may actually cause consumers to 
pay higher utility bills. Although the tax is 
placed on the utility company, the compa
ny may be able to shift the burden to 
consumers simply by raising its rates. If, 
however, the utility company is regulated 
as to the rates it can charge, the incidence 
o f the tax might fall on others. If the 
company uses some of its profits to pay 
for the increased taxes, the burden is shift
ed to the shareholders who invested their 
money in the company. If the company’s 
profits are not large enough to absorb the 
tax increase, it may not give its employees 
raises in pay. This shifts the burden of the 
tax to the employees.

Other taxes, however, such as the per
sonal income tax, are harder to shift. If
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SHIFTING THE INCIDENCE OF A TAX
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Figure 9-7

the government raises these taxes, the 
worker simply has more taken out of his 
or her paycheck, and there is little that he 
or she can do about it.

Any government agency that wants to 
raise revenues through taxation must give 
some thought to the incidence of the tax. 
Although in each case the incidence is 
different, it can be predicted with the help 
of supply and demand analysis.

Generally speaking, the more elastic the 
demand for the product, the less likely the 
burden of the tax can be shifted from the 
producer to the consumer. This is illustrat
ed in the supply and demand curves on 
page 228. Before the tax is passed, each 
market is in equilibrium with five units

being sold at $4 each. If the government 
passes a tax of $1, the cost of production 
rises, causing the supply curve to shift up 
from S to S1. Once the supply curve has 
shifted, the market must find a new equi
librium price and quantity.

Since consumers buy less at higher 
prices, less should be demanded. Just how 
much less depends on the elasticity of 
demand for the product. If, as in Graph A, 
the demand is very inelastic, the producer 
will be able to shift 90e o f the tax to the 
consumer. If, as in Graph B,the demand 
is very elastic, the producer will only be 
able to shift 500 of the tax to the consum
er. In both cases, however, the producer 
w ill have to absorb the rest of the tax.
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The demand for such products as alco
hol, tobacco, medicine, and low-cost hous
ing tends to be inelastic. Because of this, a 
major portion of the tax on such items 
generally can be shifted directly to the 
consumer. If the demand happens to be 
elastic, as in the case of new automobiles, 
houses, and some luxury items, less of the 
tax is shifted to the consumer and more is 
absorbed by the producer.

then receive a credit ranging from 6 to 10 
percent of the purchase price. This credit 
was then used to reduce the firm ’s total 
tax bill. For example, a company might 
purchase a $50,000 machine that qualified 
for a $5000 credit. If the company owed 
$12,000 in taxes, the credit reduced the 
amount to be paid to $7000. In 1986, 
however, the ITC was repealed in spite of 
its popularity with businesses.

TAX BREAKS FOR BUSINESSES
The 1986 tax reform bill removed many 

tax breaks received by businesses. On the 
one hand, the act raises a great amount of 
revenue for the federal government. On the 
other, the tax burden on businesses may 
turn out to be too great. If this happens, 
some of the tax breaks removed could be 
restored.

Two of the breaks removed by the 1986 
reform law were important parts of an 
earlier law, the Economic Recovery Tax  
Act of 1981. This act reduced personal and 
business taxes in an effort to stimulate the 
growth of the economy.

One part of the act—accelerated depre
ciation—allowed companies to speed up 
depreciation of plant and equipment. It 
allowed a company to subtract more de
preciation from income subject to the cor
porate income tax. This meant that the 
company’s overall tax bill was smaller.
The 1986 reform bill again lengthened the 
depreciation period. This means the 
amount of depreciation subtracted from 
taxable income is smaller, which makes 
taxes higher. Thus, companies that invest 
heavily in the plant and equipment pay 
more taxes under the new law than before.

Another section of the 1981 act was the 
investment tax credit (ITC ). It allowed a 
company to buy tools and equipment and

VALUE ADDED TAX
49

There are many steps involved in the 
production of almost all goods and ser
vices. At each step along the way, some 
value is added to the final product. A tax 
called a value added tax (VAT ) is placed 
on the value added at each stage of pro
duction. As such, it is a tax on consump
tion as opposed to one on income.

For example, consider the steps involved 
in the production of wooden baseball bats. 
First o f all, trees are cut. The timber is 
then sold to lumber mills that process it 
into planks of uniform size. The planks are 
sold to manufacturers who turn them on a 
lathe to trim and shape them into baseball 
bats. Finally, the bats are treated, painted 
or varnished, and sold to a wholesaler, 
who, in turn, sells them to retailers. The 
retailers sell them to the consumer.

Any baseball bat, then, has a given 
amount of value. That value, however, is 
something that has been added bit by bit, 
starting when the tree was cut and ending 
when the retailer makes it available for 
purchase by the consumer.

The VAT is very much like a national 
sales tax that would be levied at every 
step of the production process. The value 
added by the lumber mill, for example, 
would be equal to the value of the lumber 
sold to the bat companies less the cost of
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Understanding Source

\ User Fees
The following was taken from President Reagan’s Budget o f  the 

United States Government. Read the paragraph and then answer the 
questions that follow.

Finally, user fees should be charged for services 
where appropriate. Those who receive special benefits 
and services from the federal government should be 
the ones to bear the costs of those services, not the 
general taxpayer. This budget imposes fees and pre
miums for federal cost recovery for meat and poultry 
inspection, national park and forest facilities, harbor 
and inland waterway use, Coast Guard and Customs 
inspections, and for many other services.

1. Who pays user fees?
2. How do user fees differ from taxes?
3. Do user fees tend to be regressive or progressive? Explain.

the inputs— which are the trees, labor, and 
capital needed to turn the raw materials 
into something more manageable. The size 
of the value added tax would be relatively 
small at each step; but when added up, 
the final tax is large enough to drive up 
the price of the final product.

As a way of raising revenue, the VAT 
has several advantages. For one, it is hard 
for people or companies to avoid because 
the tax collector simply levies it on the 
total amount of sales. If the company 
wants to reduce the size of the tax, it must 
prove how many inputs were used.

Secondly, the incidence of the tax has 
been widely spread. This makes it harder

for a single firm to shift the burden of the 
tax to one group or another.

Third, the tax is not visible to the final 
consumer because it has been built into 
the price before the purchase is made. 
Since the consumer does not know the 
actual amount of tax paid, he or she is 
less likely to become angry about it.

The United States currently does not 
have a VAT, although it is widely used in 
Europe. Even so, a number of legislators 
have suggested that such a tax would be a 
good way for the federal government to 
raise more revenues. Most businesses and 
individuals oppose tax increases on their 
own incomes. So, should the President de
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cide that more tax revenue is needed, the 
VAT is a likely candidate.

USER FEES
Because new taxes are seldom popular, 

it is sometimes suggested that a user fee— 
charge levied for the use of a good or 
service—be required. In his 1987 Federal 
Budget, President Reagan proposed that a 
number of such fees be charged.

The advantage of a user fee is that it 
shifts the burden of the cost of goods or 
services to the people who actually use 
them. For example, the small fee charged 
to camp in a national park does not cover 
the cost of operating the park and keeping 
it up. A larger fee would cover more ex
penses and lower the burden on the aver
age taxpayer.

The disadvantage is that people would 
not be able to enjoy as many things if they 
had to pay more for everything. Many, for 
example, enjoy national parks because 
they are inexpensive recreation. Critics ask 
if it is really fair to charge a fee to view 
the Grand Canyon, or drive through the 
Great Smoky Mountains National Park, 
since these resources belong to everyone.

The user fee is not really new. People in 
the Northeast have been paying user fees 
for years when they paid tolls to use ex
pressways and bridges. A user fee is fre
quently proposed as a revenue source, 
however, because it does not really sound 
like a tax. In reality, however, it is a form 
of benefit tax for the business or individu
al using the product.

INDEXING
Inflation causes many people to pay 

higher taxes. Suppose a worker receives a

small wage increase—one just large 
enough to cover inflation. In real terms, 
the worker is no better off because the 
extra income offsets the increase in prices. 
The extra income, however, may be just 
enough to push the worker into a higher 
tax bracket. Because of this, some taxes 
have a provision for indexing—an adjust
ment of the tax brackets to keep up with 
inflation.

For example, suppose a single individual 
with no dependents earns $17,849 of tax
able income in 1988. Now, suppose that 
worker receives a 6 percent raise to com
pensate for inflation. Without any change 
in the tax brackets, the person would find 
that the $1071 raise would be taxed at 28 
percent since total income increases to 
$18,920. If the bracket is indexed however, 
the 28 percent rate does not take effect 
until the person earns $18,921. So, index
ing means that inflation cannot push the 
taxpayer into a higher bracket.

Indexing of the personal income tax 
structure is relatively new. It first took 
effect in 1985 and was carried over into 
the 1986 tax reform bill. While it is popu
lar with many individuals, some govern
ment officials have said that it should not 
be allowed. These critics argue that index
ing removes a significant source of tax 
revenue from the federal government—rev
enue that could be used to provide addi
tional government services.

Section Review
1. Why is the incidence of a tax such an 

important taxation issue?

2. Which tax breaks for businesses were 
removed by the 1986 tax reform bill?

3. What are some advantages of a VAT? 
Why is it favored by some legislators?

4. Why do many people favor indexing? 
Why is it opposed by some government 
officials?
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9.5 Economic Impact of Taxes
Taxes are necessary to support the oper

ations of government. At the same time, 
however, they reduce the amount of in
come available to individuals and busi
nesses. This, in turn, alters their spending 
decisions.

The key thing to remember is that taxes 
affect productivity and the allocation of 
resources in the economy. If people think 
that the taxes on income are too high, 
they may lose the incentive to work. They 
may see no reason to earn additional

money if it means they w ill have to pay 
most of it in taxes. If taxes on businesses 
are too high, they will not have the incen
tive to expand production. This, in turn, 
would slow economic growth. Taxes also 
may affect the amount of money people 
save and reduce the funds available for 
businesses to borrow and invest.

No one can deny that taxes are neces
sary to support the functions of govern
ment. But no one knows the exact point at 
which they become so high that economic

The revenue received from tax collections is used to provide many 
government services. Each level o f government collects taxes. Besides 
building and m aintaining highways, what are some other services paid for 
by taxes?

k i №  V  . .
YOUR HIGHWAY TAXES g g ®  

AT WORK I® ?
FEDERAL HIGHWAY STATE HIGHWAY

TRUST FUNDS FUNDS
Sl.723.000 00 S 197 500 00

FESDEMLT Н Ю Н ^ Д у 'Ж / АТЮ*  OF MARYLANDrcDcRAL HIGHWAY AOMIN DEPT. OF TRANSPORTATION
STATE HIGHWAY ADMIN
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growth suffers. To some people, of course, 
taxes at any level may seem too high. But 
this does not mean that taxation in gener
al is bad. As long as people demand serv
ices from government, some way must be 
found to provide government with the rev
enue it needs to provide those services. At

present, taxation seems to be the best way 
to do this.

Section Review
1. Why are taxes necessary?

2. How do taxes affect individuals?

apter 9 Review_______________________________________________

m

Summary______________________

1. Most of the revenue the federal, state, 
and local governments use to operate 
is raised by levying taxes.

2. There are four criteria for taxes. They 
must raise enough revenue, be easily 
understood, easily administered, and 
imposed impartially and justly.

3. Taxes are based chiefly on either the 
Benefit Principle of Taxation or the 
Ability-to-Pay Principle.

4. Taxes can be proportional, progressive, 
or regressive.

5. The 1986 tax reform bill ended the 
progressive income tax paid by individ
uals, made it more difficult for those 
with high incomes to avoid paying 
taxes, shifted billions of taxes to busi
nesses, removed many exemptions and 
deductions, and eliminated tax pay
ments for many low-income persons.

6. The individual income tax, which ac
counts for the largest amount of feder
al revenue, is generally a proportional 
tax paid over time through a payroll 
withholding system.

7. Social security taxes, or FICA, account 
for the second largest amount of feder
al revenue. They are levied on earnings 
of most salaried and self-employed 
people.

8. The taxes corporations pay on their 
profits represent the third largest cate
gory of federal tax revenue.

9. Excise, estate, and gift taxes and cus
toms duties account for only a small 
part of total federal revenue.

10. State and local governments receive a 
large part of their funds in the form of 
intergovernmental revenue.

11. State governments receive most of 
their taxes from the sales tax, while 
local governments receive most of 
theirs from property taxes.

12. Five major tax issues today are the 
incidence of a tax, tax breaks for busi
nesses, the value added tax, user fees, 
and indexing.

13. Taxes affect productivity as well as the 
allocation of resources in the economy.

SOURCES OF GOVERNMENT REVENUE 233



Building an Economic Vocabulary
Benefit Principle of Taxation 
Ability-to-Pay Principle 

of Taxation 
proportional tax 
progressive tax 
regressive tax 
tax loopholes 
tax neutral 
surcharge
individual income tax 
payroll withholding 

system

Internal Revenue 
Service (IRS) 

tax return 
FICA
corporate income tax 
excise tax 
estate tax 
gift tax 
customs duty
intergovernmental revenues 
sales tax 
property tax

real property 
tangible personal property 
intangible personal property 
tax assessor 
incidence of a tax 
Economic Recovery 

Tax Act of 1981 
accelerated depreciation 
investment tax credit (ITC) 
value added tax (VAT) 
user fee 
indexingл

Reviewing the Main Ideas
1. How do the federal, state, and local 

levels of government raise most of 
their revenue?

2. Why must the government have cri
teria for the taxes it imposes?

3. What are two limitations of the Benefit 
Principle of Taxation?

4. On what three things is the Ability-to- 
Pay Principle of Taxation based?

5. What are three types of taxes in the 
United States?

6. What are the major provisions of the 
1986 tax reform bill?

7. What are the three important taxes 
collected by the federal government?

8. How are social security taxes paid?

9. What kind of a tax is the corporate 
income tax? On what is it based?

10. On what kinds o f items are excise 
taxes levied?

11. What are two souces of revenue avail
able to state and local governments 
that are not used by the federal gov
ernment?

12. What are the major problems with 
sales and property taxes?

13. What are five major tax issues in the 
United States today?

14. Why is a user fee like a benefit tax?

15. How do taxes affect productivity?

Practicing Critical Thinking Skills
1. Defend or refute the following state

ment: "The Benefit Principle of Taxa
tion is better for national defense than 
the Ability-to-Pay Principle.”

2. Explain how the federal income tax 
does or does not satisfy each of the four 
criteria for taxes. Give examples to sup
port your explanations.
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3. Some people object to state and local 
governments imposing sales and proper
ty taxes. What would you say to these 
people in your defense for the use of the 
two taxes?

4. If you were an elected official who 
wanted to increase tax revenues, which

of the following taxes would you prefer 
to use— income, sales, property, corpo
rate income, user fees, or a VAT? Give 
reasons for your decision.

5. Discuss what you think would happen if 
a law were passed outlawing all federal, 
state, and local taxes.

Applying Economic Understandings
Computing Federal Income 
Tax Using a Tax Table

Individual income taxes make up nearly 
one-half of the federal government’s reve
nue. One way to determine how much tax 
will be deducted from a person’s income is 
to use a tax table, a chart showing the 
amount of tax for different incomes. The 
following example will provide you with 
steps to develop the skill of computing 
federal income tax using a tax table.

Tom is a single taxpayer who made 
S18,500 in 1986. Compute Tom's federal 
income tax using Table 9-B on page 220.

1. Find the correct table to compute the 
tax. (Tom is a single taxpayer so he will 
use the 1986 table in the right half of 
the figure.)

2. Locate the income line that corresponds 
to the amount of taxable income.
(Tom’s taxable income is $18,500, which

can be located on the $16,190- 
$19,640 income line.)

3. Find the amount of tax on the table. 
[Tom ’s tax is $2160.30 (base tax) + 
23% (percent) o f everything over 
$16,190 (base amount).]

4. Compute the tax.

$18,500 taxable income 
-  16,190 base amount 
$ 2310 excess

$ 2310 excess 
xO.23 percent 

$531.30 percent tax

$2160.30 base tax 
+ 531.30 percent tax 
$2691.60 total tax

For further practice in this skill, com
pute Tom ’s federal income tax for 1987 
and 1988 assuming he had the same 
income.
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G overnment Spending
I t ’s a billion here and a billion there; the first thing you know it adds up to real 

money. Everett Dirkson
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After reading this chapter, you will be able to:

•  Discuss the growth and kinds of expenditures carried out 
by government.

•  Explain the preparation of the federal budget and the items 
included in its major categories.

•  Discuss the approval process and categories of expenditures at 
the state and local levels of government.

•  Analyze the issues related to government spending.

10.1 Government Expenditures
If all levels of government and all tasks 

assigned to them are taken into considera
tion, it becomes clear that governments 
spend huge sums on goods and services.
For the most part, federal, state, and local 
governments, which make up the public 
sector of the economy, buy their goods and 
services from private individuals and busi
nesses, which make up the private sector 
of the economy. Because of the large num
ber of goods bought and the amount of

these purchases, the public sector is very 
important to the private sector.

Many of the goods and services provided 
by government are called public goods—  
items consumed collectively rather than by 
single individuals. These include such 
things as highways, national defense, and 
police and fire protection.

Still, some people question how many 
services— and, therefore, how many expen
ditures— government should provide. Some
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people want more roads, schools, and wel
fare programs, while other people want 
fewer. People also do not seem to agree on 
whether government should have any role 
at all in such activities as the supply of 
electric power. Another area on which peo
ple cannot seem to agree is which services 
should be provided by the federal govern
ment and which services should be provid
ed by state and local government.

No matter what their opinion, however, 
people in general agree that public sector 
spending is important to everyone, espe

cially since more and more seems to be 
spent in this area each year.

GROWTH OF 
GOVERNMENT SPENDING

By 1985, total expenditures by federal, 
state, and local governments collectively 
amounted to $1401.2 billion—a number al
most beyond comprehension!

Suppose you had $2 trillion . I f  each $1 
b ill were counted 24 hours a day at the 

rate o f one per second, it would take more than 
63,420 years to count them all. At an average 

life expectancy o f 70 years, that is about ^
906 lifetim es!

Figure 10-1

HOW BIG IS THE $2 TRILLION NATIONAL DEBT?
A $1 b ill is about six inches (15.5 centimeters) 
long. I f  two trillion  o f these bills were laid end 
to end, they would stretch from  the surface 
o f the earth to the sun and back— a 
distance o f 186 m illion  miles 
(297.6 kilometers)!

Or,

A stack o f $1000 bills four inches high 
would make you a m illionaire.

A $2 trillion  national debt represents a stack 
o f $1000 bills 134 m iles high!
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Profile

John M. Keynes
John Maynard Keynes was a 

British economist who, during his 
school years, was fond of the clas
sics, mathematics, and philosophy.
He became quite wealthy by specu
lating in the stock market and in 
foreign exchange.

Keynes gained fame as an 
economist in 1936 with a book en
titled The General Theory o f  Em
ployment, Interest, and Money. The 
book revolutionized the way in 
which the person on the street and 
the leader in the American White 
House viewed economics.

In his book, Keynes argued that during the Great Depression of 
the 1930’s, not everyone who was out of work wanted to be. This 
was contrary to what many economists believed at the time. They 
felt that many able-bodied men and women were without jobs 
simply because they were not willing to work at the prevailing wage 
rate. Keynes, on the other hand, maintained that while some were 
not working for this reason, others had different reasons. Some did 
not have jobs because they had just entered the labor market and 
were still looking for work. Others had quit jobs with which they 
were not happy and had not yet found new ones. Still others did not 
work because private business found it unprofitable to hire them.

Keynes also argued that an economy’s total spending is the sum 
of three groups—consumers, government, and business. If the total 
spending does not result in a job for everyone willing to work and 
the private sector of the economy feels there is no incentive for it to 
increase its total spending to provide enough jobs, the government 
must spend enough to make up the difference. Keynes felt that while 
private business has a right to be concerned with its rate of return 
on invested capital, the government must also be concerned with the 
well-being of all of its citizens in times of severe economic stress.

Keynes’ ideas were not the traditional ones at the time. In fact, 
many people thought the theory that government spend in excess of 
its revenues—go into debt— in peacetime was quite radical. Today 
many people take that and other of Keynes’ theories for granted.

1883-1946
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In economic terms, the same numbers 
convert to a government expenditure in 
1985 of nearly $5867 for every man, 
woman, and child in the United States. 
Since American taxpayers fund these ex
penditures, it is easy to understand why 
government spending is of interest and 
concern to most Americans.

Spending in the public sector did not 
begin to grow significantly until the 1940’s. 
The growth took place at this time for two 
major reasons. The first was the huge 
increase in spending required because of 
World War II. The second was the change 
in public opinion that gave government a 
larger role in everyday economic affairs.

Government was called upon to regulate 
banks, railroads, public utilities, and many 
other activities. It also became involved 
with its citizens’ economic welfare. Mini
mum wage laws, Social Security and wel
fare programs, education, highways, and 
transportation all began to receive greater 
attention. Over time, many Americans 
came to accept these increased govern
ment expenditures as the inevitable conse
quence of social and cultural change.

Today, all levels of government spend 
public funds for many activities. Some are 
services that only the government can sup
ply. Others coexist and even compete with 
the private sector. Still others tend to be
come payoffs to special interest groups.

TWO KINDS OF 
GOVERNMENT SPENDING

There are, in general, two broad kinds of 
government expenditures. The first is for 
the purchase of goods and services. The 
government buys such goods as tanks for 
the army, missiles for the air force, and 
ships for the navy. It also buys paper clips

and paper, typewriters, desks, filing cabi
nets, chairs, soap, and gasoline. Govern
ment also needs buildings for offices. Then 
there are the payments for services. These 
take in the wages and salaries paid to all 
government employees, including the Pres
ident, governors, and mayors.

The second kind of government expendi
ture, known as a transfer payment, is a 
payment for which the government re
ceives neither goods nor services in return. 
Examples of this kind of payment include 
Social Security, welfare, unemployment 
compensation, and aid to people with 
handicapping conditions. These people re
ceive payments not for what they have to 
offer but solely because they are in need of 
funds.

A transfer payment made by one level of 
government to another is known as a 
grant-in-aid. An example of this is inter
state highway construction programs in 
which the federal government grants 
money to cover the major part of the cost 
while the rest is paid by the states 
through which the roads w ill be built. The 
construction of new public schools also 
can be financed in part with such grants- 
in-aid.

Transfer payments also include the 
subsidies— payments made to individuals 
or entire industries to encourage or protect 
a certain economic activity. Farmers, for 
example, often are paid subsidies to build 
up their incomes. In the past, airlines also 
have received subsidies.

Section Review
1. How does the public sector differ from 

the private sector?

2. What two factors contributed to the 
growth in public sector spending in the 
1940's?

3. What are the two broad kinds of gov
ernment spending?
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Profile

Alice M. Rivlin
Alice Rivlin is Director of 

Economic Studies at Brookings In
stitution, a nonprofit organization 
that studies economic, governmen
tal, and international problems. Be
fore she took this position in 1983, 
she was Director of the Congres
sional Budget Office (CBO), which 
analyzes taxing and spending 
options in all areas of the federal 
government.

Dr. Rivlin earned her doctorate 
in economics at Radcliffe College. 1
She believes budgets must be 1931-

planned and government officials must not allow budget deficits to 
continue. Dr. Rivlin argues that spending cannot be brought under 
control until Congress is willing to reform the pension system, 
subsidies, and other types of transfer payments.

1931-

10.2 Federal Government
In terms of dollars spent, the federal 

government is the largest level o f govern
ment. In 1985, for example, it spent $983 
billion, while state and local governments 
combined spent only $517 billion.

Before the federal government can spend 
anything, however, Congress must estab

lish the federal budget—an annual plan 
outlining proposed revenues and expendi
tures for the coming year. If the amount of 
expenditures equals the amount raised in 
revenues, the government has a balanced 
budget. If the government spends less than 
it takes in in revenues, it w ill have a
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surplus. If the government spends more 
than it takes in, however, it will have a 
deficit.

ESTABLISHING 
THE FEDERAL BUDGET

The federal budget is prepared for a 
fiscal year—a 12-month financial planning 
period. The government’s fiscal year starts 
on October 1 of every calendar year.

The federal budget is developed within 
guidelines set by the President of the Unit
ed States. The President is aided in the 
preliminary preparation by the Bureau of 
the Budget. Once the preliminary plans 
are prepared, by law they go to the House 
of Representatives. The House is supposed 
to set initial budget targets by May 15. 
Between this date and September 15, 
when the budget targets are supposed to 
be finalized, the House assigns appropria
tions bills to different House appropria
tions subcommittees. Each appropriations 
bill is a law that sets federal money aside 
for a specific purpose.

The subcommittees hold hearings on 
each bill and debate the measure. If it is 
approved, it is sent to the full House Ap
propriations Committee. If it passes in this 
committee, the bill is then sent to the 
House of Representatives for all members 
to vote on.

If the House approves the final bill, it 
goes to the Senate. The Senate may ap
prove the bill as sent by the House, or it 
may come up with its own version. If 
there are any differences between the 
House and the Senate versions, a joint 
House-Senate conference committee tries 
to work out a compromise bill. When the 
bill finally is approved by both the House 
and the Senate, it is sent to the President, 
who may sign or veto it.

This process was first used in 1974 to 
put ceilings on expenditures and revenue. 
If total spending is too high, individual 
bills can be trimmed under the process. It 
also allows the House and the Senate to 
seek advice from several government bu
reaus and offices, including the Congres
sional Budget Office (CBO)— a government 
agency that gives projections on the im
pact of legislation. The CBO will let the 
House and the Senate know how individu
al bills will affect revenues and expendi
tures in the future.

MAJOR SPENDING CATEGORIES
The complete federal budget is hundreds 

of pages long and mentions thousands of 
individual expenditures. These, however, 
can be grouped into several broad cate
gories as shown in the illustration on page 
243.

NATIONAL DEFENSE. The largest cate
gory of spending in 1985 was national de
fense, which accounted for 26.7 percent of 
all federal spending. This category includ
ed military spending by the Department of 
Defense, and defense-related atomic energy 
activities such as the development of nu
clear weapons and the disposal of nuclear 
wastes.

SOCIAL SECURITY. Payments to aged 
and disabled Americans through the Social 
Security program made up the second lar
gest category of federal spending. Retired 
persons received benefits from the Old-Age 
and Survivors Insurance (OASI) program. 
Others unable to work received payments 
from disability insurance (D I) programs. In 
1985, one out of every six Americans re
ceived Social Security benefits.
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Figure 10-2

THE CHANGING PATTERN OF FEDERAL GOVERNMENT 
EXPENDITURES, 1965-1985 (BILLIONS OF 1982 $)
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Even when adjusted for inflation, 
federal government expenditures more than 
doubled between 1965 and 1985.
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INTEREST ON THE FEDERAL DEBT. 
When the federal government spends more 
than it collects in taxes and other reve
nues, it borrows money to make up the 
difference. Interest on the federal debt 
makes up the third largest category of fed
eral spending. Interest payments on this 
borrowed money amounted to 13.7 percent 
of total federal spending in 1985. The 
amount of interest tends to vary directly 
with changes in interest rates and the 
amount of money borrowed.

In the past, many believed the federal 
debt was war-related. Large expenditures 
during World War II, the Korean War, and 
the Vietnam War contributed to this be
lief. However, since 1970 the debt has con

tinued to rise because the government 
spent more in other areas. As a result, peo
ple no longer think of the debt as being 
primarily war-related.

INCOME SECURITY. The fourth largest 
category of federal spending in 1985 was 
income security, which accounted for 13.5 
percent of the budget. Included in this cat
egory were expenditures for retirement 
benefits to railroad workers, disabled coal 
miners, civil service retirement and dis
ability programs, and retirement benefits 
for the military. Subsidized housing for 
low-income families, child nutrition, and 
food programs for the poor also fell under 
this category.

The federal government provides many services. These services— such as 
training those with handicapping conditions and hospital care for veter
ans— are paid for by federal funds. W hat are some other categories o f  
federal expenditure?
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MEDICARE. Medicare—a health care 
program available to all senior citizens re
gardless of income—was created in 1966.
In 1985, medicare payments amounted to
7.0 percent of federal spending. The pro
gram provided an insurance plan that cov
ered major hospital costs. It also offered 
optional insurance that provided addition
al coverage for doctor and laboratory fees, 
out-patient services, and certain equip
ment costs.

HEALTH. Health care services for the 
poor, disease prevention and control, food 
and drug inspection, and consumer safety 
accounted for 3.5 percent of the federal 
budget in 1985. Federal spending for med
icaid—a joint federal-state medical insur
ance program for low-income persons— 
made up the largest part of health spend
ing. The Occupational Safety and Health 
Administration (OSHA)—a federal agency 
that monitors occupational safety and 
health in the work place—was also includ
ed in this category.

EDUCATION, TRAINING, EMPLOYMENT, 
AND SOCIAL SERVICES. This budget 
category amounted to 3.1 percent of feder
al spending in 1985. It included block 
grants for elementary, secondary, vocation
al, and adult education as well as educa
tion for those with handicapping condi
tions, guaranteed student loans, and sum
mer youth employment programs. Other 
services such as child day-care, foster care, 
legal services, and care of neglected or 
homeless children were also part of this 
category.

VETERANS’ BENEFITS. By 1985, federal 
spending for veterans amounted to 2.8 per
cent of the total budget. Veterans received 
education and training, guaranteed home 
loans, pensions, and hospital and medical 
care from these funds.

AGRICULTURE. In 1985, the federal gov
ernment spent 2.7 percent of its total bud
get on agriculture. Nine out of ten dollars 
allotted for agriculture were paid to farm
ers in the form of price supports, crop 
insurance, and guaranteed loans. The gov
ernment also supported the Farmer’s 
Home Administration (FmHA), a type of 
federal bank that makes loans to those 
with limited financial resources who live 
in rural areas. Agriculture extension, 4-H 
youth, and animal and plant health pro
grams consumed the remaining dollars in 
this category. Since most expenditures 
were directly related to the prices farmers 
received for their crops, the size of this 
category may vary from one year to the 
next.

INTERNATIONAL AFFAIRS. In 1985, 1.7 
percent of the federal budget was spent on 
international affairs, sometimes called for
eign aid. Help for other countries took the 
form of military, economic, and humani
tarian assistance. About two thirds of all 
foreign aid provided funds for military' 
supplies and training, either directly or 
indirectly. Over half o f all indirect mili
tary aid was paid to two countries, Israel 
and Egypt.

OTHER SPENDING. Other miscellaneous 
expenditures by the federal government in 
1985 accounted for only 5.7 percent of the 
federal budget. This category took in natu
ral resources, commerce, energy, commu
nity and regional development, general sci
ence and space technology, and the admin
istration of justice.

Section Review
1. When does a government have a bal

anced budget?
2. Who prepares the federal budget?
3. What are the four largest categories of 

spending in the federal budget?
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10.3 State and 
Local Government

The federal government is not the only 
level of government that has expenditures. 
State and local levels of government also 
have them. Like the federal government, 
these levels of government also must ap
prove spending before revenue dollars can 
be released.

APPROVING SPENDING
There are almost as many ways to ap

prove spending at the state level as there 
are states. In most states, however, the 
process is loosely modeled after that of the 
federal government. A complicating factor 
is that many states have laws that prohib
it them from running a deficit. Because of 
this, they must cut back their spending 
from time to time to keep it in line with 
their revenues.

At the local level, the approval for 
spending often rests with the mayor, the 
city council, the county judge, the board of 
selectmen, or some other elected represen
tative or body. For the most part, the 
spending of many of these local agencies is 
limited by the amount of revenues they 
have collected from property taxes and 
other local sources.

At times, state and local governments 
are able to raise the revenue they need, at 
other times they cannot. As a result, they 
often face the problem of not being able to 
spend enough to please many teachers, 
police and fire workers, hospitals, and 
other local and state agencies. Because of 
this, they often have to try to explain why 
they cannot spend more money and give 
these groups what they want.

MAJOR SPENDING CATEGORIES
The major types of state and local gov

ernment spending are generally limited to 
things that serve local needs. The main 
categories of expenditure for each level are 
shown in the illustration on page 247.

ELEMENTARY AND SECONDARY EDU
CATION. Local governments have prima
ry responsibility for spending in this area. 
In 1985, local governments spent 33.7 per
cent of their total budget on elementary 
and secondary education, while state gov
ernments spent less than .4 percent.

HIGHER EDUCATION. State govern
ments generally have responsibility for 
public higher education. In 1985, state 
governments spent 16.5 percent of their 
total budget in this area. Local govern
ments, on the other hand, spent only 2.1 
percent, largely to support city colleges 
and universities.

PUBLIC WELFARE. The largest category 
of spending for state governments in 1985 
was public welfare. As the illustration on 
page 247 shows, one of every five dollars 
spent at the state level was for welfare 
payments. Local governments, however, 
only spent 4.4 percent of their budget on 
this category.

HIGHWAYS. All states are serviced by a 
system of highways and roads. The federal 
government builds and maintains much of 
the interstate highway system. States, 
however, maintain state roads, which gen
erally link smaller communities with 
larger ones. Local governments, in turn, 
take care of the roads and streets in their 
county, city, or town. In 1985, state and 
local governments spent 9.5 percent and
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Figure 10-3

STATE AND LOCAL 
GOVERNMENT EXPENDITURES, 1985
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4.6 percent of their budgets, respectively, 
on these items.

HEALTH AND HOSPITALS. Many towns 
and cities have their own hospitals and 
medical facilities. Since most do not 
charge enough in fees to fully recover their 
costs, they often turn to state and local 
governments for help. In 1985, state and 
local governments spent about the same 
amounts on health care and hospitals.
State governments spent 8.9 percent and 
local governments spent 7.0 percent.

POLICE PROTECTION. Most localities 
have a full-time, paid, police force to pro
tect their community. As a result, police 
protection is a significant cost for local 
governments. In 1985, local governments 
spent 4.6 percent of their budgets toward 
police protection. Since there are far fewer 
state than local police, state spending for 
police in 1985 accounted for only 1.1 per
cent of state budgets.

FIRE PROTECTION. Because fire equip
ment and personnel must be nearby at all 
times, fire protection is almost totally pro
vided by local governments. Therefore, it 
is mainly a local expenditure category. In
1985, local governments spent 2.3 percent 
of their budget on this item. Unlike police 
protection, however, many communities 
have volunteer fire departments to keep 
the expenditure low.

SEWER AND SANITATION. Spending in 
this area, like that for fire and police 
protection, is mainly a local government 
responsibility. As a result, local govern
ments spent a total of 4.5 percent of their 
total budget on these services during 1985.

NATURAL RESOURCES, PARKS, AND 
RECREATION. States generally maintain 
a system of parks, lakes, and other recrea
tional facilities. Local governments main

tain city parks, golf courses, and even 
some museums. Both state and local gov
ernment spent less than three percent of 
their total budget in this area in 1985.

EMPLOYEE RETIREMENT AND UNEM
PLOYMENT BENEFITS. For state gov
ernments, this is the third largest category 
o f expenses. Retired teachers, judges, po
lice, and many other state and municipal 
employees were covered by state retire
ment plans. Many were also eligible for 
state unemployment insurance. In 1985, 
this category amounted to 14.2 percent of 
the total states’ budgets. Local govern
ments only spent 1.7 percent of their bud
gets on this item.

INTEREST ON DEBT. State and local 
governments, like the federal government, 
sometimes borrow to cover operating costs 
or capital spending. Interest payments in 
this category were 5.4 percent of total 
budget for state governments and 4.4 per
cent for local governments. Like the feder
al government, interest expenses increase 
when rates go up and decrease when thev 
fall.

PUBLIC UTILITIES. Many public utilities 
such as water serve local needs. For local 
governments, spending on utilities 
amounted to the second most important 
category of spending. In 1985, local gov
ernments spent 13.4 percent of their bud
gets in this area. Since fewer utilities serve 
people on a statewide basis, state govern
ments only spent 2.0 percent of their bud
gets on public utilities.

OTHER SPENDING. State and local gov
ernments also have expenses for veterans' 
services, liquor stores, air and water trans
portation, libraries, correctional facilities, 
and various other miscellaneous items as 
well. State and local governments spent
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18.7 and 15 percent, respectively, on these 
items in 1985.

Section Review
1. What factor complicates the approval of 

spending in many states?

2. Who has the authority to approve state 
spending at the state government level? 
At the local level?

3. What are the two largest categories of 
spending at the state and local levels? 
What does each include?

10.4 Government Spending Issues
Government spending is a topic that is 

often a matter of debate. Although there 
are a number of different issues, a few are 
debated more often and more strongly 
than others.

DEFICIT SPENDING
One issue most people hear about is 

deficit spending—spending more than is 
collected in revenues. Sometimes the gov
ernment plans deficit spending. Other 
times it just happens because factors in 
the economy have reduced the amount of 
revenues or increased the amount of ex
penditures.

The illustrations on pages 250 and 251 
for example, show in dollar figures and 
percentages the federal budget proposed 
by President Ronald Reagan in his budget 
message to Congress. That year, the feder
al government planned to receive $850.4 
billion in revenues. At the same time, how
ever, it planned to spend $994.0 billion.
The difference of $143.6 billion was the 
size of the federal deficit projected for 
1987.

In a sense, this is just an educated guess 
based on a number of assumptions about 
the economy for the coming year. If the 
economy turns out to be stronger than 
expected, the tax receipts— revenue— would

go up and expenditures such as unemploy
ment compensation would go down. In a 
very strong economy, this might be 
enough to cut the deficit by 50 percent or 
more.

On the other hand, if the economy turns 
out to be weaker than expected, tax collec-

The national debt has grow n continuously 
since 1900. W hat is deficit spending? H ow  
does it occur?

Zi<3c5V...lT'-S ALL RiQHT To 
WORRY ABOUT TKe NATIONAL
DegT, витмэи shouldnt
Feei_ GUiOY ABOUT ?T !!
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THE FEDERAL BUDGET, FISCAL YEAR 1987*
RECEIPTS EXPENDITURES

*850.8

Individual 
Income Tax

DEFICIT
$143.6

____ N

$994.0

Social Insurance 
Taxes and 
Contributions

Corporate 
Income Tax

Excise Taxes 

Other

$386.4

$302.8

$86.7

$35.0^ 
$27.4- 
$26.4- 

$39.7 519.5-

$35.2

$282.2

$212.2

$148.0
/

$118.4

$70.2
/

У

National Defense

/

Social Security

Interest on Debt 

Income Security 

edicare  

ealth

Education, Training, 
Employment, 
and Social Services

^Veterans' Benefits 
and Services

-Agriculture

International Affairs

‘ Proposed in President Ronald R eagan ’s Budget Message to Congress, February 5, 1986

Source: Office of Management and Budget. February 1986

Figure 10-4

tions could go down. People could lose 
their jobs, and unemployment compensa
tion might rise. In that case, the deficit 
might be 50 percent larger than the one 
planned.

Recent history shows that deficits tend 
to appear more often than surpluses in the 
American economy. The graph on page 252

shows that the federal budget has been in 
surplus only once since 1960. It also shows 
that the deficits increased after 1980.

SIZE OF THE FEDERAL DEBT. There 
has always been a good deal of controver
sy over the size of the federal debt—the 
total amount borrowed from investors to
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finance deficit spending by the federal gov
ernment.

The size of the federal, or national, debt 
has grown almost continuously since 1900. 
That year, for example, the debt was 1.3 
billion. By 1929, it had reached $16.2 
billion. By 1940, it was $50.7 billion. By 
1960, it had risen to $290.9 billion, and by 
1970, it amounted to $382.6 billion. By
1986, the federal debt topped $2 trillion!

Simply charting the growth of the feder
al debt, however, does not tell the whole 
story. For example, the graphs on page 
253 show that the debt can be measured 
in several different ways. In Graph A, it is 
shown first distorted by inflation. In 
Graph B, to remove the effects of inflation, 
it is restated in terms of constant 1982 
dollars. When viewed in this light, the

debt remained relatively stable from the 
1950's through the 1970’s, but grew rapid
ly in the 1980’s.

In Graph C,the debt is still stated in 
constant dollars. However, it is on a per 
capita basis. Since there are more people 
today than there were 60 years ago, the 
debt looks better on a per capita basis 
during the 1945 to 1981 period. After that, 
the debt began to rise sharply.

In Graph D,the size of the debt is stated 
as a percentage of gross national product 
(GNP)—the dollar value of all final goods 
and services during any one year. This 
graph shows that as a percent of the total 
economy, the debt began to fall after 
World War II and continued to fall until 
1981. After that, the amount of debt, mea
sured as a percent of GNP, rose sharply.
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During the 1960’s and 1970's many peo
ple thought that the debt was not a major 
problem. The overall dollar amount of 
debt rose some during this period, but, 
when measured in terms of constant dol
lars, or on some other basis it did not 
seem too high. Since then, however, most 
people have become alarmed at the sud
den increase in the size of the annual 
deficit and the growth of the federal debt 
over the years.

IMPACT OF THE FEDERAL DEBT. Many 
people have debated the size of the federal 
debt. Fewer, however, have focused on an 
even more important aspect— its impact 
on the economy.

One impact of the federal debt is that it 
causes income to be transferred from one 
group to another. If the government bor
rows money from the wealthy, and the 
burden of taxes falls on the poor, money 
w ill be taken from the poor and given to

Figure 10-5

FEDERAL GOVERNMENT DEFICIT, 1940-1992
(In Constant 1982 Dollars)
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Figure 10-6

THE FEDERAL DEBT, 1940-1986
(A) DISTORTED BY INFLATION (B) IN 1982 DOLLARS
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the rich in the form of interest payments 
on the debt. If the government borrows 
money from the middle and lower income 
groups, and if the burden of taxes falls on 
the rich, their tax money would be used to 
make interest payments to the middle 
class and the poor. The actual burden of 
the debt, then, is determined as much by 
the federal tax structure as by the size of 
the debt itself.

Another impact of the federal debt is 
that it causes a transfer of purchasing 
power from the private sector to the pub
lic sector. The larger the debt, the larger 
the interest payments and the taxes need
ed to pay them. When people have to pay 
more taxes to the government, it means 
they have less money to spend on their 
own needs. This, in turn, means that pur

chasing power is transferred to the govern
ment, or the public sector.

A third impact of the federal debt is that 
the taxes needed to pay the interest can 
cut down the incentive to invest. Both 
individuals and businesses might feel that 
it is not worth working harder and earn
ing extra income if that income is to be 
eaten up by higher taxes.

FINANCING THE DEFICIT. When the 
federal government runs a deficit, it must 
finance the shortage of revenue by borrow
ing from others. It generally does this by 
having the Department of the Treasury sell 
the investing public treasury bonds and 
treasury bills. These are a form of I.O.U. 
that promises to repay borrowed money 
after a stated period of time. Most of these 
bonds have a maturity— a stated life for a

In 1986, the federal debt reached $2 trillion. H ow  does 
the federal debt impact the economy?
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One way the federal 
government finances 
Its shortage o f  reve
nue is to sell savings 
bonds. Why are gov 
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loan ranging from 1 to 15 years. Treasury 
bills, on the other hand, have a maturity 
of less than one year.

Another way the government can borrow1 
is through the payroll-savings plan where 
people can buy savings bonds. These are 
registered, non-transferable, bonds issued 
by the United States government in 
amounts ranging from $25 to $1000.

Government bills and bonds are general
ly an attractive investment for banks, com
panies with extra cash, investors, and even 
foreign governments. There are two rea
sons for this. One is that the federal gov
ernment will be able to pay off its old 
bonds when they mature by selling new 
bonds for cash. If the government cannot 
sell enough bonds, it could raise taxes to 
generate enough cash to pay back the old 
debt.

Second, the United States has a very 
stable political climate. This makes it like
ly that the government will be around to 
redeem its securities when they mature.
For these reasons, United States govern
ment securities generally are rated the 
safest of all possible investments.

Although selling government bonds to 
finance the deficit is convenient, it does

have some drawbacks. One of the greatesi 
o f these is the crowding-out effect— the 
possibility that heavy borrowing by the 
government w ill drive up interest rates 
and keep other borrowers out of the mar
ket. This effect is illustrated graphically oi 
page 256.

In the graph, the demand curve for 
money in the money market is represented 
by D  and the supply of money by S. If  the 
government announces that it intends to 
run a deficit and tries to raise cash by 
selling bonds, it w ill cause the demand 
curve to shift to D*. The increased demand 
for money then causes the interest rate to 
go up. This forces other borrowers to pay 
higher rates or to stay out of the market.

The crowding-out effect can be a major 
problem for everyone, including federal 
budget planners and policy makers. For 
example, the federal deficit was large dur
ing President Reagan’s first two terms in 
office because of tax cuts enacted during 
his first term and tax reform during the 
second term. Taxes were cut greatly, but 
spending cuts proved harder to make.

The result was a persistent deficit f i
nanced through the sale of treasury bills 
and bonds. Since government competed
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THE CROWDING-OUT EFFECT 
CAUSED BY 
FEDERAL DEFICIT SPENDING

Quantity o f Money

W hen the government runs a deficit, it borrows and causes an 
increase in the dem and for money. This drives the interest rate 
up in the money market and crowds out other investors.

Figure 10-7

with the private sector for funds, inter
est rates were higher than normal. Rates 
finally came down, but many economists 
still felt that they were too high when 
compared with the rate of inflation. Dur

ing 1986, for example, many people paid
10 percent or more for mortgages and 
close to 22 percent on credit cards even 
though the rate of inflation was closer to 
three or four percent.
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FEDERAL DEBT 
VERSUS PRIVATE DEBT

The size of the federal debt has led some 
people to believe that if it is not brought 
under control, the United States w ill go 
bankrupt. This, however, cannot happen so 
long as there are differences between the 
federal and the private debt.

There are, in fact, three key differences 
between the two kinds of debt. All three 
are important to any discussion of the 
debt and have a bearing on the argument 
that the country will go bankrupt if the 
debt gets too large.

The first difference is that, for the most 
part, the federal debt is owed to ourselves 
while the private debt is owed to others.
The private borrower must make sure that 
he or she can repay the debt at some time 
in the future. The government, however, 
can delay this decision almost indefinitely. 
Although the day will come when the pri
vate debt must be paid back, it may never 
come for the federal debt.

There is, however, a growing exception 
to this in that more and more of the 
federal debt is owned by foreign investors 
and governments, many of them in the 
Arab world. In fact, estimates place the 
amount of debt now owed to others at 
about 30 percent. This reduces the differ
ence between the federal and private debt.

A second difference between the private 
and federal debt is that the major goal of 
private individuals generally is to get out 
of debt. But there really is no reason why 
the government must pay off the federal 
debt. When the due date for existing bonds 
arrives, the federal government simply can 
issue new bonds and use the proceeds 
from them to pay off the old ones. As long 
as the nation's income is growing and is 
giving the government new tax revenues 
and new sources of borrowed funds, the 
federal debt can keep growing.

A third difference between the private 
and federal debt is that when individuals 
pay a debt, they are giving up some of 
their purchasing power. The money they 
used to pay the debt is gone, which means 
they cannot use it to buy more goods and 
services. On the other hand, when the 
federal government pays a debt, the econ
omy as a whole does not lose purchasing 
power. This is because when the govern
ment pays a debt, it uses the taxes of 
certain individuals and organizations tp 
pay other individuals and organizations.

BALANCING THE BUDGET
Concern over the size of the federal defi

cit and debt has led to suggestions for dif
ferent kinds of budgets. Each o f these has 
some merit. Each, however, also has some 
drawbacks.

ANNUALLY BALANCED BUDGET. Some 
people feel that the government should 
adopt an annually balanced budget con
cept. This is a budget in which the expen
ditures always equals the revenues gen
erated by taxes.

While this concept has a certain amount 
of attraction, it also presents certain prob
lems. For one, it can tend to make reces
sions worse than they would be otherwise. 
For example, if the economy began to de
cline and people began to lose their jobs, 
tax receipts would go down and unem
ployment payments would go up. To keep 
the budget in balance over the year, the 
government. \Nould \\a\e Vo cancel other 
spending plans, which would make the de
cline even worse.

This problem also appears in the other 
direction. A growing economy might mean 
that the federal government could collect 
more taxes than planned. But if it tried to
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Case S tu dy: Career
Accountant

Accountants perform different 
tasks according to the area in 
which they work. All, however, 
must be strong in mathematics, ac
curate and neat, and able to handle 
responsibility. Most need college 
degrees for entry-level jobs.

One major area of accounting 
is public accounting. Most public 
accountants have their own busi
ness or work for accounting firms.
Some are auditors who specialize 
in examining, adjusting, and cor
recting the financial records or ac
counts of different clients. Others specialize in taxes and prepare 
income tax forms and advise clients on business decisions. Still 
others are management consultants who advise clients on their 
accounting systems, department organization, and equipment. Some 
public accountants become certified public accountants, or CPA’s. To 
do this, they must have a certain number of years experience, pass a 
series of exams, be certified by a State Board of Accountancy, and 
be licensed or registered by the state.

A second major area of accounting is private, or management, 
accounting. Most management accountants handle the financial rec
ords of the firm for which they work and provide company execu
tives with the financial information they need to make sound 
business decisions. Many specialize in certain areas, such as budget
ing, taxation, or internal auditing. Some management accountants 
become certified internal auditors, or CIA’s. To do this, they must 
have a bachelor’s degree and three years experience in internal 
auditing. They also must pass a three-part exam and be certified by 
the Institute of Internal Auditors, Inc.

A third major area of accounting is government accounting. 
Government accountants examine the records of government agen
cies and audit private businesses and persons who have dealings 
with the government. In addition to working in regular accounting 
positions, they also may work as Internal Revenue Service agents, 
investigators, and bank examiners. Beginners, who generally are 
hired as trainees, must have a college degree.
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spend the extra taxes, it might make the 
economy grow even faster and make infla
tion worse. Even if the government cut the 
tax rate, individuals and businesses would 
have more to spend, and the end result 
would be the same.

For these reasons, then, the annually ba
lanced budget often tends to either make a 
good situation better or a bad one worse.
It destabilizes the economy as the econ
omy grows and shrinks from one year to 
the next.
FUlL-EMPLOYMENT BUDGET. To get 
around the problem caused by the annual
ly balanced budget, it has been proposed 
that the federal government adopt a full- 
employment budget concept. This is a 
budget that measures the surplus or deficit 
from the point of view of full employment.

Suppose, for example, that the federal 
government proposed a balanced full- 
employment budget for the coming year.
To achieve this, it first would have to esti
mate the amount of taxes that would be 
received if everyone in the civilian labor 
force had a job and all factories were 
operating at capacity. Then it would plan 
its appropriations to make sure that all 
the tax revenues it expected to get would 
be spent.

Under this approach, it does not really 
matter whether or not the budget actually 
is balanced. In fact, this kind of budget is 
likely to produce a deficit if as much as a 
single worker does not have a job or a sin
gle factory is shut down.

Since a given number of workers gen
erally are unemployed at any time, there 
almost always will be a deficit. The defi
cit, however, is created on purpose to act 
as a stimulant to the economy. If the econ
omy is very depressed, the deficit w ill be 
very large. If the economy is strong, the 
deficit will be small.
CYCLICALLY BALANCED BUDGET. Still 
another kind of budget is the cyclically ba

lanced budget concept. This is a budget 
that averages a zero deficit over a period 
of years. With this kind of budget, some 
years may be bad and others good. During 
the bad years, a deficit may develop. Dur
ing the good years, a surplus should ap
pear. Because the surpluses would offset 
the deficits, the total amount of govern
ment debt would not grow.

While this may seem like an attractive 
approach to balancing the budget, it does 
have problems. The chief one is the diffi
culty of telling what the economy is going 
to do over the next four or five years. 
Then, too, because some recessions are 
worse than others, the past is not always 
the best guide to the future.

GRAMM-RUDMAN-HOLLINGS
Because attempts to control the federal 

deficit failed, Congress passed a law' to 
force the federal government to have a 
balanced budget by 1991. The legislation 
was formally called the Balanced Budget 
and Emergency Deficit Control Act o f 
1985, or Gram m -Rudm an-HoIIings (G R H ) 
after its sponsors. Both critics and sup
porters have called the act one of the most 
important pieces of legislation passed 
since the Great Depression.

The law sets a series of limits on the an
nual deficit, which must be met by Con
gress and the President. As can be seen in 
the figure on page 252, these limits de
crease each year until the deficit reaches 
zero in 1991. The following excerpt, taken 
from President Reagan’s Budget o f  the 
United States Government— Fiscal Year
1987, describes the process:

G R H  simply requires that the President’s 
budget meet the deficit targets. It does not 
impose any restrictions on how those targets 
are to be set. The President can propose as 
much or as little as he deems necessary for
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defense or other budget categories. G R H  
does not mandate the budget mix, only the 
m inimum deficit. The same freedom exists 
for the Congress. It may choose to reach the 
target in a different w ay  from the one the 
President proposes in his budget. G R H  only 
requires that should the Congress depart 
from the President’s proposals, it must do so 
in such a w ay that the deficit still remains 
at or under the targets.

If the deficit target is not met in any 
given year, then a series of automatic re
ductions take effect to reach the target. 
GRH requires that any forced budget re
ductions be split equally between defense 
and non-defense expenditures. However, 
some items are excluded from mandatory 
budget cuts. In addition to the interest on 
the national debt, several programs de

signed to aid low income families—includ
ing care for neglected and homeless chil
dren, child nutrition, food stamps, Medic
aid, and Social Security—are exempt. 
Several other programs, including Medi
care, community and migrant health cen
ters, Indian health services, and veterans’ 
medical care, are not excluded, but are 
subject to smaller cuts.

At first, part of GRH was declared un
constitutional, so Congress amended the 
law to stay within Constitutional guide
lines. The legislators liked the law, how
ever, because the cuts were automatic. 
Thus, Congress could reduce federal spend
ing without making voters angry by voting 
against individual programs.

GRH also has a safety valve that sus
pends the law if the economy starts to

Phil G ram m , W arren  Kudm an, and Ernest H olllngs (left to right) are 
shown during a press conference fo llow ing passage o f the G R H  am end
ment. W hat are the m ajor provisions o f  this amendment?
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decline. This means that the forced reduc
tions in the deficit take place only when 
the economy is growing.

FUTURE DEFICITS 
AND SURPLUSES

With the exception of GRH, almost all of 
the different budget philosophies have 
been tried at one time or another. Yet, it 
still cannot be said that one approach is 
much better than all the others. Because 
of the problems of predicting the future of 
the economy, there are likely to be deficits 
and surpluses for a while no matter which 
philosophy is used.

In the United States, those in charge of 
preparing the federal budget almost al
ways have been politicians who were elect
ed on the basis of their campaign prom
ises. This, plus the fact that it is easier to

increase spending than to lower it and to 
lower taxes than to raise them, has tended 
to push the federal budget more toward a 
deficit than a surplus. Then, too, the ap
proach taken to the federal budget tends 
to vary a great deal from one elected offi
cial to the next.

Section Review
1. What are four ways in which the feder

al debt can be measured? How can the 
federal debt impact the economy?

2. What does the Department of the Trea
sury do to help the federal government 
finance a deficit? What is the greatest 
drawback of this?

3. What are the three major differences 
between federal and private debt?

4. What are three different philosophies 
for balancing the budget? What is in
volved in each?

5. Why was GRH passed? Why was it 
popular with Congress?

10.5 Economic Impact 
of Government Spending

Government spending impacts the econ
omy in two different ways. One, it affects 
the allocation of resources and two, it 
affects the distribution of income.

If, for example, the government decides 
to spend its revenues on MX missile sys
tems rather than on social welfare pro
grams, economic activity is stimulated in 
rural areas and resources are shifted to 
these locations. Even the smallest shifts in 
government spending can cause unemploy

ment in some areas and employment 
shortages in others.

The same is true in agriculture. The 
decision to support the prices of grains, 
tobacco, or peanuts keeps the land, labor, 
and capital working. Without government 
support, some land would become idle, 
some workers would have to find new 
jobs, and some capital would have to be 
used for other purposes.

The other way government spending has 
an impact on the economy is by affecting
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the distribution of income. The incomes of 
such groups as the poor and the unem
ployed, for example, can be affected direct
ly by increasing or decreasing transfer 
payments.

Incomes also can be affected indirectly if 
the government decides to spend its reve
nues for one category of the budget rather 
than for another. For example, by award
ing contracts to industries in one area 
rather than in another, the government 
may bring about regional changes in in
come. Even the decision to build roads 
instead of libraries will affect one group's 
incomes more than it w ill another group’s 
incomes.

The issue of spending is complex. Be
cause of the size of the public sector, it

has the potential to affect people’s daily 
lives in many ways. For this reason, it is 
important to understand as completely as 
possible the issues relating to government 
spending. Spending by the public sector is 
very much like that of individuals and 
businesses. Even the problems faced by 
each sector are similar. In both cases, 
resources are scarce, and every effort must 
be made to make the most of the funds 
available.

Section Review
1. What are two ways in which govern

ment spending can affect the economy?

2. Why is it important to understand the 
issues relating to government spending?

Summary.

1. Most levels of government, which 
make up the public sector of the econ
omy, buy their goods and services 
from private individuals and busi
nesses, which make up the private sec
tor of the economy.

2. The government provides goods and 
services called public goods.

3. Government spending began to grow 
in the 1940’s because of expenditures 
incurred during World War II and a 
shift in public opinion on government’s 
role in the economy.

4. The government spends money to pur
chase goods and services.

5. In terms of dollars spent, the federal 
government is the largest of the three 
levels of government in the United 
States.

6. Before the federal government can 
spend any money, Congress must es
tablish the federal budget.

7. National defense, Social Security, and 
interest on the federal debt are the 
three major categories of government 
spending.
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1
8. State and local governments, as well 

as the federal government, must ap
prove spending before revenue dollars 
can be released.

9. At the state level, the major category 
of spending is public welfare. At the 
local level, the major category of 
spending is education.

10. In recent years, deficit spending is one 
of the most important government 
spending issues.

II. Deficits appear more often than sur
pluses in the American economy.

12. The size of the federal debt can be 
measured in different ways, and peo
ple’s view of the debt depends on the 
method used.

13. The federal debt impacts on the econ
omy by causing income to be trans
ferred from one group to another and 
purchasing power to be transferred 
from the private to the public sector.

It also reduces the incentive to work 
and to invest.

14. When the federal government runs a 
deficit, it must finance the shortage of 
revenue by borrowing from others.

15. The United States w ill not go bank
rupt so long as there are differences 
between the federal and private debt.

16. There are three budget concepts: an
nually balanced, full-employment, and 
cyclically balanced.

17. The Gramm-Rudman-Hollings bal
anced budget amendment required 
that a balanced budgfct be reached by 
the federal government by 1991.

18. Because of problems predicting the fu
ture economy, there are likely to be 
deficits and surpluses no matter what 
budget concept is used.

19. Government spending affects the allo
cation of resources and the distribu
tion of income.

*■Building an Economic Vocabulary

public sector 
private sector 
public goods 
transfer payment 
grant-in-aid 
subsidies 
federal budget 
balanced budget 
fiscal year 
appropriations bill 
Congressional Budget 

Office (CBO) 
medicare

medicaid
Occupational Safety 

and Health 
Administration 
(OSHA)

Farmer’s Home 
Administration (FmHA) 

deficit spending 
federal debt 
gross national product 

(GNP) 
treasury bonds 
treasury bills

maturity 
savings bond 
crowding-out effect 
annually balanced 

budget 
full-employment budget 
cyclically balanced 

budget 
Balanced Budget and 

Emergency Deficit 
Control Act of 1985 

Gramm-Rudman-Hollings 
(GRH)
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Reviewing the Main Ideas

1. What are public goods? What do they 
include?

2. On what issues do people disagree re
garding government spending?

3. What is a transfer payment? A grant- 
in-aid? A subsidy?

4. How does the Congress establish the 
federal budget?

5. What is the role of the Congressional 
Budget Office in the federal budget 
process?

6. To what is state and local spending 
limited?

7. How are highway expenses paid?

8. Why is it hard to predict the federal 
debt?

9. How can the size of the federal debt 
cut down the incentive to invest?

10. Why are government bonds attractive 
investments?

11. Why do some people think there is no 
reason to pay off the federal debt?

12. What are the drawbacks to the annual
ly balanced budget concept?

13. How does the Gramm-Rudman-Holl- 
ings balanced budget amendment af
fect the annual federal deficit?

14. How does politics influence the federal 
debt?

Practicing Critical Thinking Skills

1. Some people argue that the role of gov
ernment is too large. Do you agree?
Why or why not?

2. The size of the federal debt has been a 
matter for debate. What is your position 
on the federal debt? Defend and explain 
your answer.

3. One major item in the federal budget is 
defense spending. Some people feel too

much money has been spent in this 
area since 1960. How do you feel? Ex
plain your answer.

4. When Ronald Reagan was elected presi
dent, he promised to balance the bud
get. One way he tried to do this was by 
cutting taxes. If you were a presidential 
advisor, what spending cuts would you 
suggest? Explain.

Applying Economic Understandings_____________

Making A Budget sources. Making a budget—a plan for
At some time, individuals, as well as the spending and saving income— is one way 

government, must be able to allocate re- to do this.
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When making a budget, a record must 
be kept of how much income is expected, 
and how much spending is expected dur
ing a given period of time. Making a bud
get forces people to be aware of what they 
have, what they have to spend, and what 
they need to save. The following example 
shows how to develop the skill o f making 
a budget.

A student who earns $60 a week, goes 
through each of the following steps to set 
up a weekly budget.
1. Make a list of the categories into which 

the funds have to be divided.
(gasoline, recreation and clothes, meals 
on the job, savings for college, auto 
insurance, taxes)

2. Rank the categories according to size 
and importance. To do this, an aware

ness of current needs must exist and 
individual priorities must be deter
mined. (The categories are ranked in 
the chart below.)

3. Estimate the minimum amount of funds 
that w ill be needed for each category. 
(See "Minimum Funds Needed” 
Column.)

4. Total the estimated amount of funds 
needed. ($47) If the total is less than the 
available funds, allocate more money to 
some categories. (See “ Final Allocation” 
Column.) If the total is more than the 
available funds, the amount allocated to 
some categories must be cut. (This situ
ation does not exist in this case.)

Following these steps, construct a week
ly budget of your own.

WEEKLY BUDGET
M inim um

Funds Final
Category Needed Allocation

1. Taxes 9 9
2. Savings

for college 15 20
3. Gasoline 5 7
4. Auto insurance 3 3
5. Meals on

the job 5 7
6. Recreation

and clothes 10 14

Total = $47 $60
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Unit3 Review

The Unit in Perspective
1. About eighteen percent of the civilian 

labor force of the United States be
longs to labor unions, one of the lar
gest and most influential of which is 
the AFL-CIO.

2. Organized labor fought for acceptance 
until the 1930’s. From that time to 
the end of World War II, labor 
gained strength and economic power. 
Since then, however, its influence has 
diminished.

3. Labor-management disputes may be 
settled by various means, the most 
common of which is collective 
bargaining.

4. Workers generally fall into one of four 
categories based on their general level 
of skills. In most cases, workers in one 
category do not compete with those in 
another.

5. Wage differences among workers gen
erally are the result of either the forces 
of supply and demand or the influence 
of organized labor and the collective 
bargaining process.

6. Contemporary issues facing all workers 
today involve comparable worth, rene
gotiated union agreements, and the 
minimum wage.

7. Most of the money with which govern
ment operates comes from proportion
al, progressive, or regressive taxes 
that affect productivity and the allo
cation of resources.

8. Tax reform in 1986 shifted some of the 
tax burden from individuals to busi
nesses and made the tax structure 
more progressive.

9. Federal, state, and local budgets must 
be approved before any revenue can be 
spent. Unlike the federal government, 
many state governments are not per
mitted to run a deficit and must keep 
spending in line with revenues.

10. In an effort to control the growing 
deficit, Congress passed major legisla
tion to cap deficit spending.

11. Government spending impacts the 
economy by affecting the allocation of 
resources and the distribution of 
income.

Я  The Unit in Review
1. In what ways has the labor movement 2. What are the major kinds of union 

grown since the 1800’s? arrangements?
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3. What relation is there between cate
gories of labor and wages?

4. What type of tax are individual in
come taxes? Social insurance taxes 
and contributions? Corporate taxes?

5. How is government spending approved 
at the federal level? At the state and 
local level?

6. What are the four major categories of 
federal spending in order of impor
tance? Of state spending? Of local 
spending?

7. What has been the history of deficit 
spending since the end of World War
II to the present? What has Congress 
been doing about it?

Building Consumer Skills
Filing Your Income Tax Form

At one time or another, almost every 
American must pay federal income taxes. 
The following exercise will help you pre
pare to file your taxes.

1. If you do not receive a booklet contain
ing a federal income tax form and in
structions in the mail, get one at your 
local post office.

2. Look in the booklet for the sections 
titled “Who Must File a Tax Return” 
and "Who Should File a Tax Return.” 
Read the sections carefully, and deter
mine whether you need to file.

3. Most people file either Form 1040A 
(short form) or Form 1040 (long form). 
Read the section in your booklet which 
explains what makes a person eligible
for each.

4. If you are employed, you should have 
received a Wage and Tax Statement, or

W-2 Form, from your employer. This 
form lists your yearly earnings and the 
amounts withheld. If you did not re
ceive one, ask your employer for it. You 
w ill need to attach it to your income 
tax form.

5. The tax booklet also contains tax tables. 
Check the tables and find the heading 
which applies to you. If, for example, 
you plan to use Form 1040A, are not 
married, and have no dependents other 
than yourself, you must find the col
umns for Form 1040A, Single, 1 exemp
tion. Find the figures in the lefthand 
column between which your yearly sala
ry (as stated on your W-2 Form) falls.
At a certain point, the exemption col
umn will intersect with the row on 
which you found your salary. The 
amount at the intersection point is the 
amount you owe in taxes.

6. Now you are ready to fill out your 
income tax form.
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Money is essential to a free enterprise market economy because it frees people 

from barter. Financial institutions are also important because they help transfer 
the savings dollars to investors who put them to work.



Contents
Chapter 11 Money and Banking
Chapter 12 The Federal Reserve System and Monetary Policy 

Chapter 13 Financial Institutions and Markets



Money and Banking
Money, the saying goes, changes everything.
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Chapter 11

After reading this chapter, you w ill be able to:

•  Define the functions, evolution, and characteristics of money.

•  Describe the forms of money used in the United States today.

•  Trace the development of banking in the United States from the 
colonial period to the present.

•  Discuss the operation of commercial banks and current banking 
issues.

11.1 Evolution ojMonev
Just how useful money is becomes clear 

if we stop to think what the world would 
be like without it. Consider what would 
happen if we lived in a barter economy. In 
this moneyless society, workers would re
ceive various economic products instead of 
wages. People would have an income, but 
they might be surprised to find out what 
they could do with it.

First, without money, the exchange of 
goods and services among people would be 
greatly hindered. The individual who 
wanted to buy meat or gasoline or clothes 
would have to find someone willing to 
accept the particular product offered in

exchange. People would find that the prod
ucts they have to offer are not always 
acceptable or easy to divide for payment.

Second, without money, it would be dif
ficult to measure value. One person might 
measure value in terms of peaches while 
another might use automobile tires, or cat
sup, or whatever other product he or she 
received as income.

Finally, without money, it would be dif
ficult, if not impossible, to store value. For 
example, a supply of grain or nuts might 
keep for a time, but milk, peaches, and 
other perishable commodities would not 
last.
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As the cartoon shows, a barter economy can cause problem s for those 
wanting to exchange goods for products they may use. H ow  does money 
function as a medium o f exchange?

Money, then, is appreciated more when 
you consider what the world would be like 
without it. But what, specifically, is 
money?

WHAT IS MONEY?
Basically, money is what money does. 

This means that money can be any sub
stance that functions as a medium of ex
change, a measure of value, and a store of 
value.

As a medium o f exchange, money is 
something generally accepted as payment 
for goods and services. In a simple barter 
society, trade may be carried on without 
using a medium of exchange. In colonial 
times, for example, a merchant might have 
accepted a chicken in exchange for some 
cloth, or a doctor might have exchanged

medical services for potatoes. Barter may 
work in primitive societies, but as they 
become more complex, it becomes difficult 
to trade goods for other goods or services.

As a measure o f value, money expresses 
worth in terms that most individuals un
derstand. To say that a bicycle is worth a 
television set or 50 bags of onions would 
tend to be confusing. But if a price tag in 
terms of dollars is put on the bicycle, most 
people can assess its value. They see the 
dollar price of one object in relation to the 
dollar price of others. Thus, they are able 
to better estimate value because there is 
one single measurement of it. This enables 
people to measure value and trade with 
each other using the common denominator 
of money.

Finally, money also serves as a store of 
value. This means goods or services can be 
converted into money that is easily stored 
until some future time. Money, then, en
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ables a period of time to pass between the 
earning and the spending of an income.

PRIMITIVE MONEY
The use of money is something that has 

evolved over time in many societies 
throughout the world. Historically, money 
has taken many different forms, shapes, 
and sizes. In almost every case, it has been 
used to free individuals from the time-con
suming process of barter or trade.

One of the earliest forms of money was 
the brightly colored cowrie shells found in 
pans of the South Pacific and Africa.
Other monies also evolved in different 
pans of the world, much of it things that 
happened to be on hand at the time.

In New Guinea, for example, dogs’ teeth 
served as a form of currency, while in the 
Marshall Islands, fishhooks often were 
used. At Santa Cruz in the South Seas, the 
feathers of hundreds of honey-eating birds 
were attached to short sticks to make 
feather-stick money. In ancient China, 
money was tea leaves compressed into 
"bricks.” In early Russia, cheese was com
pressed and used in trade. And in East 
Africa, the Masai people used a currency 
made of miniature iron spears fastened 
together to form a necklace.

Today, some of these monies would be 
classifed as commodity money— money 
that has an alternative use as a commodi
ty. The compressed tea leaves, for exam
ple, could be made into tea when not 
needed for trade. Other things became flat 
money—money by government decree. An 
example of this is the tiny electrum coins 
used in Lydia in Asia Minor in the seventh 
century вс These coins had no use as a 
commodity and served as money only be
cause the government said they were 
money.

The use of money was something people 
in each society accepted because it was in 
everyone’s best interest. In this sense, 
money was then— and is now— a social 
convention, much like the general accep
tance of laws and government.

MONEY IN 
COLONIAL AMERICA

The money used by the early settlers in 
America was, in many ways, much like the 
money used by earlier societies. Some 
forms served as commodity money. In 
1618, for example, the governor of colonial 
Virginia gave tobacco a monetary value of 
three English shillings, or 36 English pen
nies, per pound.

Other parts of colonial America estab
lished fiat monies. In 1645, for example, 
Connecticut set a monetary value for wam
pum—a form of currency made by the 
Narragansett Indians out of white conch 
and black mussel shells. Because both the 
Indians and the settlers used wampum in 
trade, six white or three black shells were 
made equal to one English penny. Later, 
in 1648, the General Court of Massachu
setts passed a law ordering that the wam
pum be "suitably strung” in lengths of 
one, three, and 12 pennies.

As time went on, other forms of money 
were also used. In some cases, laws were 
passed that allowed individuals to print 
their own privately issued paper currency. 
Backed by gold and silver deposits in 
banks, it served as currency for the imme
diate area.

Some states passed tax-anticipation 
notes that could be redeemed with interest 
at the end of the year. The governments 
printed the notes and then used them 
to pay salaries, buy supplies, and meet 
other expenditures until taxes were
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during America's co
lonial period. Why 
were coins a more 
desirable form of 
money than paper?

received and the notes redeemed. The 
taxes, however, were collected in coins 
whenever possible.

Fiat money also was issued to finance 
the Revolutionary War. In 1775, the Conti
nental Congress authorized the printing of 
Continental Currency—a form of paper 
money. By the end of the war, nearly $248 
million had been printed and spent to pay 
those fighting and to buy materials.

Gold and silver coins also were popular. 
Most were English shillings sent to the 
colonies to pay the military and govern
ment officials. Some, however, were Span
ish pesos, German talers, and other Euro
pean coins brought to the New World by 
immigrants. The coins were the most de
sirable form of money because most of 
them contained silver. They were, how
ever, in short supply. It was estimated 
that by the time of the American Revolu
tion, there were only $12 million in coins 
as opposed to nearly $500 million in paper

currency, about half o f which had been 
issued by states.

Because of the shortage of gold and 
silver coins and the over-issue of paper 
currency, people kept using commodity 
money after the American Revolution was 
over. In 1789, for example, the year 
George Washington became the first Presi
dent of the United States, the region of 
Franklin, now part of the state of Tennes
see, passed an act which paid the governor 
a yearly salary of 1000 deer skins and the 
Secretary of State 500 raccoon skins.

ORIGIN OF THE DOLLAR
When Washington became President, one 

of the first problems facing him was to set 
up a satisfactory money supply so the 
country could grow and prosper. This job 
was g iven  to Benjam in Franklin and
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Alexander Hamilton, the Secretary of the 
Treasury.

At the time, the most plentiful coin in 
circulation was the Spanish peso, which 
had come to America through piracy and 
trade. Long before the American Revolu
tion had begun, silver was being mined in 
Central America by the Spanish. They 
melted the silver into bullion— ingots or 
bars of precious metals— or minted it into 
coins for shipment to Spain. When the 
Spanish treasure ships stopped in the 
West Indies for fresh provisions, they often 
were victims of Caribbean pirates who 
later spent the treasure they took from the 
ships in America’s southern colonies.

Figure 11-1

THE TRIANGULAR TRADE

The colonies also had a very profitable 
trade known as the triangular trade which 
was used to export rum and import slaves. 
Molasses from the West Indies was 
brought into New England, where much of 
it was made into rum. The rum was 
shipped across the Atlantic Ocean to Af
rica, where it was exchanged for slaves. 
The slaves were packed into ships and 
taken back across the Atlantic, to the West 
Indies. There, some would be sold for mo
lasses and for pesos. Part of the income 
was used to buy more molasses, which 
was brought to New England.

The pesos were also known as pieces of 
eight because they were divided into eight

Triangular Trade
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sub-parts known as bits. Since the pesos 
resembled the German taler, they were 
nicknamed talers, which sounded like dol
lars when pronounced by the colonists.
This term became so popular that Franklin 
and Hamilton decided to make the dollar 
the basic monetary unit—standard unit of 
currency in a country’s money system.

Rather than divide the dollar into 
eighths as the Spaniards had done with 
the peso, Franklin and Hamilton decided 
to divide it into tenths, which they felt 
was easier to understand. Even today, 
some of the terminology associated with 
the Spanish peso remains. For example, a 
25tf coin, which is one quarter of a dollar, 
still is called "tw o bits” by many people.

CHARACTERISTICS OF MONEY
The study of primitive and colonial 

monies is useful because it helps deter
mine the characteristics that give money 
its value. History shows, for example, that 
if money is to be of any real use as a me

dium of exchange, it must be portable, du
rable, divisible, and stable in value.

PORTABILITY. If money were not porta
ble, it would be difficult to transfer from 
one person to another. Most primitive 
monies were very portable— including 
dogs’ teeth, feather-stick money, miniature 
iron spear currency, and compressed 
blocks of tea and cheese. Even most of the 
stone money of the Yap Islands was porta
ble. Much was the size of a modern plate 
or saucer and could be transferred easily 
from one owner to another.

DURABILITY. If money were not reason
ably durable, it would not last when han
dled. Most primitive and colonial monies 
were quite durable. Wampum, for exam
ple, did not require any special care when 
being handled and still lasted a long time. 
Even the fiat paper money of the colonial 
period was reasonably durable because it 
could be easily replaced by issuing new 
bills when old ones became worn.

DIVISIBILITY. If money were not easily 
divisible into smaller units, people would 
not know exactly how much they might

During colonial 
times, anim al skins 
were used as a me
dium  o f exchange. 
W hat characteristics 
m ade the skins a 
m edium  o f exchange?
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need for their next exchange. Most early 
monies were highly divisible. In the case 
of the miniature iron spear currency, the 
necklace was untied and some of the 
spears removed. The blocks of tea or 
cheese were cut with a knife. The bundles 
of tobacco leaves were just broken apart.

STABILITY IN VALUE. Finally, if some
thing is to serve as money, it must be 
stable in value. This means that it must be 
available, but in limited supply.

The dog's teeth of New Guinea, for ex
ample, were extracted from packs of wild 
dogs. But since the islanders hunted the 
dogs for their teeth, the wild dog popula
tion never grew too large. The stones used 
on the Yap Islands were brought in open 
canoes from other islands over 400 miles 
(680 kilometers) away. Because navigation 
was primitive and the weather unpredict
able, only one canoe in 20 made the round 
trip. This kept the supply of stone money 
from growing too fast.

Commodity money was the least stable 
in value. In Virginia, where tobacco was 
money, people started to grow their own. 
Before long there was so much tobacco 
that its worth fell to a penny a pound 
from 36 pennies a pound.

Eventually, wampum also lost some of 
its value. Many settlers brought industrial 
dyes from Europe and used them to turn 
the white wampum into black, which dou
bled its value. Because of this, and other 
reasons, wampum fell out of favor by the 
early 1700’s.

Section Review
1. What is commodity money? How does 

it differ from fiat money?
2. What kinds of money were popular in 

colonial America?
3. How did the dollar become America’s 

basic monetary unit?
4. What four characteristics must money 

have to be a medium of exchange?

11.2 Modem Money
Today, most nations use fiat money as 

their medium of exchange. A few, like 
Canada, China, South Africa, Mexico and 
even the United States, mint gold coins, 
but these generally are bought by inves
tors. Whatever the money supply, it must 
be portable, durable, divisible, and stable 
in value in order to be useful.

MONEY IN THE UNITED STATES
The graph on page 278 shows the differ

ent forms of money in use in the United 
States today. Of these, however, the most

familiar are coin and currency. The term 
coin refers to metallic forms of money.
The term currency refers to paper money 
issued by government through an act of 
law.

COINS AND CURRENCY. The coins of 
the United States come in six denomina
tions, starting with the penny and ranging 
up to the dollar. Most are made in part of 
copper, zinc, nickel, or silver. As can be 
seen in the illustration on page 279, the 
actual value of the metal making up each 
coin today is only a fraction of the coin's 
face value.

All the currency of the United States is 
issued by the Federal Reserve System, a

MONEY AND BANKING 277



MAJOR COMPONENTS OF THE MONEY 
SUPPLY IN THE UNITED STATES
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Figure 11-2

central banking institution owned by 
banks and operated in the public interest. 
Today, currency is printed in denomina
tions of $1, $2, $5, $10, $20, $50, and 
$100. In earlier years, however, it also was 
issued in amounts of $500, $1000, $10,000, 
and even $100,000. Although people who 
have the larger denomination bills still are 
able to spend them, the banks remove 
such bills from circulation when and if 
they find them.

DEMAND AND OTHER CHECKABLE 
DEPOSITS. One of the other forms of 
money in the illustration above is 
demand deposits. This refers to deposits

available on demand at certain banks. 
These funds are available whenever the 
depositor wishes to have them. He or she 
removes them from the bank by writing a 
check. The bank receives no advance no
tice from the depositor that the money 
w ill be removed. It finds out when the 
check arrives to be cashed.

During the 1970’s, some financial insti
tutions began to offer different kinds of 
checking accounts. One of these was 
money market mutual shares— large- 
denomination accounts issued by large in
vestment companies. The most popular, 
however, was the Negotiable Order of 
Withdrawal, or NOW account. The NOW
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account had a considerable effect on bank
ing. Commercial banks— institutions that 
make short-term loans to businesses and 
accept demand deposits subject to with
drawal by checks— had never paid interest 
to the owners of demand deposits. NOW 
accounts, however, did pay interest. Be
cause of this, some people began to put 
their money in NOW accounts instead of 
in commercial banks. This forced the com
mercial bankers to offer their own version 
of NOW accounts or risk losing deposits to 
their competitors.

Today, most depository institutions like 
banks, savings and loans, mutual savings 
banks, and credit unions offer some kind 
of interest-bearing demand or checkable 
deposits. However, in order to discourage 
depositors from writing too many checks, 
many institutions require a minimum de

posit or charge an activity fee for checks 
drawn.

SAVINGS AND TIME DEPOSITS. Two 
forms of money shown in the illustration 
on page 278 are savings and time deposits.
These are interest-earning deposits that 
cannot be withdrawn by check. There is 
one major difference between the two. 
Prior notice must be given to withdraw 
time deposits, while no prior notice is 
required to withdraw savings.

When people need money from these • 
accounts, they can go to the bank and 
withdraw it. Generally, this does not cause 
a problem for the institution. If, however, 
the withdrawal from a savings account is 
very large, the institution generally can 
invoke a seldom-used rule that advance 
notice must be given before withdrawals.

Figure 11-3

THE METALLIC CONTENT OF U.S. COINS

\ v

OLD N E W H ALF S U S A N  B.
PENNY P E N N Y N IC K E L D IM E Q U A R T E R D O LLA R A N T H O N Y

95% 97.5% 75% 91.7% 91.7% 91.7% D O LLA R
copper zinc copper copper copper copper 87.5%

5% 2.5% 25% 8.3% 8.3% 8.3% copper
zinc copper nickel nickel nickel nickel 12.5%

Value* Value Value Value Value Value nickel

4/10 of 2/10 of 1 cent 4/10 of 1 cent 2 cents Value
1 cent 1 cent 1 cent 1 cent

*value varies with the price o f metal

Source: Bureau of the Mint

MONEY AND BANKING 279



MODERN MONEY AS 
A MEDIUM OF EXCHANGE

While money has changed in shape, 
kind, or size over the years, modern 
money still shares many of the same char
acteristics of primitive money. Most im
portantly, to function effectively as a me
dium of exchange, it must satisfy the four 
characteristics of money.

Modern money is very portable. When 
people carry checkbooks, for example, they 
really are carrying very large sums of 
money since checks can be written in al
most any amount.

Modern money also is very durable. Me
tallic coins last a long time under normal 
use and generally do not go out of circula
tion unless they are lost. Paper currency 
also is reasonably durable with the aver
age life of a $1 bill being about 13 
months. Checking and demand deposits 
never wear out.

Modern money also rates high in divisi
bility. The penny, which is the smallest 
denomination of coin, is more than small 
enough for almost any purchase. In addi
tion, checks almost always can be written 
for the exact amount.

Modern money, however, is not as stable 
in value. The inflation of the 1970’s indi
cated that money was not as scarce as it 
could have been. The fact that the money 
supply often grew at a rate of 10 to 12 
percent a year was considered a major 
cause of inflation.

Section Review
1. What different forms of money are in 

use in the United States today?

2. What effect did NOW accounts have on 
commercial banks?

3. In which of the four characteristics is 
modern money the weakest?

11.3 The Development of Banking
Banks fulfill two distinct needs in a 

community. For one, they provide a safe 
place for people to deposit their money. 
For another, they lend excess funds to 
individuals and businesses temporarily in 
need of cash. In effect, banks act as econ
omic institutions that bring savers and 
borrowers together.

STATE BANKING
When the Revolutionary War came to a 

close, there were only four banks in the

United States. This was due in part to the 
shortage o f coin and currency and to the 
large use of commodity money during the 
colonial period. The number of banks soon 
began to grow, however. By 1812, the 
country had about 100 banks. These banks 
served a population of almost 8 million 
people.

Most of the banks were state banks— 
banks that receive their charter to operate 
from a state government. These banks is
sued their own currency. They would 
order several thousand notes from the 
local printing shop and lend them at inter
est to people who wanted a loan.
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The state banks were supposed to keep 
gold and silver in the form  o f reserves 
against the notes they issued. H ow ever, 
most, if not all, did not do this. Som e  
made a business of printing and then lend
ing as much money as possible w ithout  
worrying about keeping enough reserves to 
back their notes.

By the time of the C ivil W a r , the United  
States had over 1600 banks issuing m ore  
than 10,000 different kinds o f p aper cu r
rency in different denom inations, sizes, 
and colors. When a person w ent to the 
store to buy something, each o f the notes 
offered in payment had to be checked  
against the latest listing o f good and bad  
bank notes.

Bank panics and failures led to chaos in the 
1800’s. The development o f  a national bank
ing system helped resolve the problem . What 
did the National Bank Act o f  1863 do?

THE NATIONAL 
BANKING SYSTEM

In 1863, the federal government tried to 
bring the state banks under control by 
passing the National Banking Act. It set up 
a system of nationally chartered and in
spected banks known as the National 
Banking System. State banks were invited 
to become national banks by surrendering 
their state charters for federal ones.

Those banks that joined the system 
had to fulfill certain requirements. One of 
these was to make public its membership 
in the system by using in its title the word 
"National” or the abbreviation "N .A.,” 
which stood for National Association. The 
first bank in a community to join the 
system was generally called the First Na
tional Bank, the second the Second Na
tional Bank, and so on. Once there were a 
number o f national banks in the commu
nity, new members used such titles as the 
People's National Bank of Commerce, Citi
zens’ National Bank, and the Farmer’s and 
Merchant’s Trade Bank, N.A.

A second requirement was to pass stiff 
inspections by the Comptroller o f the Cur
rency, a Treasury Department official ap
pointed by the President to supervise na
tional banks. Because the inspections were 
rigorous, the people knew that national 
banks, as a group, were relatively safe 
places to keep their deposits.

Not all banks, however, wanted to join 
the National Banking System. Some felt 
comfortable as they were, and they re
sented inspection and regulation by 
federal authorities. In order to force these 
banks to join the system, the federal gov
ernment placed a 10 percent tax on pri
vately issued bank notes in 1863. This led 
most of the state banks to join. The very 
small number that did not decided to 
make loans by issuing checking accounts 
rather than currency.
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THE NUMBER OF NATIONAL AND STATE BANKS

1800 1820 1840 1860 1880 1900 1920 1940 1960 1980

The number of banks grew rapidly after 1880. Many of the weaker banks, however, failed 
during the depression of the 1930's. Since that time, the number has remained stable.

Figure 11-4

Issuing checking accounts instead of cur
rency was a relatively new idea. After a 
few years of experimentation, however, 
many people discovered that checking ac
counts could be used effectively in place of 
currency. As a result, the number of state- 
charted banks, after 1880, began to grow 
again.

As shown in the graph above, by 1887, 
there were as many state as national 
banks in the economy. By then the country 
had a well-established dual banking sys
tem—a system whereby banks can obtain 
charters to operate from either the state 
government or the federal government. 
This system still exists today.
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Case Study: Career
m

Bank Teller
Bank tellers are responsible for 

carrying out various financial transac
tions. They receive checks and cash for 
deposit and also cash checks and pay 
out money. In the process, they examine 
checks for endorsements, enter deposits 
in passbooks or issue receipts, verify 
signatures, and check balances in cus
tomers' accounts. They also order the 
cash they need for the day’s transac
tions and prepare cash for shipment.

There are also other tasks that 
bank tellers may perform. These are computing service charges, 
filing checks; accepting payment for certain bills; and selling tra
velers’ checks and savings bonds. They also operate different busi
ness machines. In many banks today, tellers record deposits and 
withdrawals on computer terminals.

Because bank tellers are bonded employees, there must be no 
doubt as to their honesty and integrity. They also must have good 
memories, be able to work with figures, and be accurate. Since they 
have constant contact with bank customers, tellers are expected to 
be neat, friendly, tactful, and courteous. Their working hours vary 
and may be irregular at times. They generally are expected to stay 
after the bank closes to the public to count the cash they have on 
hand, balance their accounts for the day, and sort checks and 
deposit slips.

Most banks prefer that their tellers be high school graduates. 
Most applicants are hired as teller trainees. Some, however, begin in 
clerical positions and then are promoted to the position of teller.
The trainees generally watch more experienced tellers perform their 
duties for several days before doing any tasks themselves. Tellers 
interested in being promoted generally have to have additional 
training, some of which is offered by the banking industry itself.

The job outlook for bank tellers is good. Some routine work 
always done by tellers is done now by machines. This, however, is 
not expected to affect job opportunities.
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By 1910, however, banking reform 
was needed for several reasons. One 
major reason was that the National 
Banking System was not designed to 
deal with the unusually large number of 
checks being written.

Reform came in 1913, when an act of 
Congress created the Federal Reserve 
System, or FED, to serve as the nation's 
first true central bank—a bank that can 
lend to other banks in times of need.

Section Review
1. What two needs do banks fulfill?
2. How did state banks make loans before 

1863? After 1863?
3. Why did the government set up the 

National Banking System? What two 
requirements did its members have to 
fulfill?

4. How does the dual banking system in 
the United States work?

11.4 Commercial Banking Today
Most business enterprises hope to make 

a profit, and commercial banks are no 
exception. Because of the nature of their 
business, however, banks are regulated by 
state and federal government agencies.

Today, as in the past, all banks must 
have charters before they can open. If a 
bank wants to be subject to state rules 
and regulations, it applies for a charter 
with the state. If it wants to be subject to 
federal rules and regulations, it applies to 
the Comptroller of the Currency in Wash
ington, D.C.

Both of these regulatory bodies require 
that the owners of the bank invest a cer
tain amount of their own funds in the 
bank as a protection for future depositors 
and owners. Since most banks are organ
ized as corporations, the owners will con
tribute cash or other funds in return for 
which they will receive stock certificates. 
These certificates represent ownership and 
are known as equity.

HOW BANKS OPERATE
To gain a clear understanding of the 

way in which a bank operates, it helps to

examine the bank’s liabilities and assets. 
Its liabilities are the debts and obligations 
to others. Its assets are the properties, 
possessions, and claims on others. These 
liabilities and assets generally are put to
gether in the form of a balance sheet—a 
condensed statement showing all assets 
and liabilities at a given point in time. 
The balance sheet also reflects net worth— 
the excess of assets over liabilities, which 
is a measure of the value of a business.

The illustration on page 285 represents 
the balance sheet for a typical commercial 
bank. First, the people who organized the 
banks as a corporation might arrange to 
supply, for example, $20 worth of build
ings and furniture so that the bank can 
open its doors for business. In return for 
this investment, the owners receive stock 
that shows as net worth. To indicate that 
the net worth belongs to the owners of the 
bank, it is entered on the right side of the 
balance sheet.

Suppose that now a customer walks in 
and opens a checking account by handing 
$100 to the teller. This transaction is re
flected on the balance sheet in two ways. 
First, to indicate that the money is owed 
to the depositor, the checking account, or
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BALANCE SHEET ENTRIES 
FOR A TYPICAL COMMERCIAL BANK

THE N ATIO N AL BANK OF HIGHLAND HEIGHTS

..............................

1. When a bank is organized 
as a corporation, the 
owners contribute cash 
used to buy buildings and 
furniture. In return, the 
owners receive stock.

Assets Liabilities
Required
Reserves:
Cash:
Loans:
Bonds: 
Buildings 
and Furniture: $20

$20

Demand
Deposits:

Net Worth 
Equity: $20

$20

2. When a customer opens Assets Liabilities
an account, some of Required Demand
the deposit is set aside as Reserves: $10 Deposits: $100
a reserve, while the excess Cash: $90
can be loaned out. Loans: Net Worth

Bonds: Equity: $20
Buildings
and Furniture: S20 _________

$120 $120

3. When another person Assets Liabilities
wants to borrow money, Required Demand
the bank can lend all cash Reserves: $10 Deposits: $100
in excess of its reserves. Cash:
The bank actually swaps Loans: $90 Net Worth
one asset (cash) for Bonds: Equity: $20
another (the loan or Buildings
account receivable). and Furniture: $20 . ■

$120 $120

Figure 11-5

demand deposit, is carried as a liability. 
Second, to indicate that the cash is the 
property of the bank, it appears as an 
asset on the balance sheet.

Actually, the $100 appears in two places. 
Ninety dollars appears as cash, and ten 
dollars appears as required reserves— the 
amount banks set aside according to law

as a protection for depositors. The size of 
the reserve is determined by the reserve 
requirement—the percent of a bank’s total 
deposits to be put aside. If the bank’s 
reserve requirement is 10 percent, $10 
would be set aside for every $100 depos
ited. I f  its requirement is 15 percent, $15 
would be set aside.
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Now that the bank has some cash in 
hand, it is in a position to make loans. In 
particular, it is free to offer the $90 not 
used to fulfill the reserve requirement in 
the form of a home, auto, or personal loan. 
If the loan were made at 10 percent, the 
bank would earn $9 a year in interest.
This income would then be used to pay its 
officers and employees, utility bills, taxes, 
stock dividends on owner’s equity, or any 
other business expenses.

Most of a bank’s deposits return to the 
community in the form of loans. The bank, 
however, might invest some of the cash in 
U.S. government bonds. The bonds would 
be a good investment for two reasons. One 
is that they earn interest and, therefore, 
are more attractive than cash. The other is 
that they have a high degree of liquidity; 
that is, they can be converted into cash in 
a very short period of time. The liquidity 
adds to the bank’s ability to serve its 
customers. When the demand for loans 
increases, the bonds can be sold and the 
cash loaned to customers.

In time, the bank would grow and pros
per, diversifying its assets and liabilities in 
the process. It might use some of its excess 
funds to buy state or local bonds. It might 
loan some funds on a short-term basis to

other banks. Then, too, a bank might use 
some of its assets to buy an interest in 
another business.

The bank also might try to attract more 
depositors by introducing different kinds 
o f accounts. Once the bank attracts more 
funds, it can make more loans and more 
profits.

In order for the bank to make a profit, it 
must have a "spread” ranging upward 
from 2 percent between the rate it pays 
for deposits and the rate it earns on loans. 
If a bank pays 7 percent for the money it 
gets, it must make its loans at a minimum 
of 9 or 10 percent to make enough income 
to pay expenses. If it cafmot maintain the 
spread, it will incur losses that, in time, 
reduce its net worth.

ISSUES IN BANKING
There are a number of issues of concern 

in commercial banking today. They in
clude dual banking, branch banking, elec
tronic banking, competition from non-bank 
competitors, and the regulation of interest 
rates.

The bank teller in the cartoon is not really telling the truth. Bank failures 
were a threat until the mid-1900's. How does liquidity add to a bank’s 
ability to serve its customers?
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Profile

Irving Fisher
Irving Fisher, an American 

economist, received his doctorate 
in economics from Yale. His disser
tation, Mathematical Investigations 
in the Theory o f  Value and Prices, 
brought a more orderly and disci
plined approach to economics. The 
highlight of the work was Fisher’s 
proposal to measure the satisfac
tion an individual gets from the 
use of a good or service.

Fisher’s reputation was estab
lished with two works. The Nature
of Capital and Income (1906) and 1867-1947
The Rate o f  Interest (1911). In recognition of his contributions, Fisher 
was elected president of the American Economic Association in 1918.

Fisher’s major contributions were in two areas—capital and 
interest theory' and monetary theory. Fisher argued that the flow of 
income was linked with the stock of capital by the rate of interest.
If, for example, a person put $100 into a savings account for which 
the rate of interest was 6 percent, he or she would receive $6 of 
income at the end of one year. If the rate of interest increased, the 
income also increased.

Fisher also developed the concept known as the rate of return 
on investment. An individual thinking about making an investment 
will compare it to the current market rate of interest. If the rate of 
return on investment is greater than the market rate of interest, the 
investment will be made.

Fisher believed there were really two rates of interest—a nomi
nal one and a real one. The nominal one is the market rate of 
interest. The real one is found by subtracting the current rate of 
interest from the nominal rate. If, for example, the nominal rate of 
interest were 15 percent and the current rate 10 percent, the real 
rate would be 5 percent.

In monetary theory, Fisher concluded that doubling the money 
supply would lead to doubling the general level of prices. He also 
introduced the idea of a compensated dollar whereby the govern
ment would lower or raise the price of gold when the general level 
of prices rose or fell.
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DUAL BANKING. The rules and regula
tions federal authorities impose on nation
al banks generally are more rigid than 
those states impose on state-chartered 
banks. For example, the amount of finan
cial capital paid in by the owners of a new 
state bank is usually less than that re
quired for national banks. In North Dako
ta, the owners must contribute a mini
mum of $50,000 before it can operate. In 
Maine, Iowa, Michigan, and Vermont, the 
am ount o f cap ita l requ ired  is on ly  
$100,000. The owners of national banks, on 
the other hand, are required to contribute 
many times that amount before a bank 
can operate.

State-chartered banks also have more 
flexibility than federally chartered ones. 
The maximum loan allowed by national 
banks is usually smaller than those of 
state banks. Most state banks also find it 
easier to make certain kinds of loans or 
investments, especially in real estate.

For these reasons, most newly organized 
banks have opted for state rather than 
federal charters in the last few years. As a 
result, it has been suggested from time to 
time that all banks be required to join the 
FED, or take out national charters. These 
suggestions do not please state bankers 
who resent efforts by federal authorities to 
control their operations. Many bankers 
want to be subject only to local rules and 
regulations designed for local conditions.

Whether or not state banks become sub
ject to more federal regulation remains to 
be seen. The history of banking in the 
United States suggests, however, that 
major changes come about only during 
periods of crisis. The National Banking 
System, for example, came out of the Civil 
War, and the Federal Reserve System was 
created because of the recession of 1907 
and some major weaknesses in the Nation
al Banking System.

Dual banking, then, is likely to remain a 
feature of commercial banking in the Unit
ed States. This might change if the bank
ing system fails to perform well during 
any future crisis.
BRANCH BANKING. Most banks have 
found it profitable to open branches in 
shopping centers and other areas where 
their customers are likely to be. Bankers 
know that convenience is important to 
people when they select a bank. Most peo
ple want their bank to be close to their 
home or place of work so that they can 
make deposits and cash checks quickly.

Different states, however, have different 
requirements for branching. In many west
ern states, banks are allowed to put a 
branch anywhere in the state. In many 
states in the Great Plains area, branching 
is not allowed at all. In other states—such 
as Kentucky, Ohio, Arkansas, Georgia, 
Pennsylvania, Michigan, and Iowa— 
branching is permitted, but only on a lim
ited basis.

Many bankers in the states that limit or 
prohibit branching often favor branching 
restrictions to prevent competition from 
larger banks in nearby cities. Branching 
laws are slow to change because of lobby
ing of state legislatures by small banks. 
ELECTRONIC BANKING. Today, almost 
any kind of banking activity not done by a 
customer and a teller in the lobby of a 
bank is considered electronic banking. Sys
tems that allow people to pay their bills 
by phone, make deposits or cash checks 24 
hours a day at an automatic-teller ma
chine, or have a check verified in a store 
before it is cashed fall into this category.

Electronic banking is a natural part of 
the growth of the banking industry. It 
allows for greater convenience and flexibil
ity, both of which work to the benefit of 
the consumer.

Some aspects of electronic banking have 
grown more slowly than most experts
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thought it would. This is due in part to 
the fears of small banks. They thought the 
large banks in nearby cities would use 
electronic banking as an inexpensive way 
of penetrating their local markets. When 
automated-teller machines became popular 
in the 1970’s, a suit to stop their spread 
was filed by the Independent Banks Asso
ciation of America (IBAA), the professional 
organization that represents small bankers 
in states that prohibit branching.

The IBAA argued that according to a 
section of the National Banking Act of 
1863, the machines should be classified as 
branch banks. The courts agreed, and as a 
result, most of the banks in the states 
involved were not able to use the mechani
cal tellers as planned. Instead of putting 
them in shopping centers, adjoining cities, 
and towns in surrounding counties, the 
banks ended up putting them in their own 
lobbies.

Thus, the small banks managed to pro
tect their local monopolies. At the same 
time, however, they denied consumers the 
benefits of competition. As a result, the 
legislative battle between the small and 
the large banks is still going on in many 
areas.

\ON-BA\TK COMPETITORS. Commercial 
banks today are facing more and more 
competition from a number of non-bank- 
ing institutions. Some of these—such as 
mutual savings banks and savings and 
loans—are fairly obvious; others—such as 
money market funds—are not.

Money market funds are funds organ
ized by investing companies who gather 
small amounts from individuals. These 
funds, also known as money market mutu
al funds, are then pooled together to make 
large loans to banks and corporations.
Since these funds are not insured, they are 
largely outside the control o f banking au
thorities. Thus, bankers can pay as much 
interest as they want. In the early 1980’s,

Most banks today offer some form o f elec
tronic banking. The banks consider this an 
added benefit and service for their customers. 
What is electronic banking?

for example, some investment companies 
paid 17 percent interest and higher on 
some money market funds.

Because the interest rates were so at
tractive, most depositors paid little atten
tion to commercial bankers who pointed 
out that these funds were not insured. 
Many were willing to give up insured de
posits to get returns greater than the 5% 
percent paid on savings accounts at that 
time. In addition, people wrote the equiva 
lent of checks known as money market 
mutual shares against money they had in 
these money market mutual funds.
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Large retailers are another source of 
competition facing commercial banks.
Sears, for example, along with J. C. Penney, 
К-Mart, and Montgomery Ward, offer 
many financial services. All own banks 
and savings institutions in several states 
so they can issue credit cards and make 
loans. Some even have their own insur
ance companies, stock brokerages, and real 
estate offices. Soon, an individual w ill be 
able to deposit a weekly paycheck, get a 
mortgage, buy insurance, take out a loan, 
open a NOW or other kind of checking 
account, and invest in a money market 
fund without ever having to go to the 
bank.

DEREGULATION OF INTEREST RATES. 
To encourage competition among banks 
and other financial institutions, Congress, 
in 1980, passed the Depository Institutions 
Deregulation and Monetary Control Act. 
This removes several restrictions that pre
vented financial institutions from compet
ing directly with one another.

One of the most important parts of the 
law removed the interest limits banks 
could pay on certain kinds of deposits. By 
April, 1986, Regulation Q— the rule that 
put five and one-half percent maximum 
interest rate on passbook savings—was re
moved. Today, banks may pay as much, or 
as little, interest as they want on savings 
and other deposits. As a result, banks are 
free to compete more effectively with each 
other, other financial institutions, and 
other firms, such as large retailers, that 
recently have entered the financial services 
market.

Unless prohibited by states, banks are 
also free to set their own rates for money 
they lend. Usury laws— laws regulating the 
maximum interest that can be charged on 
certain kinds of loans—are an example of 
this. These laws are based on judgments 
that say what is "fa ir,”  and they vary 
widely from state to state. In Kentucky,

for example, the usury limit for consumer 
credit such as MasterCard and Visa is 21 
percent. In Idaho the rate is 45 percent 
and in Florida the rate is 18 percent.

States, however, must also be careful 
when setting usury ceilings because the 
ceilings can cause unwanted effects. For 
example, Arkansas had a 10 percent usury 
limit written into its constitution. The law 
applied to all loans, including home mort
gages. When interest rates rose over 10 
percent in the early 1980’s, banks and 
other lenders often lent money out of state 
where they could get more than a 10 
percent return. The law, then, protected 
Arkansas residents frorti banks and others 
who would have charged more than the 
legal rate. At the same time, many Arkan
sas residents had trouble getting loans be
cause lenders took their money elsewhere.

This situation is illustrated on page 291 
of the text. The graphs show that a short
age occurs whenever the usury rate is less 
than the equilibrium rate. When the usury 
rate is above the equilibrium, however, it 
does not affect allocation of credit. Today, 
Arkansas residents no longer are faced 
with credit shortages caused by the usury 
law. The state constitution was amended 
in 1982 to change the usury limit.

BANKING STABILITY 
IN THE UNITED STATES

Because banks are important to our 
economy, everyone is concerned about the 
stability of the banking system. While not 
perfect, it is still safer now than at any 
time in our past.

FEDERAL DEPOSIT INSURANCE. Today, 
deposits in most banks are insured up to a 
maximum of $100,000 by a federal govern
ment agency known as the Federal Deposit 
Insurance Corporation, or FDIC. Banks ob
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Quantity of Money Quantity of Money

When the usury rate is below the equilibrium rate, a shortage develops. When the usury rate is 
above the equilibrium rate, it does not interfere with the operation of the market.

Figure 11-6

tain this insurance by paying a small fee, 
and agreeing to follow certain sound 
banking practices. Of approximately 
14,500 banks in the country, fewer than 
450 do not have FDIC deposit insurance.

The government started this service be
cause of the large number of bank failures 
during the Great Depression— the years 
from 1929 to 1933, which rank as the 
worst economic collapse in the history of 
the United States. During this period, 
widespread concern about the safety of the 
deposits often caused a run on the bank— 
a rush by depositors to withdraw their 
funds from a bank before that bank fails. 
Since nearly one out of every four banks 
closed during the Depression, it is easy to 
see why people panicked.

Once the FDIC was created, however, 
people began to worry less about the safe
ty of their deposits. Today, people know 
that their banks have passed rigid inspec
tions and are regulated by a federal agen
cy. Second, they know their deposits are 
insured. As a result, today there is little 
reason to have a run on a bank.

Banks that do not have FDIC insurance 
were generally in operation before the 
Great Depression, when the insurance leg
islation was passed. Today, FDIC insur
ance is required for all new banks. Most 
states also require FDIC insurance before a 
new branch office is granted or before a 
merger can take place. As a result, the 
number of non-insured banks is not ex
pected to grow.
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The Federal Deposit 
Insurance Corpora
tion (F D IC ) protects 
depositors in banks 
insured by it. What 
may the FD IC do 
w ith  problem  banks?

■л

BANK FAILURES. Even though the FDIC 
protects depositors, bank failures continue 
to be a problem. As shown in the graph 
on page 294, the number of bank failures 
has increased substantially in recent 
years. In 1985, for example, a record 120 
insured banks failed. The numbers in the 
table also do not reflect the number of 
non-FDIC insured banks that failed during 
the same period.

There are three reasons why bank fail
ures are a problem. First, owners lose 
whatever investment they might have in a 
bank. This is a personal hardship for them 
just as the failure of any other business 
hurts its owners. Since most banks are in
corporated, a bank failure means that the 
shares of stock are worthless.

Second, publicity surrounding a bank 
failure strains the credibility of the bank
ing system as a whole. The failure of one 
bank sometimes w ill cause people to fear 
that others might fail. As a result, some 
depositors might try to withdraw funds or 
cancel other dealings they have W'ith per
fectly sound banks.

Third, depositors of a failed bank are 
hurt because they lose money too. The 
extent of damage, however, depends on 
whether the bank is insured and, if so, 
how fast the FDIC comes to the rescue. 
Since the FDIC inspects banks on a regu
lar basis, it generally knows ahead of time 
when a bank is in trouble. If it is, the 
FDIC adds the bank’s name to a confiden
tial problem bank list that it watches 
closely. If things get worse, the FDIC takes 
control o f the bank. Then, it can either sell 
the problem bank to a stronger one, or it 
can liquidate the bank and pay off the 
depositors. About half o f the banks that 
fail are then sold and the other half are 
dissolved.

When the FDIC takes control of a bank, 
even the shareholders know nothing of its 
activities. The sale of one bank to another 
only takes a few' days, and services are 
seldom interrupted. Usually people only 
find out about the sale when the bank 
opens for business under a new name. The 
FDIC uses such secrecy to prevent panic 
withdrawals and to prevent shareholders
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Understanding S ources

Bank Failures
The following newspaper article on bank failures appeared 

in the Kentucky Post on November 8, 1986. Read the paragraph 
and answer the questions that follow.

Most Bank Failures Since Depression
Two more banks 

in farming and en
ergy states failed 
Friday, bringing 
the number of bank 
failures to 122 this 
year, the highest 
number since the 
Depression. The 
Federal Deposit In

surance Corp. said 
it closed an agri
cultural bank in 
Chokio, Minn., and 
another bank in 
Baton Rouge, La. 
The failures topped 
the old post-De- 
pression record of 
120 set last vear.

1. At the time of the article, how many banks had failed in 
1986?

2. How did this compare with bank failures during the previous 
year?

3. What types of banks were they?

from selling their worthless stock to unsus
pecting investors.

When the FDIC cannot find a buyer for 
the problem bank, it may declare the bank 
insolvent and close its doors. Within a few 
days of the bank’s closure the FDIC begins 
to pay off depositors directly. Generally 
this is a speedy process, but there have 
been cases where it has taken several 
months for depositors to recover their 
monev.

Depositors, of course, only receive pay
ments up to the $100,000 insurance limit. 
If an account has more than this, the 
depositor must go to court as a creditor—a 
person or institution to whom money is 
owed—and, along with other creditors, file 
suit to recover the rest of the deposit. If 
the bank happens to be uninsured, deposi
tors and others who have valuables stored 
in safe deposit boxes are simply out of 
luck. The chance that a depositor will go
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to court and recover much, if anything, 
from the owners of an uninsured, failed 
bank is quite small.

There are many reasons why banks fail, 
but poor management is the main one. 
This can happen when a bank makes loans 
without adequate collateral— property or 
other security used to guarantee repay
ment of a loan. Or the bank simply may 
not keep its expenses in line with its reve
nues. At other times, a bank may also be 
the victim of a weak economy.

For example, many agricultural banks—  
or banks with more than twenty-five per
cent of their loans in agriculture— have 
been hit hard recently because of falling 
land values and low prices for farm prod
ucts. Energy banks— banks with more than 
one-quarter of their loans in gas, oil, and

other energy areas— were also hit hard 
when oil prices declined sharply in 1985 
and 1986. Many of these banks were man
aged well, but were unable to avoid failure 
simply because too many of their loans 
were concentrated in a weak industry’.

Despite the recent increase in the num
ber of failed banks, the banking system is 
still quite sound. In fact, much of the 
stability of the banking system today is 
due to the regulation and supervision of 
the FDIC. By the end of 1985, the FDIC 
insurance fund, the account used to pay 
depositors of failed FDIC insured banks, 
had approximately 18 billion dollars. In 
addition, the FDIC and other federal regu
latory agencies are working to better coor
dinate and improve the quality of their 
standards and inspections.

Figure 11-7

FDIC INSURED BANK FAILURES, 1960-1985
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Section Review
1. How do bank owners receive equity?
2. In what ways are bank deposits used?
3. What are five issues in banking today?

4. Why was the Federal Deposit Insurance 
Corporation created?

5. What is the major reason for many 
bank failures?

igpter 11 Review r
Summary
1. Money is anything that serves as a 

medium of exchange, a measure of 
value, and a store of value.

2. Over time, money has taken many dif
ferent forms, shapes, and sizes, and 
freed people from the time-consuming 
process of barter and trade.

3. Some early forms of money were com
modity monies and fiat monies.

4. The dollar was based on the Spanish
peso.

5. Money must be portable, durable, di
visible, and stable in value to be useful 
as a medium of exchange.

6. Modem money is fiat money. Modern 
money in the United States includes 
coins, currency, demand deposits, and 
time and savings deposits.

7. Compared to primitive money, modern 
money is portable, durable, divisible, 
and reasonably stable in value.

8. Banks fulfill two needs. They provide a 
safe place for depositors’ money and 
they lend excess funds to individuals 
and businesses.

9. By 1887, the United States had a dual 
banking system made up of state and 
national banks.

10. Because of a need for banking reform, 
the Federal Reserve System was estab
lished in 1913 as the first true central 
bank in the United States.

11. Today, both federal and state regula
tory agencies require bank owners to 
invest funds in the bank to protect 
future owners and depositors.

12. Banks set aside some of the money 
received in deposits as a reserve. The 
rest is loaned out to be used for other 
investments.

13. Banks make a profit on the "spread” 
between the rate they pay for deposits 
and the rate they earn on loans.

14. Contemporary issues in banking in
clude dual banking, branch banking, 
electronic banking, non-bank competi
tors, and deregulation of interest rates.

15. Because banks are important to our 
economy, the federal government tries 
to assure their stability through the 
Federal Deposit Insurance Corporation.
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шBuilding an Economic Vocabulary

barter economy 
money
medium of exchange 
measure of value 
store of value 
commodity money 
fiat money 
wampum
Continental Currency 
bullion
monetary unit 
coin
currency
Federal Reserve System 
demand deposits 
money market 

mutual shares

NOW account 
commercial banks 
savings deposits 
time deposits 
state banks
National Banking System 
national banks 
Comptroller of the 

Currency 
dual banking system 
central bank 
equity 
liabilities 
assets
balance sheet 
net worth 
required reserves

reserve requirement 
liquidity
electronic banking 
money market funds 
Depository Institutions 

Deregulation and 
Monetary Control Act 

Regulation Q 
usury laws 
Federal Deposit Insurance 

Corporation (FDIC) 
run on the bank 
problem bank list 
creditor 
collateral 
agricultural banks 
energy banks

Ш Reviewing the Main Ideas

1. How would the lack of money make 
the world a different place?

2. What are the functions of money?

3. What were some primitive monies?

4. In what ways did the American colo
nists satisfy their need for money?

5. How does modern money differ from 
primitive money? How is it similar?

6. Why does modern United States 
money serve satisfactorily as a me
dium of exchange?

7. How did authorities force state banks 
to join the National Banking System?

8. Why was the Federal Reserve System 
created?

9. How is a commercial bank like any 
other business? How is it different?

10. In what ways are state banks different 
from national banks?

11. Why is the "spread” important to 
bankers?

12. Why is dual banking an issue today?

13. How are the issues of branch banking 
and electronic banking related?

14. In what ways do non-bank competitors 
compete with banks?

15. How has the deregulated interest rate 
helped banks compete with other 
banks?

16. What three groups are hurt when 
banks fail?
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Practicing Critical Thinking Skills

1. The greatest weakness of modern money 
is its lack of stability in value. What 
would you do to remedy this situation? 
Why or why not?

2. Many bankers feel that the dual bank
ing system strengthens the economy by- 
giving bankers a choice of regulators.
Do you agree or disagree? Give reasons 
for vour answer.

3. Attack or defend the following state
ment: "Branching, electronic banking, 
and non-bank competitors threaten 
commercial banking.”

4. Regulation Q went out of existence in
1986. Now, banks may pay whatever 
interest they want on savings and other 
deposits. In your opinion, has this 
helped banks or hurt them in regard to 
non-bank competitors?

App/ving Economic Understandings

Making Comparisons
Economic data is compared throughout 

the study of economics. To compare means 
to examine in order to identify similarities 
or differences. Things that are very much 
alike or very different can be compared.
For any comparison to be complete, how
ever, at least one similarity and one dif- 
fence must be noted.

Some commonly accepted words and 
phrases are used when making compari
sons. Such words and phrases as similarly, 
likewise, both, and as well as indicate simi
larities. Such words and phrases as how
ever, but, and on the other hand indicate 
differences.

To make an effective comparison, some 
questions must be asked. In the example 
below, these questions are used to com
pare commodity money and fiat money.

1. What do I want to compare? (commodi
ty money and fiat money)

2. What do the two types of money have 
in common that I can compare? (origin, 
form, uses, size)

3. On which common area do I want to 
concentrate? (uses)

4. What similarities are there in this com
mon area? (Both types of money are 
used in trade to purchase goods and 
services. Both measure value.)

5. What differences are there in this com
mon area? (Commodity money, such as 
tea leaves or compressed cheese, can be 
used as food when not used in trade, 
while fiat money, such as coins or wam
pum, can only be used as money.)

For further practice in making compari
sons, examine the similarities and differ
ences between state banks and national 
banks.
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У - -----—p ssss Р The Federal Reserve System 
and Monetary Policy
It ’s not like any other bank you know; it won't make you a loan or even accept 

your deposits. from “The Hats the Federal Reserve Wears”



After reading this chapter, you w ill be able to:

•  Describe the purpose of a monetary standard and the four types 
that have been used in the United States.

•  Discuss the structure and responsibilities of the Federal Reserve 
System.

•  Explain how the three tools of monetary policy expatid and con
tract the money supply.

•  Analyze the effectiveness of monetary policy.

12.1 Monetary Standards
Money does more than make it easy to 

buy and sell things. It also frees time and 
other resources so that people—and the 
economy—are productive. Therefore, in 
order for a complex economy like that of 
the United States to run smoothly, it 
needs a reliable money supply. A m onetary  
standard— the mechanism designed to keep 
the money supply portable, durable, divisi
ble, and stable in value—helps keep the 
money supply reliable.

The United States has had several mone
tary standards over the years. Among the

most important were privately issued bank 
notes, the gold standard, and paper cur
rency known as the inconvertible fiat 
money standard.

PRIVATELY 
ISSUED BANK NOTES

During the Revolutionary War, nearly 
$250 million worth of Continental Curren
cy was printed. Because of the problems
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that resulted, the framers of the Constitu
tion were leery of the federal government 
printing money. Congress was granted the 
exclusive power to coin money, but the 
government refrained from printing cur
rency well into the nineteenth century.

As a result, the major component of the 
money supply until the Civil War was 
paper currency issued by privately owned, 
state-chartered banks. The notes were sup
posed to be backed by reserves kept at the 
issuing bank so that people could redeem 
them for gold or silver.

Most banks printed only the amount of 
currency they could back with gold and 
silver. Others, however, were not content 
with that. They printed large amounts of 
currency that was spent in distant cities. 
Then, the banks hoped that it would take 
some time for the notes to return to them 
for redemption. Because of this, these 
banks often were called wildcat banks. 
People claimed that a person had to be a 
wildcat to get to them.

Even when the banks were honest, there 
were two problems. For one, each bank is
sued a different currency. That meant that 
hundreds of different kinds of notes could 
be in circulation in any given city. For an
other, there was the temptation to issue 
too many notes. When a bank wanted to 
make a loan or buy goods or services, it 
had only to print more currency.

GREENBACK STANDARD
After the Civil War erupted, Congress 

passed the Legal Tender Act of 1862. This 
law gave the federal government the right 
to print a new kind of currency called 
United States notes. Although these notes 
had no gold or silver backing, they were 
declared legal tender—fiat currency that 
must be accepted in payment for debts. 
This currency was used chiefly to finance 
the North’s Civil War expenditures.

This one-dollar bill is but one of many printed privately in the 1800's. 
Such paper currency accounted for most of the money supply until the 
Civil War. Who issued this kind of currency?
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Because they were printed with green 
ink to distinguish them from the state 
notes already in circulation, the notes soon 
were dubbed greenbacks. By 1863, they ac
counted for almost one half o f the curren
cy in circulation.

The government also issued gold certifi
cates—paper currency backed by gold.
These were printed in large denominations 
as early as 1863 and were used only by 
banks to settle differences. By 1882, how
ever, the government began printing them 
in smaller denominations for general use. 
The Xational Banking System also printed 
currency called national bank notes, which 
was backed by U.S. government bonds.

Later, the federal government issued 
other kinds of paper currency as well. One 
was silver certificates— paper currency 
backed by silver coins—which were intro
duced in 1886. Silver dollars had been a 
part of the country’s coinage long before 
then. By the 1880’s, however, there were 
more coins in circulation than people 
would use because of their bulk and incon
venience. To please silver producers, the 
government agreed to buy their silver and 
hold it in reserve against the silver certifi
cates. In 1890, the Treasury issued Trea
sury coin notes— paper currency redeem
able in both gold and silver.

Even though there were other currencies 
in circulation between the Civil War and 
1900, the largest number of bills were 
greenbacks. For this reason, the country 
was considered to be on a greenback stan
dard during this period.

GOLD STANDARD
In 1900, the United States Congress 

passed the Gold Standard Act that defined 
the dollar as being worth 1/20.67 oz. of 
gold. In so doing, it put the country on a

gold standard— a monetary standard under 
which the basic unit o f currency is equiva
lent to, and can be exchanged for, a cer
tain amount of gold.

The Gold Standard Act retired treasury 
coin notes, but it did little else to affect 
the currency at the time. People continued 
to use gold certificates, silver certificates, 
United States notes, and national bank 
notes. The only difference was that they 
could exchange their notes for gold at the 
Treasury whenever they wanted.

In general, a gold standard has two- 
major advantages. For one, it makes peo
ple feel secure about their money because 
they know they can always convert it into 
gold. For another, it prevents the govern
ment from printing too much paper cur
rency. The theory is that as long as the 
government has promised to redeem its 
paper currency in gold, it w ill print only 
small amounts. This means that the cur
rency will remain relatively scarce and, 
therefore, w ill be more likely to keep its 
value.

When the United States went on the 
gold standard, it did not have enough gold 
to back all o f the paper currency in circu
lation. This, however, is true of any coun
try that goes on a gold standard. It needs 
to have only enough gold to give the ap
pearance that its currency can be re
deemed for gold. When the FED was es
tablished in 1913, for example, it only kept 
250 in gold for every $1 of Federal Reserv e 
currency printed because it was not very' 
likely that all the notes would be re
deemed at any one time.

The gold standard remained in force 
until the depression years of the 1930’s. At 
that time, banks began to fail, and people 
had a hard time getting jobs. Since people 
felt safer holding gold rather than paper 
currency, they began to cash in their dol
lars for gold. Foreign governments with 
large holdings of dollars began to do the

THE FEDERAL RESERVE SYSTEM AND MONETARY POLICY 301



Case Study: Issue

Should the United States 
Return to a Gold Standard?

For much of its history, the United States used gold as a form 
of currency or was on the gold standard. Then, in 1933, the 
government stopped redeeming the paper currency of U.S. citizens 
for gold. In 1971, President Nixon informed foreign governments 
that the dollar no longer would be converted into gold. This broke 
the last remaining link between the dollar and gold. Recently, 
however, there has been talk about putting the United States back 
on the gold standard. Some people, however, do not believe'this 
should be done.

Those who believe the United States should return to the gold 
standard argue that a paper dollar not anchored by an article of 
real wealth is not stable. In all the years the United States was on 
the gold standard, prices were fairly stable except during times of 
war or depression. Today people do not save because they are not 
sure what the dollar w ill be able to buy in the future. The gold 
standard would give people confidence in the future value of the 
dollar. It also would stop the FED from creating money at will. In 
time, interest rates and prices would go down. This would reduce 
the cost of the government debt. It also would spur a capital-invest- 
ment boom, which would mean new plants and equipment, greater 
demand for labor, and greater prosperity for the United States.

Those who do not favor returning to the gold standard argue 
that such a move would be dangerous for the world economy. There 
is only a limited amount of gold in the world. If it was used to 
back the money supply, the growth of the money supply might be 
restricted. This could lead to a decline in world trade and hurt the 
less-developed countries. For a gold standard to work, the price and 
output of gold must remain relatively stable. Over the last ten years 
or so, however, they both have fluctuated a great deal. Therefore, in 
today’s economy, the gold standard would not w'ork.

1. Why do some people want the United States to go back on 
the gold standard?

2. Why do some people not want the United States to go back 
on the gold standard?

3. Do you think the United States should return to the gold 
standard? Why or why not?
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same thing. In 1933, the federal govern
ment found it no longer could honor its 
promise that the dollar "was as good as 
gold” and went off the gold standard.

INCONVERTIBLE 
FIAT MONEY STANDARD

Since 1933, the United States has been 
on what is known as the inconvertible fiat
money standard. Under this standard, the 
paper currency issued by the Federal Re
serve System, is fiat money. It is inconvert
ible because it cannot be converted into 
gold, silver, or anything else. Even the 
portion of the money supply that is in the 
form of demand and savings deposits and

certificates of deposit can only be convert
ed into Federal Reserve currency.

The money supply of the United States, 
much like those used by most other major 
industrialized countries today, is a "man
aged” money supply. In the United States, 
it is controlled by the FED.

Section Review
1. What is a monetary standard?

2. What kinds of paper currencies have 
been used in the United States since the 
Revolution?

3. What is a gold standard? Why did 
the United States stop using it?

4. What is an inconvertible fiat money 
standard?

12.2 The Federal Reserve System
The Federal Reserve System, or FED, 

was created in 1913, as America’s central 
bank. It consists of 12 regional banks, with 
a headquarters in Washington, D.C. The 
FED serves as a clearinghouse for checks 
and has the power to control the money 
supply. In one way or another, its activi
ties affect almost every bank in the United 
States.

In order to understand the responsibili
ties of the Federal Reserve System, some
thing must be known about the FED’s 
structure and its relation to its member 
banks. The diagram on page 305 shows the 
organization of the FED.

STRUCTURE OF THE FED
A little more than one third of the banks 

in the country are member banks— banks

that are part of the FED. This includes all 
national banks, which are required to join, 
and about 1000 state banks, which have 
chosen to join.

Each member bank must contribute a 
small amount of financial capital upon 
joining. In return, each receives stock in 
the Federal Reserve System. Because of 
this, the FED is owned by commercial 
banks, not by the federal government.

REGIONAL STRUCTURE. The 1913 law 
that created the FED proposed a decen
tralized FED bank for each part of the 
country. As a result, the Federal Reserve 
System is divided into 12 regions, each of 
which has its own reserve bank and 
branch facilities. This can be seen in the 
map on page 307.

Today, the regional feature of the Feder
al Reserve System is less important than
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Figure 12-1

PARTS OF 
A DOLLAR BILL

Department
Serial o f  Treasury
num ber Portrait Seal

Serial
N um ber

Check 
letter and  
quadrant 
num ber

FED
District
num ber

Signature ol 
the Treasurer 
o f the
United States

Federal 
Reserve Bank  
Seal and 
Code letter

Series Signature o f  
the Secretary 
o f the Treasury’

District
number

Plate 
serial 
number 
and check 
letter

Great Seal 
o f the
United States 
(reverse)

Great Seal 
o f the
United States 
(front)

Each denomination has a different portrait and each FED  bank has its own code letter.

304 THE ROLE OF FINANCIAL INSTITUTIONS



it was in the past. Almost all decisions 
concerning monetary policy are centralized 
in Washington, D.C. The one responsibility 
left to each regional bank is the issuance 
of paper currency, which has a regional 
designation on the face of each bill.

BOARD OF GOVERNORS. The activities 
of the FED are directed and controlled by 
the Federal Reserve Board o f Governors in
Washington, D.C. It is made up of seven 
members, each of which is appointed to a 
14-vear term by the President of the Unit

ed States. Each appointment must be con
firmed by the Senate, and the appoint
ments are arranged so that one vacancy 
must be filled every two years. No mem
ber who has served a full term can be 
appointed again. One member is chosen by 
the President of the United States to be 
chairperson.

The Board is chiefly a regulatory and 
supervisory agency. It sets up general poli
cies to be followed by Federal Reserve and 
member banks, watches over the 12 Feder
al Reserve banks, and regulates certain

Figure 12-2
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Profile

Paul A. Volcker
Paul Volcker was the 

Chairman of the Board of Gover
nors of the Federal Reserve Sys
tem, a post he held from 1979 to
1987. Volcker graduated Summa 
Cum Laude from Princeton Univer
sity and then went on to Harvard 
University. He later studied at the 
London School of Economics.

Volcker held a number of impor
tant positions in the banking com
munity after leaving the London 
School. From 1969 to 1974, he was 
Under Secretary for Monetary 
Affairs for the Department of the Treasury. While in this position, he 
convinced President Richard Nixon to devalue the dollar and to 
institute a system of floating exchange rates. In 1975, he became 
president of the New York Federal Reserve Bank.

Volcker believes that the only way to eliminate inflation in the 
United States is to have tight control over the country’s money 
supply and the rate at which it grows.

/927-

operations of member commercial banks. 
It also makes a report each year to Con
gress and puts out a bulletin each month 
that reports on national and international 
monetary matters.

FEDERAL OPEN MARKET COMMITTEE. 
Decisions about the growth of the money 
supply and the level of interest rates are 
made by the Federal Open Market Com
mittee (FOMC). It is made up of the seven 
members of the Board of Governors and 
five regional Reserve bank presidents who 
serve one-year rotating terms.

The committee meets each month in 
Washington, D.C., to review the country’s 
economy and make decisions about mone
tary policy. Most of these are made in 
secret and are not revealed until six to 
eight weeks later.

FEDERAL ADVISORY COUNCIL. Input 
about the health of the economy and 
other matters that have to do with the 
FED’s activities comes from the Federal 
Advisory Council (FAC). It is made up of 
12 members, each of whom is elected by 
the member banks in the region. It has, in
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fact, very little impact on the daily opera
tions of the FED.

RESPONSIBILITIES OF THE FED
As the country’s central bank, the Feder

al Reserve System has a great many re
sponsibilities. These include check clear

ing, bank regulation and supervision, con
sumer legislation, distributing and storing 
currency, and regulating the money supply.

CHECK CLEARING. One major service 
performed by the FED for its member 
banks is clearing checks. Since every bank 
that belongs to the FED must keep a 
member bank reserve (MBR) account with

Figure 12-3

REGIONS OF THE FEDERAL RESERVE SYSTEM
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it, checks can be cleared by adjusting re
serve balances. The illustration on page 
308 shows how this works.

The process begins with Ruth, who has 
a $100 demand deposit account (DDA) 
with Bank X. Ruth writes a check for $5

that she gives to Ed. At the same time, she 
records the amount in her checkbook to 
show a new balance of $95.

Ed, who banks at Bank Y, now has the 
check. If he decides to cash it, he will have 
$5 in currency in addition to his DDA of

Figure 12-4
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$100. If he decides to make a deposit, his 
DDA will rise to $105. Either way, Bank Y 
ends up with the check written by Ruth.

Since the check is drawn on Bank X,
Bank Y gets payment for it by sending the 
check to the regional Federal Reserve 
Bank. The FED then processes the check 
bv transferring $5 from Bank X ’s MBR 
account to Y ’s. The next day, the FED 
sends Ruth’s check to Bank X.

Bank X learns of Ruth’s check only 
when it arrives from the FED. The bank 
then makes up for the loss of the $5 in its 
MBR account by reducing Ruth’s DDA by 
$5. Bank X then returns Ruth’s check to 
her at the end of the month, along with 
any others she wrote during the same 
period. When Ruth gets the cancelled 
checks she balances her checkbook to 
make sure her records agree with the 
bank's.

Because its assets and liabilities were 
reduced by the same amount, Bank X is 
no worse off when Ruth’s check cleared. 
And, there probably were other checks in 
the system going the opposite direction 
that offset Ruth’s transaction. Except for 
returning checks to the customer, the en
tire process of clearing a check generally 
takes fewer than three days. At times it 
can be done in one day.

Millions of checks are cleared by the 
FED at any given time. To accomplish 
this, it uses the latest and most modern 
high-speed check-sorting machinery avail
able to process checks around the clock. At 
present, it is experimenting with having 
banks gather the information on a check 
when it is deposited and then storing it on 
magnetic computer tape. The tape is then 
sent to the FED, which uses the informa
tion to adjust MBR’s. In this way, the 
balance can be adjusted without the check 
having to go through the entire system.

BANK REGULATION AND SUPERVI
SION. Another responsibility of the FED

is to regulate and supervise banks. Since 
most FED member banks are national 
banks, they are inspected and regulated by 
the Comptroller of the Currency. For this 
reason, the FED generally regulates and 
inspects the System’s state-chartered mem
ber banks.

The FED does, however, have broad leg
islative authority over bank mergers and 
bank holding companies— a form of cor
poration that owns one or more banks. 
Mergers and acquisitions by these compan
ies can reduce competition between banks. 
Congress has given the FED power to reg
ulate this kind of activity for all banks in 
the country.

CONSUMER LEGISLATION. Another re
sponsibility of the Federal Reserve System 
is to set standards for some kinds of con
sumer legislation. This includes truth-in- 
lending legislation, laws that require sell
ers to make complete and accurate disclo
sures to people who buy on credit.

Under a provision called Regulation Z, 
truth-in-lending disclosures are extended 
to millions of individuals, corporations, re
tail stores, banks, and lending institutions.

If, for example, you buy furniture, a car, 
or any other item on credit, you will dis
cover that by law, the seller must explain 
several things before you make the pur
chase. This includes the size of the down 
payment and the number and size of the 
monthly payments you must make. It also 
includes the total amount of interest you 
must pay over the life o f the loan. Disclo
sures such as these have come about be
cause of FED decisions on the kind of 
information consumers buying on credit 
should receive.

MAINTAINING CURRENCY. Today’s cur
rency is made up of Federal Reserve 
notes— fiat paper money issued by Federal 
Reserve banks and printed at the Bureau 
of Engraving and Printing. This currency,
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U nderstanding S ources

M oney
The following article appeared in U.S. News <6 World 

Report on March 3, 1986. Read the paragraph and answer the 
questions that follow.

The Case of the Missing Billions
Where have all the 

greenbacks gone? 
That's what the Fed
eral Reserve Board 
wants to know after 
completing a study 
showing $136 billion 
in U.S. currency is 
missing. Believe it or 
not, that means 88 
percent of the total 
supposedly in circu
lation is missing. 
Based on the study, 
FED economists 
have calculated that, 
at any one time, in
dividuals over age 
18 keep $18 billion 
in U.S. coins and 
cash— or about $100

per person. But that 
accounts for only 12 
percent of what's in 
circulation. Some of 
the rest is in compa
ny cash drawers, 
and another fraction 
is held by persons 
under age 18.

Paul Spindt, one 
of the authors of the 
FED study, suggests 
that much of the 
missing currency is 
being used in the 
cash-based "under
ground economy," 
where it is almost 
impossible to trace.
A good chunk also is 
abroad, where

foreigners keep 
American dollars in 
case of a political 
upheaval or as a 
hedge against infla
tion of their nation’s 
currency. More miss
ing dollars can be 
found in Saudi Ara
bia, Israel, Panama, 
and Bermuda, where 
the dollar is used 
side by side with 
local currencies in 
normal transactions. 
And in other coun
tries, dollars are 
ubiquitous on local 
black markets.

1. What were the results of the FED’s survey?

2. How much cash is kept by the average individual over the age 
o f 18? What portion of the money supply does this represent?

issued in amounts of $1, $2, $5, $10, $20, 
$50, and $100, is distributed to regional 
banks for storage. These banks send it to 
member banks on request.

When tellers in banks come across cur
rency that is mutilated or cannot be used

for other reasons, they ship it to the re
gional FED office to be replaced. The FED 
then destroys it so that it cannot be put 
back into circulation.

REGULATING THE MONEY SUPPLY. 
One of the Federal Reserve System’s most
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important responsibilities is that of mone
tary policy. This is regulating the money 
supply so as to influence interest rates and 
economic activity.

Under an easy money policy, the FED 
allows the money supply to grow and 
stimulate the economy. When interest 
rates are low, people tend to buy on cred
it. This stimulates sales at stores and pro
duction at factories. Businesses will bor
row money to invest in new plants and 
equipment when money is cheap. Under a 
tight money policy, the FED restricts the 
growth of the money supply. When inter

est rates are high, consumers and busin
esses borrow and spend less, which slows 
economic growth.

Section Review
1. Who belongs to the FED? Who owns it?

2. Who makes up the Federal Reserve 
Board of Governors? What does the 
Board do?

3. What is the job of the FOMC? The FAC?

4. What are five major tasks of the FED? 
What does each involve?

12.3 Monetary Policy
Conducting monetary policy is not an 

easy job. It involves a complex and highly- 
structured process. In order to understand 
this process, a person must know some
thing about reserve requirements and the 
tools the FED can use to change the 
money supply.

FRACTIONAL RESERVES 
AND MONETARY EXPANSION

In the United States today, banks oper
ate under what is known as a fractional 
reserve system. This means that by law, 
banks are required to keep only a fraction 
of their deposits in the form of reserves. 
The important thing about this require
ment is that it allows the money supply to 
grow to several times the size of the 
amount of reserves kept. The illustration 
on page 312 shows how this can happen.

In the illustration, a depositor named 
Fred opens a DDA on Monday by deposit

ing $1000 cash in a bank that has a 20 
percent reserve requirement. By law, $200 
of Fred’s deposit must be set aside as a 
reserve in the form of vault cash or an 
MBR with the FED. The remaining $800 
are called excess reserves— MBRs or bank 
funds not required to back existing de
mand or savings accounts. The dollar 
amount of these excess reserves represents 
the bank’s lending power.

On Tuesday, the bank lends its excess 
reserves of $800 to Bill. Bill can either 
take the loan in cash or in the form of a 
DDA with the bank. If he decides to take 
the account, the money never leaves the 
bank. Instead, it is treated as a new depos
it, and 20 percent or $160, is set aside as a 
reserve. The remaining $640 are excess 
reserves that can be lent to someone else.

On Wednesday, Maria enters the bank 
and borrows $640. She can take the loan 
in the form of cash or a DDA. If she elects 
to do the latter, the bank has a new $640 
deposit, 20 percent of w'hich must be set 
aside as a required reserve. This leaves
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FRACTIONAL RESERVES AND THE MONEY SUPPLY
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With a 20 percent reserve requirement, a $1000 cash deposit will result in a fivefold 
expansion of the money supply.

Figure 12-5

$512 of excess reserves that the bank can 
lend to someone else.

By Wednesday, Fred has a $1000 DDA, 
Bill has an $800 DDA, and Maria has 
either $640 in cash or a $640 DDA. This 
amounts to $2440 in the hands of the 
nonbank public by the end of the business 
day—a process that began on Monday 
with the deposit of $1000. And, as long as 
the bank continues to have excess reserves, 
the lending process can continue.

Since each new loan is smaller than the 
one before, the money supply w ill stop 
growing at some point. In fact, there is a 
formal relationship between the dollar 
amount of reserves, the reserve require
ment, and the size of the money supply. 
For example, if the dollar amount of re

serves equals 20 percent of the money 
supply, we could write:

$ Reserves = (.20)(Money Supply) 
or

$ Reserves . .  „  .
- ----------- = Money Supply

.20

$100°  = $5,000
.20

This shows that $1000 of reserves, given 
a 20 percent reserve requirement, will re
sult in a money supply of $5000. This is 
the final outcome of the example above 
when Fred makes his initial deposit.

The money supply, also, could be affect
ed by either a change in the reserve re
quirement or a change in the amount of
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reserves. If Maria, for example, takes the 
loan in the form of cash and then walks 
out of the bank with it, the monetary 
expansion process temporarily stops. Be
fore long, however, the money w ill be 
spent and will show up in another bank. 
This enables the expansion process to re
sume. Since most bank loans are in the 
form of DDAs or other accounts rather 
than cash, the interruption to the expan
sion process is not that significant.

MONETARY POLICY TOOLS
The FED has three major, and several 

minor, tools it can use to change the 
money supply. Most of the tools are based 
on the deposit expansion process described 
above.

RESERVE REQUIREMENT. The first 
tool of monetary policy is the reserve re
quirement. Within limits set by Congress, 
the FED has the power to change this 
requirement for all checking, time, or sav
ings accounts issued by every depository 
institution in the country. Tbis includes 
credit unions, savings institutions, and 
nonmember banks.

This means that the FED has consider
able control over the money supply. For 
example, suppose the FED lowers the re
serve requirement in the previous example 
to 10 percent. Then, more money could be 
loaned to Bill, Maria, or others and the 
money supply could reach $10,000 on the 
Nth day. If the FED raises the reserve 
requirement to 40 percent, then less 
money would be loaned out each time and 
the money supply would be smaller. This 
is shown in the figure on page 314 where 
the $1000 initial deposit is loaned out 
under two reserve requirements.

In reality, there are many reserve re
quirements for banks and other depository

institutions. One applies to savings ac
counts, another to DDAs, and other re
quirements to other types of deposits.
Some are even structured like a progres
sive tax. As the deposit size increases, the 
reserve percentages imposed increases.
Even so, the outcome of a change in the 
reserve requirement is the same. A higher 
reserve requirement on any type, or size, 
of deposit reduces the overall size of the 
money supply. A lower reserve require
ment has the opposite effect.

OPEN MARKET OPERATIONS. The most 
popular tool o f monetary policy is open 
market operations— the buying and selling 
of government securities in financial mar
kets. Open market operations affect the 
amount of excess reserves, and, therefore, 
the ability of banks in general to support 
new loans.

Suppose, for example, that the FED de
cides to increase the money supply. To do 
so, it buys government securities from a 
dealer who specializes in large volume 
transactions of those securities. The FED 
pays for the securities by writing a check 
that is given to the dealer. The dealer then 
deposits the check with his or her bank. 
The bank forwards the check to the FED 
for payment. At this point, the FED "pays” 
the check by increasing the bank’s MBR 
with the FED. The result is that more 
reserves are pumped into the banking sys
tem. Since not all reserves are needed to 
back existing deposits, the excess reserves 
can be loaned out, thus increasing the 
money supply.

If the FED wants to contract the money 
supply and drive up interest rates, it can 
do the opposite by selling billions of gov
ernment securities back to dealers. Dealers 
pay for the purchase of securities with 
checks drawn on their own banks. The 
FED then processes the checks by reducing 
the MBRs of dealer’s banks. With fewer 
reserves in the banking system, fewer
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Figure 12-6
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If the FED wants to control the amount of money the non-bank public holds, it can 
change the reserve requirement. The lower the requirement, the greater the expansion 
of the money supply.
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loans are made and the money supply 
declines.

DISCOUNT RATE. As a central bank, the 
FED makes loans to other depository insti
tutions. The discount rate— the interest the 
FED charges on loans to financial institu
tions—is the third major tool o f monetary 
policy.

A bank might obtain a loan from the 
FED for two reasons. First, it could have 
an unexpected drop in its member bank 
reserves. In that case, the bank would go 
to the FED and arrange a short-term loan 
to cover the shortfall. Second, a bank 
could be faced with seasonal demands for 
loans. A bank in a farming area, for exam
ple, might face a heavy demand for loans 
during the planting season. In that case, it 
would need additional MBRs to support 
the loans made in the spring.

The discount window is a teller’s win
dow at the FED that is used by depository 
institutions to borrow member bank re
serves. Before a bank actually borrows 
money, however, the terms of the loan are 
arranged in advance over the telephone. 
Next, the bank delivers collateral, usually 
in the form of government securities, to 
the window. Then, when everything is 
complete, the loan appears as an increase 
in the bank’s MBR account.

Changes in the discount rate affect the 
cost of borrowed MBRs. If the FED wants 
an easy money policy, it may lower the 
rate and/or allow more borrowing than 
before. When this happens, it is sometimes 
said that the FED is "opening” the win
dow. The reverse is true if the FED wants 
to follow a tight money policy. Then, it 
discourages borrowing by raising the rate 
or by making it more difficult to borrow. 
When this happens, the FED is "closing” 
the w indow.

A number of financial institutions can 
borrow' reserves from the FED. They in
clude both member and nonmember

Member banks that borrow from the FED  
use the discount window. How does the FED  
view access to the discount window?

banks, savings institutions, and even credit 
unions. Access to the window, however, is 
viewed by the FED as a privilege rather 
than a right. As a result, the FED some
times limits the number of times a bor
rower goes to the window.

OTHER TOOLS. The FED may also use 
two other methods to control the money 
supply. These are moral suasion and selec
tive credit controls.

Moral suasion is the use of some form of 
persuasion such as "jawboning,”  an
nouncements in the form of press releases, 
articles in newspapers and magazines, and 
testimony before Congress. Moral suasion 
works because bankers often try to antici
pate changes in monetary policy.

Suppose, for example, that the chairper
son of the FED is called before Congress to 
give his or her views on the state of the
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Moral suasion is one method the FED may use to control the money 
supply. Here, the Board of Governors discusses how to present their views. 
What are some ways that the FED uses to present its views?

economy. Assume, also, that the chair 
states that interest rates are somewhat 
low, and that it would not hurt the econ
omy if they should rise. Bankers might 
well expect a tighter money policy in the 
next few weeks. As a result, they might be 
less anxious to loan their excess reserves, 
and they might even raise their interest 
rates by a small amount. In the end, the 
money supply might contract just slightly, 
even if the FED did no more than offer its 
views.

A second method used to control the 
money supply is selective credit controls—
rules pertaining to loans for specific com
modities or purposes. These controls took 
the form of minimum down payments on 
cars and other consumer goods during 
World War II and the Korean War. Selec
tive credit controls during those periods 
were really intended to free factories to

produce war materials. Because of this, 
selective credit controls are seldom used 
today.

Perhaps the best remaining example of a 
selective credit control is the margin re
quirement— the minimum amount of cash 
that must be put down by the buyer when 
purchasing common stock. For example, a 
margin requirement of 60 percent means 
that a person must put down 60 percent of 
the cash needed to buy stock. The other 40 
percent can be borrowed from a banker or 
a stockbroker.

Section Review
1. How are fractional reserves related to 

the money supply?

2. What are three tools the FED can use to 
change the money supply? How does 
each work?
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12.4 How Monetary Policy 
Affects the Economy

The impact of monetary policy on the 
economy is complex. In the short run, it 
affects interest rates and the price of cred
it. In the long run, it affects inflation. In 
addition, the time taken for the impact to 
be felt on the economy varies. As a result, 
policy makers are cautious when setting 
up monetary policy.

SHORT RUN IMPACT
In the short run, an increase or a de

crease in the supply of money affects the

interest rate, or the "price”  of credit.
When the FED expands the money supply, 
the cost of credit goes down. When the 
FED contracts the money supply, the cost 
of credit goes up.

For example, when someone borrows 
money to buy a car or pay college tuition, 
interest must be paid on the loan. The in- • 
terest is the cost, or the "price,”  o f using 
the money. If the FED follows a "tigh t” 
money policy, interest rates, and thus the 
cost of credit, w ill go up making car and 
tuition loans more expensive. An easy 
money policy would lower the cost of credit.

Figure 12-7

INTEREST RATES AND THE MONEY SUPPLY
(A) EXPANSION (B) CONTRACTION
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When the supply of money is expanded, the interest rate goes down. When the supply of 
money is contracted, the interest rate goes up.
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Quantity of Money
When the government borrows to cover a 
deficit, interest rates rise, raising the 
possibility of crowding out. If the FED 
expands the money supply just enough to 
offset the borrowing, interest rates may 
remain unchanged.

Figure 12-8

This short run relationship between 
money and interest rates is shown in the 
graphs on page 317. The demand curve for 
money has the usual shape which shows 
that more money w ill be demanded when 
the price of money is low. The supply 
curve, however, does not have its usual 
shape. Instead, it is represented by a verti
cal line which indicates that the supply of 
money is fixed at any given time.

Before the market is disturbed, the inter
est rate, as shown in Graph A, is at 12 
percent. If the FED expands the money 
supply to S I, the interest rate falls to 10

percent. Or, as shown in Graph B, a con
traction of the money supply increases the 
rate from 12 to 14 percent.

Although the FED tries to do what is 
best for the economy, people do not al
ways agree with its decisions. In 1981, for 
example, the FED was criticized for allow
ing interest rates to get too high. That 
year, the prime rate— the best or lowest 
interest rate commercial bankers charge 
their customers— reached 21.5 percent. 
Critics felt that the economy would have 
been better off if the FED had expanded 
the money supply to lower interest rates.

LONG RUN IMPACT
In the long run, changes in the supply of 

money affect the general level of prices. 
This relationship, formally known as the 
quantity theory o f money, has been dem- 
monstrated over and over again in history.

For example, when the Spaniards 
brought gold and silver back to Spain 
from the New World, the increase in the 
money supply started an inflation that 
lasted for a hundred years. When the Con
tinental Congress issued $250 million of 
currency during the Revolutionary' War, 
the economy suffered a severe inflation. By 
1780, five years after the first Continental 
Dollar was printed, the currency was 
worthless. Almost the same thing hap
pened during the Civil War when nearly 
$500 million of greenbacks were printed.

According to many economists, history 
repeated itself in the 1960s when the FED 
let the growth of the money supply get out 
of hand. At that time, the federal govern
ment decided to finance the Vietnam War 
by borrowing in the form of deficit spend
ing. As the government borrowed money 
for military expenditures, the crowding 
out effect threatened. To keep interest 
rates from going up, the FED decided to
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monetize the debt—create enough extra 
money to offset the deficit spending.

The process of monetizing the debt is 
illustrated in the graph on page 318. The 
initial demand and supply of money is 
represented by D  and S respectively. Now, 
suppose the government borrows $25 
billion shifting the demand curve for 
money to D l.'If  the FED does not take any 
action, the interest rate would rise from 10 
to 12 percent and crowd out some inves
tors. If the FED wants to keep the interest 
rate from rising, however, it could increase 
the money supply to S I  and push interest 
rates back to their original level.

In the short run, then, the FED can 
increase the money supply just enough to 
keep the interest rate from rising. This 
procedure is effective if done infrequently. 
However, there is always the temptation 
to do it again, and then again, and so on. 
Sooner or later, the FED discovers that 
repeated short-run attempts to keep rates 
low result in a long-term expansion of the 
money supply. This, in turn, makes infla
tion even worse.

The events in the economy from the late 
1960s until the late 1970s followed this 
pattern. During this period, the money 
supply grew at rates of 12 percent or more 
for several years in a row. As inflation got 
worse, the price of most goods and serv
ices—including interest rates—also went 
up. Attempts by the FED to keep interest 
rates low by increasing the supply of 
money only aggravated the inflation.

By 1980, the FED seemed to realize that 
it had to make a choice between interest 
rates and inflation. As a result, it concen
trated on reducing the growth of money in 
order to control inflation. When this hap
pened, the prime rate in 1981 reached 21.5 
percent. The dilemma for the FED, then, is 
the choice between lower rates today and 
higher inflation later on, and higher rates 
today and lower inflation later on.

TIMING AND BURDEN 
OF MONETARY POLICY

When the FED conducts monetary poli
cy, it has two other issues to consider. The 
first deals with the timing of monetary 
policy, the second with its burden.

TIMING OF MONETARY POLICY. Some
times a tight money policy might show 
results in six months. At other times, the 
impact might not be felt for two years.
The same happens when the FED follows . 
an easy money policy. Sometimes the poli
cy takes effect right away, at other times 
it may take longer.

When money is plentiful, the interest rate is 
low and loans are easy to get. The opposite is 
true when money is scarce. What does this 
cartoon indicate about the money supply?
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Such variations in timing make it diffi
cult to use monetary policy to “ fine tune” 
the economy. In other words, the FED 
cannot use its tools to move the economy 
one way or the other from one month to 
the next. Instead, it must take care to 
follow consistent policies for months at a 
time, even if it appears that they are not 
working.

BURDEN OF MONETARY POLICY. A 
second problem is that monetary policy 
has an uneven impact on the economy. If 
the FED follows a tight money policy to 
control inflation, interest rates may well 
increase. This hurts homebuilding and au
tomobile sales because the cost of borrow
ing goes up. As a result, these industries 
often feel as if they have been unfairly 
"singled out”  to bear the burden of con
trolling inflation.

If the FED follows a loose monetary 
policy, however, interest rates may go 
down. In this case, homebuilding and au
tomobile sales w ill benefit more than 
other industries. As a result, the problem 
of uneven burden, along with the problem 
of timing, makes the FED cautious when it 
uses monetary policy.

POLITICS 
OF INTEREST RATES

Since the interest rate is no more than 
the price of credit, it tends to go down 
when money is plentiful and up when 
money is scarce. Although the interest rate 
is just another price, there are some differ
ences between the price of money and 
such other commodities as bread, automo
biles, and tickets to professional ball 
games.

One difference is that the price of money 
is much more highly publicized than that

of other commodities. Another is that the 
FED is in a position to change the interest 
rate simply by using one or more of its 
monetary policy tools. People often expect 
the FED to keep interest rates low so they 
can buy such things as houses and cars. 
This is not necessarily true in the case of 
other commodities.

Because of the way the FED can control 
the interest rate, it often comes under a 
great deal of political pressure. A President 
for example, can gain some say over mon
etary policy by appointing certain people 
to the Federal Reserve Board of Governors. 
Once these appointments are made, how
ever, the governors can conduct monetary 
policy as they wish. Some Presidents have 
tried to increase control further by criticiz
ing the FED in the news media. Others 
have threatened to introduce legislation to 
make the FED less independent.

No such laws have been passed in the 
last 20 years. However, the threats do 
serve to get the FED’s attention. Even so, 
the FED often is reluctant to accommodate 
most politicians because of the fear of in
flation. Expanding the money supply by 
lowering interest rates today only means 
there w ill be more inflation later on. And 
unlike many politicians, especially during 
an election year, the FED is more con
cerned about the health of the economy in 
the long run.

Finally, people tend to use the interest 
rate as a measure of the overall health 
of the economy. In particular, they think 
the economy is healthy when interest rates 
are low. This makes it difficult for elected 
officials when the FED lets interest rates 
rise. As long as this is the case, interest 
rates w ill continue to be a political 
issue.

Section Review
1. What three factors can reduce the effec

tiveness of monetary policy?

320 THE ROLE OF FINANCIAL INSTITUTIONS



Summary
1. In order for an economy to function 

smoothly, it must have a reliable money 
supply.

2. The United States has had several mon
etary standards over the years, includ
ing privately issued bank notes, govern
ment-issued bank notes, the gold stan
dard, and a managed paper currency.

3. The Federal Reserve System (FED), 
America’s central bank, has the power 
to control the money supply. Its activi
ties affect those of almost every bank in 
the United States.

4. Commercial banks, not the federal 
government, own the FED.

5. The major responsibility of the 12 re
gional banks in the Federal Reserve 
System is the issuance of paper 
currency.

6. All decisions about United States 
monetary policy are made by the 
Federal Reserve Board of Governors 
and the Federal Open Market 
Committee.

7. The Federal Reserve System has a 
great many responsibilities, the most

important of which is regulating the 
money supply.

8 . The Federal Reserve System uses 
three major methods to change the 
money supply in the United States— 
the reserve requirement, open market 
operations, and the discount rate.

9. Two other tools used by the Federal 
Reserve are moral suasion and selec
tive credit controls.

10. The impact of monetary policy on the 
economy is different in the short run 
than it is in the long run.

11. Over the short run, the size of the 
money supply affects the interest 
rate. In the long run, the general 
level of prices is affected by the 
money supply.

12. The impact of monetary policy is 
variable, making fine-tuning difficult.

13. Unlike the prices of other commodi
ties, the price of money is highly pub
licized and easily changed by the 
Federal Reserve System.

14. People tend to use the interest rate as 
a measure to determine the overall 
health of the economy.
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Building an Economic Vocabulary
monetary standard 
wildcat banks 
Legal Tender Act 
United States notes 
legal tender 
greenbacks 
gold certificates 
national bank notes 
silver certificates 
Treasury coin notes 
Gold Standard Act 
gold standard 
inconvertible fiat 

money standard

Reviewing

member banks 
Federal Reserve Board 

of Governors 
Federal Open Market 

Committee (FOMC) 
Federal Advisory 

Council (FAC) 
bank holding companies 
truth-in-lending 
Regulation Z 
Federal Reserve notes 
monetary policy 
easy money policy

Main Ideas

tight money policy 
fractional reserve system 
excess reserves 
open market operations 
discount rate 
discount window 
moral suasion 
selective credit 

controls 
margin requirement 
prime rate 
quantity theory 

o f money 
monetize the debt

1. What were two of the problems en
countered by the early state-chartered 
banks?

2. What are the advantages of a gold 
standard?

3. Why is it unnecessary for a country 
on the gold standard to have enough 
gold to back its currency?

4. What are the chief responsibilities of 
the Federal Reserve System?

5. How can mergers affect competition 
in banking?

6. What happens to currency that is mu
tilated or otherwise not usable?

7. What happens to the economy when 
interest rates are low?

8 . When should the FED use an easy 
monetary policy? A tight monetary 
policy?

9. What do people mean when they say 
that the FED has "opened” the win
dow? "Closed” the window?

10. What is the short run impact of the 
FED’s policy on the economy?

11. What is the quantity theory of 
money?

12. Why w ill interest rates remain a po
litical issue?

Practicing Critical Thinking Skills_________
1. Some people think that the United 2. In your opinion, are short-run benefits

States should return to the gold stan- of lower interest rates worth risking
dard. What do you think? Why? more inflation in the future? Why?
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3. If you were on the Federal Reserve 
Board of Governors and could use only 
one method to control the money sup
ply, which policy tool would you 
choose? Why?

4. Many economists feel that instead of 
being able to expand and contract the 
money supply as it sees fit, the FED

should be forced to make the money 
supply grow at a steady rate. How do 
you feel about this issue? Defend your 
position.

5. Defend or negate the following state
ment: "The independence of the Federal 
Reserve System is essential to the 
health of the economy.”

Applying Econom ic Understandings

Hypothesizing
Hypothesizing— making a logical guess 

about what will happen in an experiment 
or problem situation— is a skill economists 
often use to make evaluations from limited 
data. The guess, or hypothesis, is an as
sumption that may be tested to determine 
whether or not it is true. The guidelines 
used in the following example w ill help 
you develop the skill of hypothesizing.
1. Read the data provided. (Large-sized 

American cars decreased in sales in the 
mid-1970’s.)

2. Determine what might be logically as
sumed from the data. This is the hy
pothesis. (The price of gasoline in
creased in the mid-1970’s.)

3. Test the hypothesis to determine wheth
er or not it is true. This can be done

J»
through research. (In 1973, the oil-pro- 
ducing countries of the Middle East 
placed a restriction on oil sales to the 
West. This embargo caused energy 
shortages in many parts of the world 
and drove up prices. During the I970’s, 
the price of oil went from less than $5 
to more than $35 a barrel.)

4. Based on the research, determine if the 
hypothesis provides an explanation for 
or supports the data in Step 1. (The 
hypothesis explains one reason for the 
decrease in sales of large-sized Ameri
can cars in the mid-1970’s.)

Using these guidelines, make a hypothe
sis based on the following data: The im
pact of money on the economy is different 
in the short run than it is in the long run.
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Financial Institutions 
and Markets
The greatest gambling enterprise in the United States has not been significantly 

touched by organized crime. That is the stock market. Thomas Schelling



Chapter 13

After reading this chapter, you w ill be able to:

t j  •  Explain the relationship between savings and growth in a free
enterprise economy.

• Compare three types of non-bank depository institutions.

•  Describe the contributions made by other financial institutions.

•  Discuss the role of stock markets, capital and money markets, and 
futures markets in a free enterprise economy.

•  Discuss some current issues affecting financial markets.

13.1 Savings gnd the Financial System
The availability of savings— dollars 

made available because of the absence of 
spending or consumption— is vital to the 
American economy. When a business bor
rows the savings of others to invest in 
plant development and equipment, new 
jobs are created. Whenever and wherever 
business invests borrowed savings, eco
nomic growth takes place.

For example, whenever the savings of 
others are borrowed to invest in a new

house, economic activity is stimulated. 
People who cut trees for lumber are affect
ed by the demand for new houses, as are 
people who convert the trees to lumber. 
Also affected are people who transport 
lumber to local businesses, and wholesal
ers who sell lumber to the contractor 
hired to build a house. The contractor, in 
turn, can hire carpenters, bricklayers, and 
others, who w ill have new income to buy 
other goods and services.
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Thus, every time someone invests sav
ings in the creation of something new, 
there is a chain reaction in the economy. 
This is true even if the borrowed savings 
are spent to buy something used, such as 
an older house. Even if the only new jobs 
created are those related to buying and 
selling the used item, the economy still 
benefits.

If, for example, someone were to buy an 
older house, that person simply would be 
trading money for what has been produced 
already. But the person who sold the 
house will have money in its place, which 
he or she may decide to invest in a new 
house. This then gives rise to increased 
activity once again.

Figure 13-1

The same thing happens when busi
nesses and government use the savings 
accumulated by others. They may borrow 
different amounts of financial capital and 
use different methods to obtain them, but 
the fact remains that they could not func
tion without access to savings.

For people to use the savings of others, 
an economy must have a financial sys
tem—a way to transfer the dollars sup
plied by savers to investors. This flow of 
activity, illustrated in the circular flow 
diagram below, is similar to the one in 
Chapter 2.

A financial system has three parts. One 
part supplies the savings. Households, 
along with some businesses and govem-

THE FINANCIAL SYSTEM: 
BRINGING SAVERS AND INVESTORS TOGETHER

Savings

Savers

Households
Businesses
Government

DDA’s
CD’s
Life Insurance Policies 
Passbook Savings Accounts

Financial Assets

Financial
Institutions

Banks 
Savings & Loan 

Associations 
Mutual Savings 

Banks 
Credit Unions 
Life Insurance 

Companies 
Mutual Funds 

Private Pension 
Funds 

Government Pension 
Funds 

REIT’s 
Finance Companies

Savings

Investors
Households
Businesses

Government

Bonds 
Mortgages 

Commercial Loans 
Installment Loans

Financial Assets

When savers transfer their dollars to financial institutions, they receive financial assets in 
return. When investors borrow, they create financial assets which are held by 
financial institutions.
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ment agencies generally save. Businesses, 
along with governments and some house
holds, generally borrow. Finally, financial 
institutions link savers with borrowers.
Note that cash and financial assets flow in 
opposite directions as in the circular flow 
diagram in Chapter 2.

Households, for example, may deposit or 
lend excess funds to such institutions as 
banks, credit unions, mutual funds, or pen
sion funds. In return, the depositors re
ceive financial assets— receipts for deposits 
or loans that give the lender a claim on 
the assets and income of the borrower.
These can take many forms, although 
DDA s, passbook savings accounts, time

deposits, mortgages, and bonds are more 
common examples.

Many people participate in the system 
and there are enough financial institutions 
to meet almost everyone’s needs. As a 
result, the smooth flow of funds through 
the system helps insure that savers will 
have an outlet for their savings. Bor
rowers, in turn, w ill have a source of 
financial capital.

Section Review
1. Why are savings important to the 

American economy?
2. What are the three jjarts of a financial 

system?

13.2 Non-Bank Depository Institutions
Commercial banks are not the only orga

nizations that accept the savings of the 
public and make them available to indi
viduals, business, and government. This 
service also is provided by non-bank de
pository institutions— organizations other 
than commercial banks that accept depos
its and channel these savings to investors. 
These institutions include savings and loan 
associations, mutual savings banks, and 
credit unions.

Although some of these institutions have 
the term "bank" in their titles, they are 
neither commercial banks nor members of 
the Federal Reserve System. The major 
difference between them and commercial 
banks is that commercial banks create 
new money by loaning more than the 
amount of funds deposited by their cus
tomers. Non-bank depository institutions, 
on the other hand, make available only the 
funds they receive. Therefore, they do not 
add to the money supply.

Non-bank depository institutions are the 
heart of a very complex arrangement that 
has come about to bring together those 
who save and those who use savings. They 
make investments easier and help people 
borrow to pay for many things they wish 
to buy. They also help to raise the level of 
savings as a whole by providing a safe and 
easy-to-reach depository for the public’s 
savings, savings from which the economy 
as a whole benefits.

SAVINGS AND 
LOAN ASSOCIATIONS

A major kind of non-bank depository 
institution is the savings and loan associa
tion—a financial institution that sells 
shares in the form of deposits to individu
als and invests the proceeds in home mort
gages. The return to investors is either in
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M EM BER

FSLIC
Federal Savings & Loan Insurance Corp.

A  U.S. Government Agency

Many savings and 
loan associations dis
play a sticker similar 
to the one in the pho
tograph in their win
dows. What is the 
FSLIC, and what is 
its purpose?

the form of a dividend or as interest on 
deposits.

Savings and loan associations began as 
cooperative clubs for home building called 
building and loan associations. In the mid- 
1800’s, each of the association’s members 
promised to deposit a certain sum regular
ly into the association. Members then took 
turns borrowing money to build a home.
As soon as all the homes were built, the 
association stopped doing business.

Today, savings and loan associations ac
tively compete for people’s savings. They 
maintain an on-going business in which 
they basically make their members’ sav
ings available for the purchase of homes. 
Most keep some cash on hand and some 
on deposit with commercial banks. But 
loaning money for residential real estate 
remains their primary activity.

Deposits in savings and loan associations 
are insured by the Federal Savings and 
Loan Insurance Corporation (FSLIC). This 
is a federal government agency much 
like the FDIC which serves commercial 
bankers.

MUTUAL SAVINGS BANKS
One of the oldest kinds of savings insti

tutions in the United States is the mutual 
savings bank—a financial organization 
operated for the benefit of its depositors 
only. It has no stockholders or owners. It 
is managed by a board of trustees made 
up of business and professional people 
who serve without pay. The bank earns a 
return for depositors by investing the 
money it receives in government bonds, 
high-grade corporate securities, and differ
ent kinds of real estate.

Mutual savings banks are chartered by 
the state in which they are located. Their 
deposits can be insured by the FDIC, the 
FSLIC, or by their state’s private insur
ance fund, when available. The major dif
ference between mutual savings banks and 
savings and loan associations is that the 
mutuals are wholly depositor-owned.

Mutual savings banks got their start in 
the early 1800’s. At that time, commercial 
banks were not interested in the accounts 
of small wage earners, so mutual savings
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banks were created to fill that need. As the 
country grew, they spread west following 
the industrial growth of the large cities.

By the mid-1800’s, however, commercial 
banks had begun to take an interest in the 
savings accounts of factory workers and 
other wage earners. As a result, they began 
to compete more heavily with the mutual 
savings banks. They even managed to edge 
out the mutual savings banks in the fron
tier areas populated with farmers and 
ranchers. As a result, mutual savings 
banks remained strong in 17 eastern states 
but never really spread to other parts of 
the country.

Even so, mutual savings banks are a 
powerful influence in the economy today.
In 1972, for example, the Consumer’s Sav
ings Bank of Worcester, Massachusetts, de
cided it would introduce its own kind of 
demand deposit called a Negotiable Order 
of Withdrawal, or NOW account. Since 
commercial banks were not allowed to pay 
interest on their checking accounts at that 
time, they strongly opposed NOW ac
counts. But the mutual savings banks had 
more political power than the commercial 
banks in the state of Massachusetts, and 
the NOW accounts were allowed to stay.

Before long, the NOW accounts spread 
to most of the New England states. Com
mercial bankers, however, still opposed 
them and, for a time, managed to contain 
them to the New England area. When sav
ings and loan associations began to intro
duce their own version of NOW accounts 
in other states, the commercial bankers 
gave up and offered their own NOW 
accounts.

CREDIT UNIONS
A third kind of non-bank depository in

stitution is the credit union. In most cases, 
the members use the money to buv such

Figure 13-2

DEPOSITORY 
INSTITUTIONS

% of INSTITUTIONS

% of TOTAL ASSETS

§  Mutual Savings Banks 

]  Savings and Loans 

□  Credit Unions

Source: Statistical Abstract o f  the United States, 1986
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goods as automobiles, household appli
ances, and back-to-school clothes.

Credit unions are owned and operated 
by and for their members. But their man
agement, help, and office facilities often 
are given to them by a sponsor, which 
may be the members' union or place of 
employment. Their assets are the loans 
they make to members. Although these 
assets generally are relatively small, there 
are more credit unions than commercial 
banks, savings and loans, or mutual sav
ings banks. This is shown on page 329.

Most credit unions are organized around 
an employer, and contributions generally 
are deducted directly from a worker’s pay
check. In recent years, some credit unions

have followed the lead of the mutual sav
ings banks and the savings and loans asso
ciations and have offered checking depos
its. Known as share drafts, they look like 
any other check or NOW account and pro
vide members with a way to earn interest 
on demand deposits.

Section Review
1. What organizations besides commercial 

banks accept deposits and channel sav
ings to investors?

2. How is a mutual savings bank different 
from a savings and lqpn association?

3. How is a credit union organized?

13.3 Other Financial Institutions
Savings and loan associations, mutual 

savings banks, and credit unions obtain 
funds by having their customers or mem
bers make regular deposits as if they were 
dealing with a bank. There is another 
group of financial institutions, however, 
that obtains its funds in a different man
ner. This group includes life insurance 
companies, mutual funds, and private and 
government pension funds. It also includes 
real estate investment trusts and finance 
companies.

LIFE INSURANCE COMPANIES
One of the major financial institutions 

that does not get its funds through depos
its is the life insurance company. Although 
its chief function is to provide financial 
protection for those persons who have sur
vived the person insured, it also collects a 
great deal of cash.

The head of a family, for example, may 
want to leave a sum of money for a spouse 
and children in case of death. To do this, 
he or she may buy a life insurance policy. 
The price paid for this policy is known as 
a premium, and it must be paid at set 
times for the length of the protection.

If an insurance policy is cancelled, the 
person who took it out generally is enti
tled to its cash surrender value. This is a 
refund of part of the premium that already 
has been paid.

An insurance company often will allow 
its customers to borrow against the cash 
value of their insurance policy. In such 
cases, the customer generally gets a better 
rate of interest than he or she could obtain 
from a commercial bank or another lend
ing institution.

Since insurance companies collect cash 
on a regular basis, they often lend surplus 
funds to others. They may, for example, 
make loans to banks in the form of large
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Case StudyL Career

Actuary
An actuary designs insurance 

and pension plans. To do this, the 
actuary gathers and analyzes sta
tistics on such things as death, 
unemployment, and illness. This 
information then is used to estab
lish how much the insured loss 
will be. When calculating premium 
rates, the actuary must make sure 
that the price of the insurance is 
high enough to cover any claims 
and expenses the insurance com
pany might have to pay.

Most actuaries work for private 
insurance companies. Some, however, work for the government, act 
as consultants, or teach at colleges and universities. Those who 
work for private companies often are called on to explain technical 
points to company executives, government officials, and others. 
Those who work for the federal government generally handle one 
specific insurance or pension program. Those who work for the 
state government regulate insurance companies, watch over state 
retirement and pension programs, and handle matters related to 
workers’ compensation and unemployment insurance.

Actuaries must have a working knowledge of subjects that can 
affect insurance practices. This includes general economic and 
social trends as well as those in health and legislation. In addition 
to a strong background in math and statistics and a college degree, 
actuaries must pass a series of exams given by professional actuari
al societies. It generally takes five to ten years to complete all the 
tests, which are given twice a year.

In order to gain experience in as many phases of their work as 
possible, beginning actuaries generally rotate jobs. At first, they do 
such things as prepare tabulations for actuarial tables and reports. 
In time, they may supervise clerks, prepare reports, and do re
search. Job performance and the number of actuarial exams an 
actuary has passed determines how far he or she may advance. 
Because of their knowledge of math, insurance, and other related 
areas, actuaries often are chosen as executives in such other areas 
as data processing and accounting.
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certificates o f deposit (C D ’s)— formal re
ceipts for funds left with a bank that 
generally are interest-bearing and payable 
at a given later date. They also may nego
tiate other arrangements with smaller con
sumer finance companies at certain times 
of the year when consumers need cash.

MUTUAL FUNDS
A second kind of financial institution is 

the mutual fund. It is a company that sells 
stock in itself to individual investors and 
then invests the money received in the 
securities market. Its stockholders receive 
any dividends or interest earned from the 
stock. They also receive any profits from 
the sale of securities.

Mutual funds allow people who do not 
have a lot of money to “play the market" 
without making analytical financial stud
ies and without risking all they have in 
the stock of only one or a few companies. 
The size of the mutual fund makes it

possible to hire a staff o f experts to ana
lyze the securities market before buying 
and selling securities.

The large size of most funds also allows 
them to buy many different stocks and 
build up a more diversified portfolio than 
could most individual investors. Because 
of this, if one stock fell sharply in price, a 
fund’s overall investment probably would 
not change significantly.

For all o f these reasons, mutual funds 
have turned out to be an attractive invest
ment for many people. From the point of 
view of the financial system, however, they 
play an important role channeling savings 
to investors. *

PRIVATE PENSION FUNDS
A third kind of non-bank financial insti

tution is the pension fund. A pension is a 
regular allowance intended to provide in
come security to someone who has worked 
a certain number of years, reached a cer-

Insurance companies 
mainly provide finan
cial protection for 
family members of 
the person insured. 
What are some other 
functions of insur
ance companies?

332 THE ROLE OF FINANCIAL INSTITUTIONS



tain age, or suffered a certain kind of in
jury’. A pension fund is a fund set up to 
collect income and disburse payments to 
those persons eligible for retirement, old- 
age, or disability benefits.

In the case of private pension funds, em
ployers regularly withhold a percentage of 
workers' salaries to deposit in the pension 
fund. During the 30-Ю-40 year lag between 
the time the savings are deposited and the 
time they generally are used by the work
ers, the money is usually invested in cor
porate stocks and bonds. Since the majori
ty of the funds are contributed by employ
ers, most private pension funds are 
regulated by the Department of Labor.

The income that some private pension 
plans earn on investments is tax-exempt, 
free from federal taxes. For this reason, 
these funds are invested in securities that 
have the highest rate of return. Most only 
have small, if any, holdings of tax-free 
government securities because they carry 
lower rates of interest.

GOVERNMENT PENSION FUNDS
Government pension funds are very 

much like private ones in that the employ
er makes regular contributions that will be 
used later to pay benefits. Many of the 
funds in this group include state and local 
governments, the Civil Service, and Feder
al Old Age and Survivors and Federal Dis
ability Insurance Funds. These pension 
funds are also tax-exempt. Generally, they 
are invested in corporate stocks and 
bonds. In recent years, however, some of 
these funds made loans or bought the se
curities of state and local governments.

For example, when New York City had 
its first major brush with bankruptcy in 
the mid-1970’s, its pension funds came to 
the rescue. The pension funds used their

Many retired persons receive a pension. Such 
funds provide income security to persons who 
meet certain requirements. What is a pension 
fund?

assets to buy city bonds that could not be 
sold in the open market because of the 
city's poor credit rating. This, however, is 
the exception rather than the rule. Most 
pension funds prefer to keep their assets in 
the form of high-grade, high-yield corpo
rate securities and government bonds.

REAL ESTATE 
INVESTMENT TRUSTS

Still another non-bank financial institu
tion is the real estate investment trust 
(RE IT )—a company organized chiefly to 
make loans to construction companies that 
build homes.

Although REIT's are not widely known 
as financial institutions, they help provide 
billions annually for home construction. 
Because of this, they are an important
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part of the housing market. REIT ’s borrow 
most of their funds from commercial 
banks and get their income from the rents 
and mortgage payments of the people who 
use their money. This income is then used 
to pay interest on the money originally 
borrowed.

FINANCE COMPANIES
A sixth kind of non-bank financial insti

tution is the finance company— an organi
zation that specializes in the buying of in
stallment contracts from merchants who 
sell on the installment plan. Most con
tracts are issued for such consumer goods 
as automobiles and furniture.

Without the help of finance companies 
many small merchants would have a hard 
time doing business. Many merchants, for 
example, cannot afford to wait the three- 
to-five years it takes most consumers to 
pay off high-cost items on the installment 
plan. Instead, the merchant sells the con
sumer’s promise to pay to a finance com
pany in return for a single lump sum of 
cash. This enables the merchant to adver
tise "instant credit” or "easy terms” with
out actually carrying the loan full term, 
absorbing any losses for an account that 
does not get paid, or taking customers to 
court for non-payment.

Some finance companies make loans 
directly to consumers. These companies 
generally have the means to check a con
sumer’s credit rating and will make a loan 
only if the individual qualifies. Because 
they make loans to some people banks 
might consider "high risks,” and also be
cause they pay more for the funds they 
borrow, finance companies charge more 
than commercial banks for loans.

One popular loan offered by many con
sumer finance companies is the bill consol
idation loan. This is a loan used by a 
consumer to pay off all bills currently 
owed. The consumer must then agree to 
repay the loan to the figance company 
over a period of one or more years.

Section Review
1. What are six kinds of financial institu

tions that do not receive funds through 
deposits?

2. What are the functions of a life insur
ance company?

3. What are the advantages of a mutual 
fund?

4. In what does a pension fund generally 
invest?

5. How is an REIT different from a fi
nance company?

6. How do finance companies help small 
merchants?

13.4 Major Fjmncial Markets
The securities market is an economic 

market in which buyers and sellers of 
corporate and government securities are 
brought together. The securities— receipts 
for the savings individuals have made 
available to users— fall into two categories.

One is bonds or notes. The other is stock 
or equity. Within this broad market for 
securities, there are several organized 
securities exchanges— places where buyers 
and sellers meet to trade securities. These 
exchanges do not themselves buy and sell
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into one o f two cate
gories. They can be 
either bonds or notes, 
or stock or equity. 
Where are securities 
bought and sold?

securities. They provide a place where one 
holder can sell them to another.

STOCK MARKETS
The largest by far of all securities ex

changes in the United States is the New 
York Stock Exchange (NYSE). It is in
terested chiefly in stocks with nationwide 
market appeal. Like most other exchanges, 
it decides which securities it w ill list, or 
trade. And, as the nation has developed 
financially, the requirements for listing 
have become much more strict.

For example, before a company can have 
its stocks listed on the New York Stock 
Exchange, it must give the Ex^nang^ de
tailed data about the corporation. It also 
must publish annual financial statements. 
Then the Exchange’s Department on Stock 
Lists judges whether or not the company’s 
securities meet the Exchange's standards. 
Finally, the Exchange’s Board of Gover

nors decides if the securities will be ad
mitted to trading.

Not all securities are listed and traded 
on the NYSE. New companies and those 
whose owners are concentrated in a specif
ic geographical area may not qualify for 
listing on a national exchange, like the 
New York Stock Exchange or the Ameri
can Stock Exchange (AMEX). Instead, they 
may be better served by a smaller, region
al stock exchange, such as the Midwest 
Stock Exchange, the Pacific Coast Stock 
Exchange, the Cincinnati Stock Exchange, 
or the Philadelphia Stock Exchange. All of 
these afford more attention to the securi
ties of “ local” firms.

Many securities are not listed or traded 
on any organized exchange. Instead, se
curities dealers buy and sell them in what 
is called the over-the-counter market (O-T- 
C)—an exchange for securities that are not 
listed or traded on any organized ex
change. If you wanted to buy one or more 
of these unlisted securities, you would 
place your order with a securities person,

SEVENTEEN
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THE NEW YORK 
STOCK EXCHANGE
TRANSACTIONS FOR:

NOVEMBER 18, 1986

Stock Dlv.
Yld

\
P E  Sties
Ratio 100s High Low Close

N•1
Chg.

Am Exp 1.36 2.4 10 5154 58 V* 56'/. 57'/.+ 4
AFam l s 44 1.7 15 712 26". •JXK.ZO"Tl 2 6 4 - v>
AGnCp 1.12 3.0 10 2138 37% 37V. 37'/,
AGnl wt 32 17'/% ]7V, 17V.- V.
AGnl pfA 4 2 V 1.0 37 S3’/, 53 V, 53 V, +
AHeri* 1 37 34 8 27 39'/, 39 39 -
A Hoist 279 9 l b 1*4-
A Hoist pf t.95 9.2 10 21 21 2 1 % - V.

Many investors ch-.'ck the N Y SE  listings and Dow Jones daily. In the listing above, the price 
of a share of stocl in American Express ranged from a low of 56!4 ($56.25) to a high 
of 58Vi ($58.12). The closing price was 57 Vi, or 62c, more than the closing price the 
day before. Each of the 515,600 shares of stock sold paid an annual dividend of $1.36.
The 2.4 yield percent means that anyone who buys the stock at $57.12, would earn a 2.4 percent 
return on their investment. For the Dow Jones Industrial Average above, the range was from 
a low of 1844 to a high of 1880, closing at 1860. Why do most investors check the stock 
market’s performance daily?

Figure 13-3

or stock broker—one whose job is to buy or 
sell securities. The broker would supply 
the securities from an inventory or would 
buy them from some other broker.

Most brokers deal in both listed and 
unlisted securities. But in order to make it 
easier to trade in ones that are listed, 
most brokerage houses have at least one 
member who owns a seat on, or is a 
member of, an organized exchange. Be
cause only a limited number of seats are 
available, they tend to cost a good deal. 
For example, as long ago as 1929, a seat 
on the New York Stock Exchange sold for 
as much as $625,000. Although today's 
price is lower, a seat on the NYSE is still 
quite expensive.

The illustration on page 336 shows how 
prices are listed on most stock exchanges.

The price of a share of stock generally 
goes up and down throughout the day as 
the conditions of supply and demand 
change. As a result, three prices generally 
are available each day for a share of 
stock— the high, the low, and the closing 
price. In most cases, the listing also gives 
such additional information as the amount 
of annual dividend paid and the number 
of shares sold.

Since most investors are concerned 
about the performance of their stocks at 
the end of each day, a number of statistics 
are kept to indicate the market’s perfor
mance. One of the most popular is the 
Dow Jones Industrial Average, which is 
shown on page 336.

The Dow Jones Industrial Average is not 
really an average. Historically, it is based

"**.The Dow Jones Averages

22 29 5 12 19 26 3 10 17 24 31 7 14 21 
SEPT. OCT. NOV.
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on the sum of the closing prices of 30 
selected stocks. These stocks were chosen 
because their performance was felt to be 
typical of the more than 3000 stocks listed 
on the New York Stock Exchange. When it 
is stated, for example, that the Dow Jones 
has dropped 4 "points,”  it means that the 
closing prices for the day of the 30 select
ed stocks is $4 less than it was the day 
before.

Another popular measure is the Stan
dard and Poor’s 500. It is an index that 
represents the price changes of 500 repre
sentative stocks on the NYSE. Since the 
sum of 500 stock prices would be rather 
large, it is reduced to an index number. 
Like the Dow Jones, the Standard and 
°oor’s 500 reports on a specific market. 
Still, both are widely regarded as indica
tors of all stock price movements in the 
country.

CAPITAL AND 
MONEY MARKETS

When investors speak of the capital mar
ket, they mean a market where money is 
loaned and borrowed for periods of more 
than one year. Long-term CD’s as well as 
corporate and government bonds that have 
more than a year to maturity all fit in this 
category.

When investors speak of the money mar
ket, they mean a market where money is 
loaned for periods of less than one year. 
Some of the legal obligations that specify 
the terms of the loan are known as money 
market instruments. These include certifi
cates of deposit of one year or less, com
mercial paper, bankers acceptances, and 
Eurodollars.

Certificates of deposit in the money mar
ket are the same as those offered by many 
commercial banks and other lending insti

tutions. A person who has a CD with a 
maturity of one year or less at a bank or 
some other lending institution automati
cally takes part in the money market. If 
the CD has a maturity of more than one 
year, the person takes part in the capital 
market as a supplier of funds.

Commercial paper is a corporation’s 
short-run debt obligation which specifies 
that the borrowed money w ill be repaid 
after a certain period of time. Generally, it 
is not backed by security or collateral, but 
by a corporation’s reputation. Most cor
porations prefer to borrow money directly 
from investors rather than from banks be
cause it is generally cheaper.

A bankers acceptance is apother form of 
short-term debt. It is a document that 
guarantees payment by a bank to the 
holders of the acceptance. It is used most
ly in international trade when goods are 
shipped from one country to another. Ex
porters, who know very little about the 
foreign company ordering the goods, gen
erally feel more comfortable taking a 
bankers acceptance rather than a check in 
payment.

Eurodollars are United States dollar de
posits in banks in other countries. Since 
the U.S. dollar is used as an international 
currency, many loans are made in this 
way. Thus, Eurodollars are important 
short-term money market instruments. 
Many Eurodollar loans are also made to 
companies in developing countries to buy 
goods and services.

FUTURES MARKETS
At times, a company or an individual 

may decide to buy or sell futures— con
tracts to buy or sell a commodity at some 
point in the future at rates decided on in 
the present. The market where the futures
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Profile

Martha R. Seger
Martha Seger is presently a 

member of the Board of Governors 
of the Federal Reserve System, a 
post she has held since July 1984.
As a member of the Board of Gov
ernors, Dr. Seger is a voting mem
ber of the Federal Open Market 
Committee and directly involved in 
formulating and executing Ameri
can monetary policy. Dr. Seger 
graduated from the University of 
Michigan with an MBA in Finance 
and a PhD in Finance and Business 
Economics.

Before joining the Board of 
Governors, Dr. Seger taught and lectured at various universities. She 
also served as Commissioner of Financial Institutions for the state of 
Michigan and Vice President in charge of Economics and Invest
ments at the Bank of the Commonwealth in Detroit.

Dr. Seger believes that most of today’s banking laws on the 
federal and state levels are outdated and need to be revised. She 
also favors the establishment of one, single bank regulatory agency, 
instead of several separate agencies. This single agency would then 
be able to examine banks more fairly.

/932-

trades take place is known as the futures 
market.

Futures grew out of the commodity mar
kets in agriculture that were used by farm
ers to secure financial capital for spring 
plantings. A farmer could agree in May, 
for example, to sell a grain crop in No
vember. A company that did not want 
grain until November might agree to pay

the farmer in May, and the deal would be 
struck. This means the farmer would have 
the cash to plant the crop in the spring, 
which would later be delivered in No
vember when it is harvested.

Financial futures can be arranged the 
same way. An investor can buy in the 
futures market gold, silver, or foreign 
currency based on rates decided in
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the present. A company might do this, for 
example, if it suspected that the dollar 
would be weaker in the future than it is at 
the moment and would buy more in the 
present than it would at some time in the 
future.

If, for example, a company plans to im 
port handicrafts from India in six months, 
it may buy a futures contract that w ill 
convert dollars into rupees at the end o f 
the six months. It may discover, however, 
that a better deal would have resulted if it 
had waited six months to buy the rupees. 
Or, on the other hand, it may find that it 
did the most profitable thing by not wait-

13.5 Current Issues
Financial markets, like other markets, 

work when there is competition and every
one plays by the rules. Occasionally, how
ever, this efficiency is threatened if people 
act to make illegal profits or if the system 
becomes unsound.

INSIDER TRADING
In 1987, the stock markets had a 

number of scandals involving insider trad
ing— the use o f non-public information by 
individuals to make a profit on the sale or 
purchase of stock. Insiders generally are 
people who work for a company and have 
access to knowledge others do not have.

For example, an officer o f a corpora
tion—an insider— may know that his or 
her company is about to make an an-

ing. Regardless o f how it works out, the 
advantage o f the futures market is that 
some uncertainty has been removed.

Section Review
1. What is a securities market?
2. Where is the largest stock exchange?
3. How  are securities traded on the over- 

the-counter market?

4. What are two measures kept to indicate 
the market’s overall performance?

5. What is the difference between the capi
tal market and the money market?

6 . What are futures?

nouncement that w ill drive up the price o f 
the company’s stock. The announcement 
may be about a new product, an upcoming 
merger, or an increase in profits. Or the 
insider may know that the company is in 
deep trouble, and when the public finds 
out, the value o f the stock may fall. In 
either case, it is illegal for an insider to 
buy or sell stock in advance o f the an
nouncement, or to pass such information 
along to anyone outside the company.

The problem insider trading creates is 
that the average investor may lose faith in 
the stock market. I f  investors feel that the 
system is “ rigged”  against them, they may 
decide to invest their money elsewhere. 
This denies corporations a major source o f 
financial capital. Yet, because insider trad
ing is hard to detect and even harder to 
prove, the number o f convictions for it is 
quite small.
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SAFETY OF 
NON-BANK DEPOSITS

Most deposits in commercial banks, mu
tual savings banks, and federally chartered 
savings and loans are safe because they 
have some type o f federal insurance such 
as FDIC or FSLIC. But deposits in some 
other institutions, especially savings and 
loans that receive their charters from state 
governments, can be more risky.

What happened to the savings and loan 
institutions in Ohio in 1985 is an example. 
Until that year, every state-chartered sav
ings and loan institution in Ohio was in
sured by a private insurance company. In 
March, 1985, it appeared that one o f the 
largest savings and loans was about to 
fail, so depositors began to w ithdraw their 
deposits. Norm ally, the withdrawals would 
be covered by the insurance company, but

it had barely enough money to bail out 
one depository institution, let alone all 71 
institutions that it insured.

When the weakness o f the insurance 
company became public knowledge, depos
itors in other institutions, some o f which 
were sound, began to w ithdraw  their 
funds. To stop the spreading panic, the 
Governor o f Ohio closed all o f the state- 
chartered savings and loans in the state.

This was the first time since the Great 
Depression o f the 1930’s that every state- 
chartered savings institution in a state was 
closed. Many o f these institutions were 
eventually sold to other banks or savings 
and loans. Others were able to reopen sev
eral weeks later. Some, however, remained 
closed for a year or more. W hile most de
positors got their money back, they experi
enced a great deal o f frustration and in
convenience until they did so.

The Ohio savings and 
loan crisis o f 1985 
caused many bank 
depositors to realize 
that charters from 
some private corpora
tions or state govern
ments can be risky. 
As a result o f this 
crisis, what action 
are many states 
taking?
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The problems o f Ohio were extreme, but 
other states still have private, or state- 
backed insurance programs for their insti
tutions. Because o f the Ohio experience, 
many other states are now moving toward 
requiring FDIC and FSLIC insurance.

Section Review
1. What effect does insider trading have 

on the stock market?

2. Do all depository institutions have fed
eral deposit insurance?

m Summary

1. The availability o f savings is vital to 
the American economy because savings 
are invested to stimulate economic ac
tivity and promote economic growth.

2. Non-bank depository institutions, 
which accept deposits and channel 
these savings to investors, do not add 
to the money supply because they 
make available only the funds they 
receive.

3. Three major kinds o f non-bank deposi
tory institutions are the savings and 
loan association, the mutual savings 
bank, and the credit union.

4. Life insurance companies, mutual 
funds, private and government pension 
funds, real estate investment trusts, 
and finance companies, are non-deposi- 
tory financial institutions that channel 
savings to investors.

5. Insurance companies provide financial 
protection for survivors o f individuals 
who have life insurance policies.

6. Mutual funds allow  people who do not 
have a lot o f money to invest in a 
wide range o f securities.

7. Private and government pension funds 
collect income that is disbursed to 
workers when they are retired, elderly, 
or disabled.

8 . A real estate investment trust (R E IT ) 
is a company that prim arily makes 
loans to construction companies to 
build homes.

9. Securities are bought and sold at or
ganized securities exchanges or in the 
over-the-counter market. Security 
prices are quoted daily in listings like 
the Dow Jones Industrial Average and 
the Standard and Poor’s 500.

10. Money is loaned and borrowed for pe
riods o f more than one year in the 
capital market, and for one year or 
less in the money market.

11. Futures, which grew  out o f the com 
modity markets for agriculture, are 
contracts to buy or sell at some point 
in the future at prices that have been 
decided on in the present.

12. Insider trading and inadequate deposit 
insurance threatens some financial 
markets.
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Building an Economic Vocabulary
savings
financial system 
financial assets 
non-bank depository 

institutions 
savings and loan 

association 
Federal Savings and 

Loan Insurance 
Corporation (FSLIC ) 

mutual savings bank 
share drafts 
premium
cash surrender value 
certificates o f deposit (CD ’s)

mutual fund 
pension 
pension fund 
tax-exempt
real estate investment 

trust (R E IT ) 
finance company 
bill consolidation loan 
securities market 
securities
securities exchanges 
New  York Stock 

Exchange (N YSE ) 
American Stock 

Exchange (AM EX)

over-the-counter 
market (O-T-C) 

stock broker 
Dow Jones Industrial 

Average 
Standard and Poor’s 500 
capital market 
money market 
money market instruments 
comm ercial paper 
bankers acceptance 
Eurodollars 
futures,, 
futures market 
insider trading

Reviewing the Main Ideas

1. Why are savings important?

2. What purpose do non-bank depository 
institutions serve?

3. What are three major kinds o f non
bank depository institutions?

4. What is a premium? Cash surrender 
value?

5. In what does a mutual fund invest?

6 . How are government pension funds 
different from private ones?

7. How  does a finance company help 
merchants? Consumers?

8 . What are securities?

9. What does a company have to do to 
get listed on the New  York Stock Ex
change?

10. What is the difference between com
mercial paper, bankers acceptances, 
and Eurodollars?

11. How can insider trading affect a finan
cial market?

Practicing Critical Jbinking. Skills________
1. Some people think that since savings commercial banks, they should be gov-

and loans, mutual savings banks, and erned by banking regulations. Do you
credit unions are becoming more like agree? W hy or why not?
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2. Regulation Z is administered by the 
FED and applies to all lenders. Many 
non-bank lenders say that since they are 
not part of the banking system, they 
should not be subject to such regula
tion. From the consumer's point o f 
view, how would you argue the case?

3. In recent years, there has been a push 
to unify all stock exchanges into one 
national organization. Do you see this

as a plus or a minus for companies 
today? Give reasons to support your 
answer.

4. Defend one o f the fo llow ing statements: 
"The government should insure all sav
ings and loan associations regardless o f 
whether they are federally or state 
chartered."
"Government has not done enough to 
prevent abuses o f insider trading."

Applying Есщ югт с Understandings

Charting Information
This chapter has provided a great deal 

of information on financial institutions 
and how they work in a free enterprise 
economy. To better understand a large 
amount of material, it may be helpful to 
classify the information— separate and ar
range it into related groups. One way to 
do this is by placing the information into 
a chart—a graphic representation o f infor
mation in tabular form.

The procedures used to set up the chart 
below  w ill show you how to chart infor
mation. To complete the exercise, review  
the material on non-bank depository insti
tutions on pages 327-330 o f the text. Next, 
identify the items to be classified. List these 
descriptions in the appropriate categories.

For further practice in charting infor
mation, make a chart based on the infor
mation provided about major financial 
markets on pages 334-339.

Non-Bank Depository 
Institutions Characteristics Services

1. Savings & Loan 
Associations

2. Mutual Savings 
Banks

3. Credit Unions

Sells shares in the 
form of deposits to 
individuals and invests 
the proceeds in home 
mortgages.

Provides return to 
investors in dividends 
or interest on deposits.
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Unit 4 Review

Ш The Unit in P erspective
1. In colonial times, wampum and com

modity monies were w idely used.
Later the U.S. dollar was based on the 
Spanish peso, or "p iece o f eight.”

2 . Money must be portable, durable, d i
visible, and stable in value to be useful 
as a medium o f exchange. Modern 
money rates high only in the first 
three categories.

3. The United States has a dual banking 
system consisting o f state and national 
banks which provide people with a 
safe place to keep their deposits and 
which use excess funds to make loans.

4. Banks operate under a fractional re
serve requirement imposed by the Fed
eral Reserve System. Excess reserves 
are lent out in the form o f cash or 
demand deposits.

5. Before an economy can function 
smoothly, it must have a reliable and 
dependable money supply and a set o f 
monetary' standards.

6 . In the United States, the money supply 
is controlled by the Federal Reserve 
System, and decisions about monetary 
policy are made by the Federal Reserve 
Board o f Governors.

Ш The U nit in Review
1. In what ways has money changed since 

prim itive times? In what ways has it 
remained the same?

7. The FED can use reserve requirements, 
open market operations, the discount 
rate, and moral suasion to change the 
money supply.

8 . The level o f demand for savings is 
determined by ability and willingness 
to pay the price o f money, or interest. 
The interest rate is determined by the 
forces o f supply and demand.

9. The size and growth o f the money 
supply affects interest rates in the 
short run and inflation over the long 
run. Because o f this, monetary policy 
is often a political issue.

10. A financial system is vital because it 
helps transfer savings dollars to inves
tors who put them to work.

11. Non-bank depository institutions and 
other lending institutions serve the 
American economy by accepting peo
ple ’s savings and making them avail
able to investors.

12. A number o f other markets including 
those/or stocks, bonds, government se
curities, and foreign currencies are 
also part o f the financial system.

2. How did the establishment o f a national 
banking system affect U.S. bank opera
tions? How do U.S. banks operate today?
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3. What are some current issues in bank
ing today?

4. Why was the FED first established?
What is its role today?

5. What are the three major tools o f mone
tary policy? How do they work?

6. What is the difference between the way 
money affects the economy in the short 
run and in the long run?

Building Consumer
Writing a Check

A checking account provides a safe, con
venient way to pay bills and makes it easy 
for a person to keep orderly financial rec
ords. It is important, however, to keep a 
few simple rules in mind when writing 
checks. The following exercise w ill help 
you write checks properly.
1. Always use a pen to write a check so 

that it cannot be altered once you have 
completed it.

2. Fill in the blank for the date. Make sure 
you write the correct date. Most places 
of business w ill not cash a check dated 
later than the day it is written.

3. Fill in the amount to be paid. Start at 
the lefthand edge and draw' a line 
through whatever space you do not use.

7. How' do commercial banks, non-bank 
depository institutions, and lending in
stitutions like savings and loans differ 
from one another?

8 . What is the relationship between finan
cial markets and savings?

*
9. What is the role o f savings in the 

American economy?

Skills
4. W rite the amount o f the check in nu

merals. Make sure the numerals are the 
same as the amount that is written out. 
Most banks and businesses w ill not cash 
a check if there is a discrepancy be
tween the amounts.

5. Sign your name exactly as you did on 
the card you signed to open the ac
count. Banks often check signatures to 
make sure you are who you say you are.

6 . Once you have written the check, do 
not alter it. W rite VOID across the face 
in large letters and tear it up into small 
pieces. W rite a new check if desired.

7. Never sign a blank check. It is too easy 
for someone else to fill in an amount 
and cash it.
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J The Overall Economy
Not only do economists deal with individual components o f  the economy, they 

also deal with the economy o f the nation as a whole. They use various methods 

to measure the health o f  the national economy and how it affects the lives o f  the 

American people.
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Gross National Product
Everything should be made as simple as possible, but not more so.

Albert Einstein



Chapter 14

After reading this chapter, you w ill be able to:

•  Explain Gross National Product and the way it is estimated.

•  Describe the way G NP is broken down into sectors for use in the 
output-expenditure model.

•  Identify four measures o f national income other than GNP.
J*

•  Explain the need for price indices and their use in converting 
current G NP to real GNP.

14.1 Aggregate Supply
Just as economists study the amount o f 

goods and services brought to market by a 
single producer, they also study the total 
amount of goods or serv ices produced by 
the economy as a whole. Thus, they exam
ine aggregate supply— the total amount o f 
goods and serv ices produced by the econ
omy in a given period, usually one year.

A number o f factors affect an econom y’s 
aggregate supply. Tw o o f these are the 
quantity of resources used in production 
and the quality o f those resources. For 
example, an economy must have an ade

quate supply o f natural resources and cap
ital goods to be productive. It also needs a 
skilled and highly motivated labor force. A 
third factor affecting aggregate supply is 
the efficiency w ith which the resources are 
combined. I f they are combined in a prod
uctive way, aggregate supply w ill increase.

In order to measure aggregate supply, 
statistics must be kept. To help w ith this 
task, economists use national income ac
counting— a system o f statistics that keeps 
track o f production, consumption, saving, 
and investment in the economv. National
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The workers in the above photograph are 
adding to the nation’s aggregate supply. H ow  
is aggregate supply measured?

income accounting also makes it possible 
to trace long-run trends in the economy 
and to form new public policies to im
prove the economy.

GROSS NATIONAL PRODUCT
The most important economic statistic 

kept in the national income accounts is 
Gross National Product (GNP). This is the 
dollar measure o f the total amount o f final 
goods and services produced in a year. It 
is one of the most important and compre
hensive statistics kept on the economy's 
performance.

Although the measurement o f G NP is a 
complicated process, the table on page 351 
shows one way it may be done. In column 
1 o f the table, all o f the individual goods 
and services produced in any one year are
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listed. In column 2, the quantity of each 
good and service is noted, and in column
3, the individual price o f each is given. In 
column 4, the dollar value o f each, which 
is the product o f the quantity and the 
price, is represented. The GNP, which in 
this case is $2.7 trillion, is then found by 
totaling the figures in column 4.

Because a listing like the one in the 
table would be far too long to compile in 
today’s economy, government statisticians 
actually use other methods. The concept 
they use, however, is the same.

In the United States, the job o f comput
ing the country’s G NP f^ ls  to the Depart
ment o f Commerce. Tons o f data flow into 
this department which then must evaluate 
and classify it for analysis. The people 
who perform this task are faced with sev
eral classification decisions that center 
around what should, and should not, be 
included in the figures that measure GNP.

One such decision has to do with the 
double counting o f intermediate prod
ucts— products used in making final goods. 
Sales o f intermediate products are not 
counted in GNP. Replacement tires for 
automobiles, for example, can be counted 
in GNP, but tires for new cars cannot. If 
both the value o f tires used for new auto
mobiles and the total value o f the automo
biles on which the tires are used were 
counted, the new tires would be counted 
twice, and G NP would be overstated by 
the tires’ value.

The same problem takes place with such 
other intermediate goods as flour, sugar, 
and salt. I f these items are bought for final 
use by the consumer, they should be 
counted as part o f the final output, which 
is part o f GNP. But if they are used in the 
production o f bread or any other bakery 
goods bought by the consumer, they 
should not be counted.

Another classification decision involves 
secondhand sales— the sales o f used goods.
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GNP FOR YEAR A
(1)

PRODUCT
(2)

Q U ANTITY
(3)

PRICE
(4)

DOLLAR VALUE

Goods: Automobiles 7 million S 10,000 $70 billion

Replacement
tires

10 million $45 $450 million

Toothpicks
★

5 million l c $50,000

Services: Haircuts 300 million $8 $ 2 4  billion

Income tax 
returns 

completed

40 million $100 $ 4 billion

* .....All other goods and services G N P  =  $2.7 T R IL L IO N

Table 14-A

When used goods are transferred from one 
person or group to another, no new wealth 
is created. So while the sale o f a used car 
or house may give others cash that they 
can use on new purchases, only the orig i
nal sale is included in GNP.

SHORTCOMINGS OF GNP
Even though GNP is the most compre

hensive measure o f output for the econ
omy, it does have some shortcomings.
These do not make it any less useful as a 
measure of final output. Even so, the pub
lic should be aware o f the fact that it does 
have some limits.

ACCURACY OF M EASUREM ENT. One 
shortcoming o f GNP is the accuracy o f 
measurement. When dealing w ith aggre
gates, or totals, in an economy as large

and as complex as that o f the United 
States, it is not always possible to be 
completely accurate.

Some o f the figures used to arrive at 
G NP are based on reliable statistical esti
mates. Others, however, are no more than 
educated guesses. Imagine how hard it 
would be, for example, to determine the 
exact value o f all the lawns mowed by 
students working part-time. At best, only a 
reasonable approximation o f the value 
could be made. For this reason, then, G NP 
figures are accepted as being reasonably 
complete, if not absolutely accurate, 
gauges o f the country’s economic w ell
being.

Related to the accuracy o f measurement 
is the problem o f the speed at which G NP 
statistics are reported. Generally speaking, 
these figures are hard to collect and ana
lyze. Therefore, they are reported only 
quarterly and then often are subject to 
some revision months after the quarter has
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ended. Because o f the delays in getting 
current statistics on GNP, it often takes 
several months to find out how the econ
omy actually performed.

COMPOSITION OF OUTPUT. A second 
shortcoming o f G NP is that it tells nothing 
about either the composition or the quali
ty o f output. For example, i f  G NP in
creases $10 m illion, many people may feel 
that the country is better off. But some o f 
those people might not be so pleased if 
they knew the growth was due to the 
production o f $10 m illion worth o f nerve 
gas for use in war.

On the other hand, GNP may fall in the 
short run, which could be interpreted to 
mean that the country is not doing as well 
as before. Yet, would people be as upset if 
they knew G NP had fallen because o f 
lower total drug sales due to a break
through in a patent medicine that could 
make other drugs on the market obsolete? 
In the long run, the drug might make 
people healthier, which would mean they 
could produce more.

GNP figures reflect total production, not 
individual welfare. For this reason, total 
GNP may go up without all people benefit
ing equally. Some people’s income may 
rise, but others’ income may remain the 
same or go down.

EXCLUSION OF OTHER ACTIVITIES. A 
third shortcoming o f G NP is the exclusion 
of non-market transactions— transactions 
that do not take place in the market.
Some exclusions are due to a problem of 
measurement. G NP does not take into ac
count the value o f a person’s services 
when he or she mows his or her own 
lawn, babysits brothers and sisters, or 
does his or her own home maintenance.

There is no doubt that all o f the above 
transactions are productive. Yet because 
the services involved are not bought and 
sold in the market, they are hard to mea

sure. For this reason, they are not used in 
computing GNP.

Other activities, however, often are ex
cluded from G NP because they are illegal 
and are not reported. In the last few years, 
for example, it has been estimated that 
marijuana has taken the place o f pineap
ples as the ch ief cash crop in Hawaii. It 
also is thought to be the largest cash crop 
in California. Since such crops are not 
reported, however, no one knows for sure.

There is a whole range o f unreported 
activities that includes gambling, smug
gling, drugs, and counterfeiting, to name a 
few. These unreported illegal activities, 
plus some legal ones th a f are not disclosed 
for tax reasons, form what is known as the 
underground economy.

Although estimates differ, economists 
generally agree that somewhere between 5 
and 15 percent o f all economic activity is 
part o f the underground economy and is 
not included in GNP. Because o f this, GNP 
actually understates the range of activity 
taking place in the economy.

IMPORTANCE 
OF GNP ANALYSIS

Even though the concept o f GNP has 
some limits, it is generally agreed that it 
is a fairly good indicator o f economic 
health. When interpreted properly, GNP 
analysis becomes a useful tool o f economic 
understanding.

In a sense, G NP is a reflection o f Ameri
can society itself. As a society, Americans 
are obsessed w ith measurement. They 
measure and keep statistics on everything 
from professional athletes to beauty con
test participants. The concept o f GNP is no 
different. W ith it, Americans try' to keep 
track of production to know how' they are 
doing and to tell where they have been.
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The narcotics officers 
in the photograph have 
siezed a marijuana 
crop. Growing m ari
juana is an example o f 
an illegal activity that 
is part of the under
ground economy.
About what percentage 
of all economic activi
ty is part of the under
ground economy?

As a general rule, a bigger G NP is re
garded as a better one. There is good 
reason for this. People are not concerned 
with output for output’s sake. Neverthe
less, it is the chief way in which more 
people can have additional goods and serv
ices to satisfy wants and raise their stan
dard of living. Most people want a bigger 
slice of the "output p ie” in the long run. 
The easiest way for everyone to succeed is 
to have the size o f the pie grow over time. 
If it does not, some people can have a 
bigger slice only at the expense o f others.

When GNP grows, people are happy be
cause more o f their wants and needs are 
being satisfied. If GNP does not grow, 
people become unhappy and strike out at 
society. One way they can do this is by 
voting Presidents and political parties out 
of office. In the past, this has happened in 
times of recession.

In addition, new economic policies often 
are implemented because it is believed

they w ill stimuate GNP. Their success— or 
their lack o f success— is measured in terms 
o f how G NP reacts.

The importance o f G NP analysis, then, is 
that it is w idely regarded as a measure o f 
the country’s health. Even though it is not 
perfect, it is the single most important 
economic statistic compiled today.

Section Review
1. How does national income accounting 

relate to aggregated supply?

2. What is the most important and com 
prehensive statistic kept in the national 
income accounts?

3. What are two classification decisions 
faced by people who compute GNP?

4. What are some major shortcomings o f 
GNP as a measure o f the economy's 
output?

5. W hy is G NP analysis important?
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14.2 Aggregate Demand
An advanced country like the United 

States is very complex. It involves millions 
o f individual decisionmaking units— indi
viduals, businesses, and governments make 
billions o f decisions daily. Microeconomics 
is the branch o f economics that deals w ith 
decision making and other behavior by 
these individual units. Another branch o f 
economics, known as macroeconomics, 
deals w ith large groups or aggregates. Be
cause GNP deals w ith the output o f the 
country as a whole, it is a macroeconomic 
concept.

ECONOMIC SECTORS
As a first step in understanding the 

macro economy o f the United States, it

helps to think o f the economy as being 
made up o f several different parts called 
sectors. These sectors represent individu
als, businesses, government, and foreign 
markets. The sum o f expenditures of these 
sectors is known as aggregate demand.

CONSUM ER SECTOR. One sector of the 
macro economy is the consumer sector. 
The basic unit in this sector is the house
hold, which is made up o f all persons who 
occupy a house, apartment, or room that 
constitutes separate living quarters. It in
cludes related fam ily members and all 
others— such as lodgers, foster children, 
and employees— who share the living quar
ters.

As long as the person or persons occupy 
a separate place o f residence, a household 
also can consist o f unrelated individuals.

IГ
! ___

Г  I Г
M icro - and macroeco
nomics are two impor
tant branches of eco
nomics. H ow  do they 
differ?

“Confound it, Mcrriuell! Do you mean that all thii time you've been 
talking micro while we've been talking macrof"
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Profile

David Ricardo
David Ricardo was born in 

London, England in 1772 into the 
large fam ily o f a prosperous Jewish 
stockbroker. He went on to become 
a multim illionaire, a member o f 
Parliament, and one o f the greatest 
economists o f the early post-Adam 
Smith period.

Ricardo became an economist 
by accident. While visiting Bath, he 
happened to come upon a copy o f 
Smith’s Wealth o f  Nations. After 
reading it cover-to-cover, he be
came converted to ideas set forth 
by Smith.

In 1819, Ricardo’s greatest work, The Principles o f  Political 
Economy and Taxation, was published. One o f the issues analyzed in 
the book was why landlords, capitalists, and laborers received the 
share o f income they did. Ricardo believed that “ the distribution o f 
the produce o f the earth goes to the landlords in the form o f rent, to 
the owners o f capital in the form  o f profit and interest, and to the 
laborers as wages.”

Ricardo argued that rent is the result o f the ownership o f land, 
which is a scarce natural resource. Since population tends to grow 
over time, the rent received by the landlords also w ill grow. W ith 
more people to feed, society w ill be forced to grow food on poorer 
and poorer land. The poorer land w ill need more preparation than 
the richer land, which w ill cause the costs o f production to become 
higher. This, in turn, w ill make food prices increase. I f  food prices 
increase, the laborers w ill need higher wages so they can buy the 
higher-priced food. The factory owners can increase the wages o f 
their laborers, but they cannot increase the price o f the product 
those laborers produce. The only way, then, for the owners o f capital 
to meet the increased wages is by giving up some o f their profits. At 
the same time, however, the higher food prices result in higher 
revenues, or rents, for landlords who own the richer lands.

Adam Smith saw in this a harmony o f society’s interests. David 
Ricardo, on the other hand, saw a conflict over the distribution o f 
that society’s income.

1772-1823
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United States exports make up part o f what is considered the foreign 
sector o f the macro economy. In addition to exports, what else is 
included in the foreign sector?

These are persons who live alone or w ith 
non-relatives even though they may have 
fam ily living elsewhere. The concept o f a 
household is somewhat broader than that 
o f a fa m ily— a group o f two or more per
sons related by blood, marriage, or adop
tion living together in a household.

These definitions are used by economists 
and the United States Bureau o f the Cen
sus. Although they may seem strange at 
first, they suit the needs o f data collectors 
and economic researchers.

Suppose, for example, you needed to 
make an estimate o f the number o f stoves 
in use today. Since a household is defined 
as a separate place o f residence, almost 
every household is likely to have a stove. 
Thus, a simple count o f households would 
give a reasonably close approximation o f 
the number o f stoves in use. The same is

true for such other durable goods as water 
heaters, furnaces, and refrigerators. In 
fact, many households, even when made 
up o f persons not related by blood, mar
riage, or adoption, tend to behave as a 
single economic unit.

Although the concept o f a fam ily is fa
m iliar to almost everyone, it can cause 
some measurement problems. Suppose, for 
example, the government was taking a 
census. W hat would happen in the case of 
an apartment shared by four young people 
while they attend college?

I f  the census taker tries to apply the 
definition o f a fam ily, measurement would 
be difficult. The census taker would need 
to know the location o f each o f the four 
young people’s parents so that the family 
size could be recorded correctly and dou
ble counting does not take place.
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On the other hand, if the concept o f a 
household is used, the measurement is 
much simpler. Since the apartment is a 
separate place o f residence, the census 
would show one household w ith four unre
lated individuals.

For this and other reasons, the term 
"household” is the basic economic unit o f 
the consumer sector, even though "fa m ily ” 
is a more familiar term to most people.

INVESTMENT SECTOR. A second sector 
of the macro economy is the business, or 
investment, sector. It is made up o f propri
etorships, partnerships, and corporations.
It is the productive sector responsible for 
bringing the factors o f production together 
|o produce output.

GOVERNMENT SECTOR. A third sector 
in the macro economy is the government, 
or public, sector. It includes the local, 
state, and federal levels o f government. 
When speaking o f the government sector, 
then, the reference is to government in 
general rather than to one level.

FOREIGN SECTOR. A fourth sector o f 
the macro economy is the foreign sector. It 
includes all consumers and producers ex
ternal to the United States.

The United States, for example, exports 
computers, airplanes, and farm products 
to foreign buyers. It also imports a large 
number of different items from foreign 
countries. It makes no difference whether 
foreign buyers are governments or private 
investors or if purchases are made from 
governments or private individuals. They 
all are part of the foreign sector.

OUTPUT-EXPENDITURE MODEL
Economists use a macroeconomic model 

called an output-expenditure m odel to an
alyze aggregate demand. It is so named

because this model describes the part o f 
the nation’s total output, or GNP, con
sumed by each o f the four sectors o f the 
economy.

The consumer sector, labeled С in the 
model, spends its income on the goods and 
services used by households and unrelated 
individuals. These expenditures, known as 
personal consum ption ex|}enditures, in
clude groceries, rent, books, automobiles, 
clothes, and almost anything else people 
buy.

The investment, or business, sector is la
beled I  in the model. It spends its income 
on plant, equipment, and other investment 
goods. These expenditures, khown as gross 
priva te  dom estic investm ent, represent the 
total value o f capital goods created in the 
economy during the year. The term gross 
is used because purchases o f all capital 
goods are included.

Another part o f the expenditure o f the 
investment sector has to do w ith inven
tories. These are the stocks o f goods kept 
in reserve to satisfy consumer or producer 
orders. Once goods are produced, they are 
counted as part o f the GNP. Until they are 
sold to the consumer sector, they are treat
ed as if they were “ purchased” by the in
vestment sector.

The government sector, labeled G  in the 
model, spends its income on many cate
gories o f expenditures. These include na
tional defense, hospital care, roads, and 
education. The only major item  o f govern
ment expenditure not included in G NP is 
transfer payments. The reason is that this 
money is used by others to buy some o f 
the goods and services that are part o f the 
total GNP.

For example, the government may col
lect money by taxing the incomes o f cer
tain citizens and then use that money to 
pay old-age pensions or unemployment 
benefits. When this happens, the total out
put o f the economy does not go up. Funds
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merely have been taken from one place 
and used in another.

The foreign sector, labeled F  in the 
model, also buys a great many goods and 
services that make up GNP. In addition, it 
supplies imports o f other products to be 
consumed at home. For this reason, the 
output-expenditure model is concerned 
with the difference between the exports 
and the imports.

For example, when the United States 
takes part in international trade, it ex
changes American-made tractors, air
planes, and farm products for British 
woolens, Japanese cars, Korean shirts, and 
Brazilian shoes. The imported goods basi
cally take the place o f those sent to other 
countries. For this reason, the foreign sec
tor’s purchases are called net exports o f 
goods and services, a term that refers to 
the difference between the United States’ 
exports and its imports.

When the United States exports part o f 
its GNP, there is less for consumption by 
the consumer, investment, and government

sectors. This loss, however, is made up 
when foreign-made products are imported. 
In the longer run, one generally offsets the 
other, and the difference between the two 
is very small.

The consumer, investment, government, 
and foreign sectors together consume all of 
the G NP for any given year. When this is 
written algebraically as

G NP =  С +  / +  G +  F

the equation becomes the formal output- 
expenditure model used to explain and an
alyze the performance o f the economy.

Section Review
1. How' do m icroeconom ics and macro

economics differ?

2. What four sectors make up the macro 
economy o f the United States?

3. What does an output-expenditure model 
describe? What is the algebraic equa
tion for the formal model?

14.3 Other Measures 
of Total Income

The national income accounts provide 
four other measures o f the nation’s total 
income besides GNP. These measures are 
net national product, national income, per
sonal income, and disposable personal 
income.

The illustration on page 359 is a com bi
nation o f the circular flow' diagram on 
page 80 and the output-expenditure model. 
It shows the relationships among the five 
measures o f total income. In the illustra
tion, the expenditures flow clockwise from 
left to right. The foreign sector (F ) has

been left out as it generally amounts to 
only a small percent o f G NP expenditures 
for the year. The table on page 361 also 
shows these relationships among measures 
o f total income.

NET NATIONAL PRODUCT
One measure o f the nation’s total in

come is net national product (X N P )— GNP
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The National Income Accounts involves a circular flow of funds. Starting with GNP, various 
components of income are subtracted until Disposable Personal Income is reached. Each 
of these flows, however, reenters the expenditure stream and shows up as aggregate demand.

Figure 14-1

minus depreciation. The depreciation is 
subtracted to give a better picture o f pro
duction for the year.

For example, when the economy pro
duces $4176 billion in goods and services

in a given year, it stands to reason that 
some o f the capital equipment is used up. 
I f  the amount o f worn-out and used-up 
capital goods amounts to approxi
mately $454 billion, the net amount o f
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Case Study: Issue

Does MEW Measure the Economy 
Better than GNP?

Some economists believe that a "Measure o f Economic W elfare” 
(M EW ), would provide a better measure o f the econom y’s overall 
well-being than GNP. MEW  would be constructed by making cer
tain adjustments to GNP. Things such as the number o f hours lost 
because o f traffic jams, the cost o f air and water pollution, and the 
cost o f crime would be deducted from GNP. Things such as 
increases in leisure time, health, and services provided by home
makers would be added to GNP.

Those who favor using MEW  argue that such adjustments to GNP 
would give a better measure o f the quality o f life in a nation. They 
argue that larger output— as measured by GNP— is not better for a 
nation if it contributes to pollution, traffic congestion, or general 
health problems. Likewise, an increase in G NP caused by the 
production o f chemical warfare weapons or M X missiles may not 
mean a safer world to live in. As a result, the quality o f life could 
go down.

Those who oppose using MEW  argue that such measurements 
would be difficult to make. They point out, for example, the 
difficulty in measuring such things as traffic congestion, pollution, 
or leisure time. In addition, some people feel that an increase in the 
production o f such goods as m ilitary hardware adds to the quality o f 
life because they make the country more secure.

Although MEW  is not a perfect measure, it does provide an 
overall measure o f a nation’s economic activity. For this reason, 
some economists w ill continue to support its use.

1. What is MEW? What does it measure?

2. How is G NP adjusted to obtain a "Measure o f Economic W elfare” ?

3. What are the main arguments against MEW?
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NATIONAL INCOME ACCOUNTS 
(SECOND QUARTER, 1986)
GROSS NATIONAL PRODUCT 

Minus: Capital Consumption Allowances 
and Adjustments

NET NATIONAL PRODUCT $3,722
Minus: Indirect Business Taxes -346

NATIONAL INCOME $3,376 
Minus: Undistributed Corporate Profits and

Net Interest -293
Social Security Contributions -374

Plus: Transfer Payments, Misc. Items +774

PERSONAL INCOME $3,483
Minus: Personal Income Taxes/Non-Tax Payment*» -504

DISPOSABLE PERSONAL INCOME $2,979

Source: Survey o f Current Busitiess, September, 1986

Table 14-B

production—the net national product—  
would then be $3722 billion.

Since depreciation is considered as an 
expense, businesses are allowed to subtract 
it from their income for tax purposes. For 
this reason, it is treated as a source o f 
income to the investment sector in the 
national income accounts. This can be 
seen in the illustration on page 359, which 
shows capital consum ption a llow ances, or 
depreciation, flowing to the investment 
sector.

NATIONAL INCOME
Another measure o f the nation’s total 

income is national incom e (N1 )— net na
tional product less all taxes except the 
corporate profits tax businesses must pay 
as a cost of doing business. Examples o f 
these taxes, also known as ind irect busi
ness taxes, are excise taxes, property taxes, 
licensing fees, customs duties, and general

sales taxes. Businesses treat these taxes as 
costs o f production because the taxes add 
to the final cost o f goods. Indirect business 
taxes are treated as sources o f revenue to 
the government sector. This fact is seen in 
the illustration on page 359, which shows 
the taxes flow ing to the government 
sector.

PERSONAL INCOME
Still another measure o f the nation’s 

total income is personal incom e (P I )— the 
total amount o f income going to house
holds before taxes are subtracted. To go 
from national to personal income, four 
adjustments must be made.

First, income that does not go to the 
households must be subtracted from na
tional income. One such type o f income is 
retained earn ings, also known as und istrib 
uted corporate p ro fits . These are the prof
its businesses, especially corporations,
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dttling... ju<t л few dollars for fo H ? "

When prices rise in one area, they affect spend
ing in other areas. It is difficult, for example, 
to cut back on essentials such as gasoline.
What is the final measure o f personal income?

keep to reinvest in new plants and equip
ment. Since businesses keep these funds 
for their own use, they are shown as in
come to the investment rather than the 
consumer sector.

The second type o f income that must be 
subtracted is the income taxes paid by 
corporations. These taxes are treated as 
income to the government sector since 
they do not go directly to individuals. The 
third type o f income that must be sub
tracted is social security contributions. 
These, too, go to the government sector.

After these three types o f income have 
been subtracted from national income, 
transfer payments must be added to it. 
The consumer sector receives these pay

ments from the government in the form of 
unemployment insurance, social security, 
medicaid, and several other forms of assis
tance. Once the transfer payments have 
been added, the resulting total is the final 
measure o f personal income.

DISPOSABLE 
PERSONAL INCOME

The smallest measure o f income is dis
posable personal incom e (D I)— the total 
amount o f income households and unrelat
ed individuals have at tHfcir disposal after 
taxes. This is an important measure be
cause it reflects the actual amount of 
money the consumer sector is actually 
able to spend. For the most part, a per
son’s disposable income is equal to the 
amount o f money received from an em
ployer after taxes and social security have 
been taken out.

In the illustration o f a check on page 
221 , for example, the disposable personal 
income amounted to $619.64 after deduc
tions were taken out. The person to whom 
the check is made out could choose to 
have more o f the salary w ithheld to cover 
contributions to a credit union or a social 
agency like the United W ay or to buy 
savings bonds. This would not lower the 
disposable personal income. The person 
simply has chosen to use payroll deduction 
features to help allocate the disposable 
income.

Section Review
1. What are four measures other than GXP 

o f the nations total income?
2. What adjustments must be made to go 

from national income to personal in
come?

3. W hy is disposable personal income an 
important measure?
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14.4 GNP and Changes 
in the Price Level

A major problem with G NP is that it is 
subject to distortions because o f infla
tion—a rise in the general price level.
With inflation, output may appear to grow 
from one year to the next without actually 
doing so.

To see how this happens, compare the 
GNP table on page 351 with the one on 
this page. Assume that the second table 
was compiled one year after the first one 
and that the inflation rate during that 
year was 10 percent. The second column 
m each table shows that the composition 
and quantity o f output was the same both 
years. This means there was no real 
change in the amount o f goods and serv
ices produced.

The third column in each table, howev
er, is not the same. Neither is the fourth.
In these columns, everything costs 10 per
cent more in the second table than in the 
first one. This makes G NP rise by 10 per
cent, or $270 billion. These columns, then, 
show the effects o f inflation. The major 
problem is that the dollar value o f the 
final output went up without any real 
underlying changes in the quantity o f 
goods and services produced.

CONSTRUCTING A PRICE INDEX
To get around the problem o f distor

tions by inflation, economists construct a

Table 14-C

GNP FOR YEAR В
( 1)

PRODUCT
(2 )

Q U ANTITY
(3)

PRICE
(4)

DOLLAR VALUE

Goods: Automobiles

Replacement
tires

Toothpicks
*

7 million 

10 million

5 million

$11,000
$49.50

1 .It

$77 billion 

$495 million

$55,000

Services: H aircu ts
Incom e tax 

re tu rn s  
com pleted

300 m illion  
40 m illion

$8.80

$110
$2.64 billion 

$4.4 b illion

All other goods and services GNP = $2.97 TR ILLIO N
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CONSTRUCTING A PRICE INDEX
IT E M  D E S C R IP T IO N  PR IC E  PR IC E  PRICE

B A S E  Y E A R  S E C O N D  P E R IO D  T H IR D  PERIOD  
(1982) (1983) (1984)

1. Toothpaste $1.40 $1.49 $1.57
(7 oz.)

2. Milk 1.29 1.29 1.39 
(1 gal)

3. Peanut butter 2.50 2.65 2.73
(2 lb. jar)

4. Light bulbs 45 .48 .55
(60 watt)

10

400 Automobile engine 40.00 42.00 44.75 
tune-up

Total Cost o f Market Basket: $179.20 $189.59 $207.87 
Index Number: 100% 105.8% 116%

Table 14-D

price index— a statistical series that can 
be used to measure changes in prices over 
time. It can be compiled for a specific 
group o f products or for a much broader 
range o f items.

It is not hard to construct a price index. 
First o f all, a base year— a year that serves 
as the basis o f comparison for all other 
years— is chosen. The particular year cho
sen can vary. The base year is used only in 
a comparative sense and generally is up
dated as time goes by.

Second, a "typ ica l”  m arket basket of 
goods is selected. These are goods repre
sentative o f the purchases which w ill be 
made over time. Although the number o f 
items in the market basket is a matter o f 
judgement, it must remain fixed once the 
selection is made. The advantage o f this

market basket concept is that it captures 
the overall trend in prices.

Lastly, the price o f each item in the 
market basket is recorded and then to
taled. The total represents the prices of the 
market basket in the base year and is 
assigned a value o f 100 percent.

The table on this page shows how a 
price index can be constructed for a repre
sentative market basket containing 400 
items. Because 1982 is used as the base 
year in the table, the prices in the base 
year column are lower than those today. 
The total o f the market basket prices— 
$179.20— is assigned a value o f 100, which 
is the index number for that year.

In order to see how prices change from 
one year to the next, the price for each of 
the 400 items must be recorded for the
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base year and then recorded again a year 
later. Since the total o f the items for the 
second year—$189.59— is 5.8 percent 
higher than the total for the first year, the 
new index number is 105.8. The prices for 
each year that follows also must be re
corded and totaled to find the new index 
number. This procedure is repeated until 
the price index is finished.

MAIOR PRICE INDICES
Price indices can be constructed for a 

number of different purposes. Some serve 
to measure the price changes o f imported 
goods, while others do the same for agri
cultural products. Still others measure 
changes in the price o f a single item. Of 
all these measures, three are especially im 
portant. They are the consumer price 
index, the producer price index, and the 
implicit GNP price deflator.

CONSUMER PRICE INDEX. The con
sumer price index (C P I) reports on price 
changes for about 400 frequently used con
sumer items. For a long period o f time, it 
used a base year o f 1958. This was 
changed to a base o f 1967, however, when 
the index numbers became too large. The 
400 goods and services it uses are taken 
from 85 areas around the country. Some of 
the items are suneyed in all the areas, 
while others are sampled in only a few'.

The consumer price index is compiled 
monthly by the Bureau of Labor Statistics 
and is published for the economy as a 
whole. There also are separate indices for 
28 selected areas around the country.

PRODUCER PRICE INDEX. The pro
ducer price index, formerly called the 
wholesale price index, measures price 
changes of commodities at all stages o f 
production. It uses a sample o f 3400 com
modities and has a base year o f 1967.

The producer price index also is report
ed monthly by the Bureau o f Labor Statis
tics. Although it is compiled for all com 
modities, it also is broken down into sub
categories that include farm products, 
fuels, chemicals, rubber, pulp and paper, 
and processed foods.

IM PLIC IT G NP PRICE DEFLATOR. The 
implicit G N P  price deflator measures price 
changes in GNP. It has a base year o f 1982 
and can be used to remove the effects o f 
inflation from GNP.

Since G NP is a measure o f the final out- ’ 
put o f goods and services and covers thou
sands of items instead o f hundreds, many 
economists believe it is a*better long-run 
indicator o f the price changes that face 
consumers. Since the deflator is compiled 
quarterly, however, it is not as useful for 
measuring changes in inflation from 
month-to-month.

REAL VERSUS CURRENT GNP
When G NP is not adjusted for inflation, 

it is called current G N P , nominal G N P , or 
simply GNP. When the distortions o f infla
tion have been removed it is called real 
G N P  or G N P  in constant dollars.

To convert current G NP to real GNP, the 
current G NP first is divided by the im plic
it G NP price deflator. This figure is then 
multiplied by 100 because the index num
ber is really a percent.

For example, current G NP in 1985 dol
lars can be converted to real G NP in 1982 
dollars by using the equation:

1985 G NP (ш 0 ) =  rea, G Np Jn 
implicit price constam do,]ars

deflator

According to the Bureau o f Labor Statis
tics, the im plicit price deflator for 1985 
was 111.7 and the G NP was $3992.5
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REAL VERSUS CURRENT GNP 
IN THE UNITED STATES, 1939-1986

4500

4000

3500

£ 3000

Q 2500U—i
о
</>u
0 2000

Ш

1500

1000

500

0
1940 1950 1960 1970 1980 1990

Years

Current GXP is not adjusted for inflation. Real GXP measures the 
nation’s output with the effects of inflation removed. Currently,
a base year of 1982 is used.

Source: Economic Report o f  the President, 1986

*

Figure 14-2

billion. Using these numbers, the equation 
would read as follows:

$3992.5 billion (100) =  $3574.3 billion
111.7

The real G XP for 1985, then, is $3574.3 
billion in terms o f 1982 dollars.

Once G X P has been converted to real 
terms, a comparison can be made with the 
earlier figure. The G NP in 1982 was 
$3166.0 billion. In 1985, it was $3574.3 
billion when measured in 1982 dollars. 
Therefore, the change in G NP was due to 
real, rather than inflationary, factors.
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The advantage o f real G NP is that it 
allows comparisons over time. The two 
measures of GNP in the graph on page 366 
show how inflation has distorted the 
growth of real goods and services over the 
long run. Today the impact o f inflation 
cannot be ignored. For this and other rea
sons, almost all modern statistics are re
ported in both current and real terms. To 
have an understanding o f one w ithout the

other would be to understand only part o f 
the picture.

Section Review
1. What is a major problem with GNP?

2. What are three major price indices used 
today?

3. What is the advantage o f real G NP ver
sus current GNP?

tapter 14 Review

Summary

1. Economists use national income ac
counting to measure aggregate supply 
and to trace long-run trends in the 
economy.

2. Gross National Product (G NP) is one of 
the most important statistics o f the 
economy’s performance.

3. Shortcomings o f GNP include accuracy 
of measurement, lack o f information 
about the composition o f output, and 
exclusion of non-market transactions 
and unreported activities.

4. Macroeconomics is the branch o f eco
nomics that deals w ith the K,,h; ;or o f 
large groups or aggregates.

5. The U.S. macro economy is made up 
of four sectors— consumer, investment, 
government, and foreign. Together they 
represent the aggregate demand in the 
economy.

6 . The basic unit o f the consumer sector 
is the household, which is made up o f 
all persons occupying a house, apart
ment, or room that constitutes sepa
rate living quarters.

7. Economists use a macroeconomic 
model called an output-expenditure 
model to describe the nation’s output. 
The algebraic equation for the model 
is GNP: =  C +  I  +  G + F .

8 . Besides GNP, the four other measures 
o f the nation’s total income are net 
national product, national income, per
sonal income, and disposable personal 
income.

9. Disposable personal income is im por
tant because it reflects the amount o f 
money the consumer sector is actually 
able to spend.
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10. To remove the distortions o f GNP 
caused by inflation, economists use 
price indices such as the consumer 
price index, producer price index, and 
the im plicit GNP price deflator.

11. Real GNP— G NP after the distortions 
o f inflation have been removed—has 
the advantage o f allow ing comparisons 
over time. Today, most modern statistics 
are reported in current and real terms.

Building an Economic Vocabulary
aggregate supply 
national income accounting 
intermediate products 
secondhand sales 
non-market transactions 
underground economy 
microeconomics 
macroeconomics 
aggregate demand 
household
unrelated individuals 
family
output-expenditure model 
personal consumption 

expenditures

gross private domestic 
investment 

net exports o f goods and 
services 

net national product (N N P ) 
capital consumption 

allowances 
national income (N1) 
indirect business taxes 
personal income (PI) 
retained earnings 
undistributed corporate 

profits 
disposable personal 

income (D I)

price index 
market basket 
consumer price 

index 
producer price 

index 
wholesale price 

index 
im plicit GNP price 

deflator 
current GNP 
nominal GNP 
real GNP 
G NP in constant 

dollars

Reviewing the Main Ideas
1. Why do economists use national in

come accounting?

2. How does the activity o f the under
ground economy affect G NP in the 
United States?

3. Why is bigger G NP seen as better?

4. Why is GNP considered a macroecono
mic concept?

5. How does a household differ from a 
family?

6 . What is the investment sector’s role?

7. On what does the consumer sector 
spend its income?

8 . What is the only major item o f govern
ment expenditure not included in 
GNP?

9. What is the algebraic expression for 
the output-expenditure model?

10. Why is depreciation treated as a 
source o f income to the investment 
sector?

11. What is the advantage o f the market- 
basket concept?
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Practicing Critical Thinking Skills
. *  .- *  ■— о., t ■ ■ i

1. Some people criticize G NP as a mea
sure of economic well-being because it 
reflects output rather than individual 
welfare. Do you think this is a fair 
criticism? Why or why not?

2. Some economists believe that dispos
able personal income is almost as im 
portant a measure o f economic perfor
mance as GNP. What do you think? 
G ive reasons for your answer.

Applying Economic Understandings
Interpreting a Line Graph

Statistical information is displayed in 
many ways, a line graph being one o f the 
most common. It often shows how a quan
tity changes over time. The follow ing 
guidelines show how to develop the skill o f 
interpreting a line graph.
1. Read the title o f the graph.

2. Read the labels along the horizontal 
and vertical axes.

3. Determine what the lin^(s) or curve(s) 
symbolize.

4. Compare the line(s) in the graph to the 
horizontal and vertical axes.

5. Once all parts have been analyzed, de
termine the point being made.

6. Using the guidelines above, interpret F ig
ure 14-2 on page 366.

REAL VS. CURRENT PRICE OF CORN FLAKES, 1905-85
$240
2.20

5 2.00
•° 1.80
S 1.60

1.40
-  1.20
£ 100
5 .80 
и

.20

.00

real price in 1982 dollars 
current price

1905
“ I----
1915

— I—  
1925

— I—  
1935

— I—  
1945

I----
1955

I
1965

I
1975

-----1
1985
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Economic Growth and Stability
A recession is when your neighbor is out o f  work. A depression is when you're 

out o f  work. Harry S Truman

ирг ]
! f i  5 ШS i 0

№

W a \

H l i n j

Ш
1Т5Л

»s ; I/,

h

у г  1 1 Т "П П |
I T I

—Ш

jm



Chapter 15

After reading this chapter, you w ill be able to:

, I •  Explain why economic growth is important and the factors that
make it possible.

•  Illustrate economic growth using real G NP and real G NP per capita.

•  Describe the phases, causes, effects, and methods o f predicting the 
business cycle. л

•  Discuss the economic and social costs o f economic instability.

15.1 Economic Growth
Economic growth, which is important to 

everyone’s well-being, is one o f the seven 
major goals of the United States economy. 
When the economy of one country grows, 
it helps other people and other countries 
as well.

IMPORTANCE OF GROWTH
Economic growth benefits a country's 

economy and political system. It raises the

standard o f living, helps government carry 
out its work, helps solve domestic prob
lems, helps the economies o f developing 
countries, and helps prevent the spread of 
communism.

STANDARD OF L IV ING . Economic 
growth brings about a higher standard o f 
living— the quality o f life based on the 
possession o f necessities and luxuries that 
make life easier. A major feature o f a free 
enterprise economy is its ability to in
crease real per capita output enough over
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Developing nations build industry with income 
from the sale o f their goods abroad. How do 
more goods help consumers in other countries?

time to allow  people to raise their stan
dard o f living. In the end, it also allows 
people to have more free time because 
they w ill not need to work as many days 
as before to earn the same income. W ith 
more free time, they can enjoy more hob
bies and recreational, fam ily, and cultural 
activities.

GO VERNM ENT SPENDING. Economic 
growth allows government at all levels to 
carry out its tasks more easily. For exam
ple, at present, the burden o f national 
defense is heavy. This means there is less 
money available for social welfare and 
other domestic items. Economic grow th, 
however, enlarges the tax base— the in
comes and properties that may be taxed. 
This gives the government greater tax rev
enues, which, in turn, lightens the burden 
o f public sector spending. It also may 
make it possible for the government to

carry out other projects for which there 
was no money before.

DOMESTIC PROBLEMS. Economic 
growth helps solve domestic problems.
Like most other countries o f the world, the 
United States is faced w ith a certain num
ber o f social problems. Poverty, lack of 
education, inadequate medical care, in
equality o f opportunity, and economic in
security all are problems w ith which the 
economy must deal. Most o f these stem 
from economic need. A greater output of 
goods and services means more jobs and 
more income for more people. This, will 
help cut down the economic need that is 
the root o f many problems.

DEVELOPING NATIO NS. Economic 
growth makes it possible to help develop
ing nations, which, in turn, benefits the 
United States. Growth causes firms in the 
United States to increase their demand for 
raw materials and other products. When 
these are bought from developing nations, 
more jobs open up and income goes up in 
those countries.

This allows people o f developing nations 
to buy goods and services from the United 
States thus generating jobs in return. It 
also allows the people o f developing na
tions to build their own industry and 
produce additional services and goods for 
sale on the w orld market. This gives con
sumers in other countries, including the 
United States, the opportunity to choose 
from a greater variety o f competitively 
priced goods and services.

In addition, when people and businesses 
in the United States and elsewhere pur
chase products made abroad, factors of 
production are released for use in other 
industries. In this way, the resources of 
many nations are used in the best ways 
possible, which, in the long run, stimulates 
world economic growth.
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Case Study: Career
Systems Analyst

A systems analyst works in the 
field o f data-processing. He or she 
is responsible for designing com
puter-based information systems, 
providing specifications for the 
equipment used in the systems, 
and training the people who work 
with the systems. To accomplish 
this, the analyst has to perform 
certain tasks. These include con
ducting a study to show the costs 
and benefits o f computerization; 
designing the system and finding 
equipment to make it work; and convincing company executives that 
the system is the right one for them. Then the analyst must code and 
implement the system, train the staff, and install the hardware.

Most systems analysts work for banks, businesses, or corpora
tions. Those who work for a bank may be responsible for a system 
that handles customer deposits, withdrawals, loan requests, or the 
bank’s investments and liabilities. Those who work for a business or 
corporation may be responsible for a system that keeps track o f all 
costs so they can be assigned to the production o f individual 
products or product lines.

Systems analysts must know a certain amount o f mathematics 
and be thorough, logical, and precise. They also must be good 
salespersons, have good communications skills, and have a great 
deal o f tact. Because they often have access to highly confidential 
information, they are expected to be trustworthy and reliable.

Because o f the level o f skills involved, most analysts being hired 
today have at least a college degree. Business organizations general
ly prefer to hire analysts w ith a background in accounting, business 
management, or economics. Scientifically oriented organizations pre
fer to hire analysts w ith a background in the physical sciences, 
mathematics, or engineering. Most employers in general prefer peo
ple fam iliar w ith programming languages. On-the-job experience and 
training in business information systems and computer sciences also 
may be required. At present, the demand for systems analysts is 
high. In fact, colleges and universities are hard-pressed to graduate 
enough people to meet the need.
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CHALLENGE OF COM M UNISM . Eco
nomic growth helps the Free world meet 
the challenge o f communism. In the world 
today, there are a number o f emerging 
nations that have not yet formed their 
political and economic ideologies. A l
though many have a fair amount o f natu
ral resources, they do not have the capital, 
technology, or skilled workers they need. 
But w ith outside help, they can develop 
their resources and raise the standard of 
living o f their people.

The countries o f the Free world and the 
Communist world both are trying to influ
ence the economic development o f the 
emerging countries. Whenever capitalism 
as an economic system can prove it works 
better than communism, the countries o f 
the Free world gain the respect o f the 
emerging nations.

ESSENTIAL ELEMENTS
Economic growth depends on the ability 

o f the economy to produce output. A num
ber o f factors are involved. Most im por
tant, however, is the quantity and the 
quality o f the three factors o f production—  
land, labor, and capital. Their availability, 
and the way in which they are organized, 
w ill determine how the economy grows.

LAND. The United States has an abun
dance o f most natural resources needed for 
growth. Unlike such island nations as 
Great Britain and Japan, it does not de
pend heavily on international trade for its 
productive inputs. Although a number o f 
minerals, including chromium, cobalt, 
crude oil, and diamonds, must be im port
ed, the United States is a reasonably self- 
sufficient nation.

Even so, natural resources must be 
treated w ith care. Many o f the ones most 
Americans take for granted, such as clean

air and water, forests, and fertile land, are 
being used up at an alarm ing rate. Only 
some of the country’s resources are renew
able resources— resources that can be 
brought into being again for future use. 
Some forests, for example, can be reseeded 
for use in the near future. California red
wood trees, however, take hundreds of 
years to grow to the size most Americans 
know today. Because the United States has 
an abundance o f nature's gifts at present, 
it does not mean that w ill always be the 
case.

LABOR. In order for any country to 
grow, it must have a large and skilled 
labor force. Since the size o f this force is 
related to total population, the number of 
people available for productive activities 
w ill grow as the population grows.

In the United States, the population has 
been growing, but at a decreasing rate. 
Between 1800 an 1900, population grew 
about 2.7 percent annually. This fell to 1.4 
percent between 1900 and W orld War II, 
where it remained until 1980. From 1980 
to 1986, the rate o f gnnvth fell to less than 
one percent annually.

Whether or not this trend becomes a 
problem remains to be seen. I f  the growth 
o f population continues to decline, it will 
eventually affect the growth o f the labor 
force. However, a labor shortage could be 
made up by workers from other countries. 
Or new additions to the labor force, such 
as women and others who traditionally 
have stayed at home, could offset a labor 
shortage.

When it comes to quality, the American 
labor force is thought to be more skilled 
today than it was in the past. This is often 
measured by the number o f school years 
completed by workers, which has in
creased since 1940. It is estimated that by 
1990, the median number o f school years 
completed w ill be more than 13. This 
means that half o f the labor force w ill
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The quality o f  the 
American iabor force 
today is higher than 
ever before. This is 
due, in part, to the ad 
ditional schooling re
ceived by workers.
What other factors be
tides education a ffect 
the quality o f  the 
labor force?

have a high school education plus one 
complete year o f college or its equivalent.

A number of other factors, such as desire 
and motivation, also are important to the 
quality of the labor force. At present, how
ever, economists do not have reliable mea
sures for these. Even so, the quality o f the 
American work force is considered reason
ably high, especially when compared with 
other countries.

CAPITAL. Economists also are concerned 
with the quantity and quality o f the capi
tal stock. In 1986, the capital stock o f the 
business sector amounted to more than $6 
trillion. In real terms, the country’s capital 
stock has been grow ing at a rate o f about 
$100 billion a year.

Sometimes, the capital stock is divided 
bv the number o f workers in the labor

force to determine the capital-to-Iabor 
ratio. This measure shows the average 
amount o f capital used by each worker in 
his or her productive efforts. Today the 
average person in the labor force has more 
than $60,000 o f capital goods at his or her 
disposal.

Since capital goods are the result o f 
production, it is possible to some extent to 
influence their creation. The key to this is 
saving. People must consume less and free 
the factors o f production so that new capi
tal can be produced. The money people 
save can go into depository institutions, 
which they lend to producers.

Reducing consumption and saving more, 
however, is not always possible. In some 
countries, people are so poor and their 
incomes so low  that they must spend 
everything they earn just to exist. In these
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countries, there is very little saving and, 
therefore, investment in capital goods. And 
without capital goods, overall output re
mains low. People are caught in a vicious 
circle. They are too poor to save, and their 
incomes can rise only if they invest in 
capital goods.

PRODUCTIVITY AND GROWTH
Productivity refers to the efficient use o f 

productive inputs to create goods and 
services. Because the concept o f productiv
ity deals w ith production, it is important 
to economic growth.

Although all three factors o f production 
are used in the process, measurement is in

terms of labor inputs. The result is labor 
productivity— the rate o f growth of output 
per unit o f labor input.

Since the end o f W orld W ar II, produc
tivity has grown at an average annual rate 
o f 2.26 percent. This growth, however, has 
been uneven. Between 1947 and 1973, the 
rate was fairly constant at 2.94 percent. 

From 1973 to 1986, the rate dropped to an 
annual average o f .78 percent. This change 
in productivity is shown in the figure on 
page 376.

A falling productivity rate threatens 
both economic growth and the general 
standard o f living. As a result, a country 
can lose its com petitive edge. In 1981, for 
example, Japan replaced the United States

Figure 15-1

INDEX OF BUSINESS SECTOR PRODUCTIVITY, 
1947-1986 with (1977 = 100)

2.94% Growth .78% Growth

I 1 I I I I I I .  1 1 1 I 1 1 I I -L-L -I—U L
1947 1950 1955 1960 1965

Years

1970 1975 1980 1985

From 1947 to 1973, output per hour for all persons in manufacturing rose at an annual 
average of 2.94%. This rate dropped considerably during the 1973-1986 period.

Source: Economic Report o f the President. 1986
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Today, the United 
States imports a great 
many foreign cars.
This has had an ad
verse effect on the 
American auto indus
try. What country is 
the leading car manu
facturer?

H3U71 

i i r  '

as the world’s leading manufacturer o f
automobiles.

Japan is not the only country gaining on 
the United States. Some o f the best stereo 
equipment comes from Norway. Lego, one 
of most popular toys in the world, comes 
from Denmark. Bic pens, which dominated 
the American market for ball-point pens at 
one time, are made in France.

The list does not stop w ith consumer 
products. Most o f the high-grade plywood 
used in making fine furniture is imported. 
It is actually cheaper for firms in the 
United States to export logs to Japan to be 
turned into plywood and sent back to the 
United States than to have it done at 
home. Imported steel costs up to one-third 
less than steel produced in tbe United 
States. More than three-fourths o f the nuts 
and bolts used in the United States each 
year are imported from abroad.

EFFECTS. When productivity falters, the 
entire economy suffers. When declining 
labor productivity in the United States is 
combined with a rise in the price level, 
the prices o f goods and services become 
high relative to those charged by other 
countries. This leads people and firms to 
buy foreign-made products instead o f 
American-made ones. I f  goods are not pro
duced at their lowest possible cost, then, 
sales w ill be lost to others.

As other countries catch up to and sur
pass the United States, jobs are lost and 
workers are laid off. Only some o f these 
workers w ill be able to find jobs in other 
industries. Skilled workers often find they 
must take jobs in other industries that do 
not require all the skills they used in their 
previous jobs. I f  they have to retrain or 
learn new skills, the economy w ill suffer 
again from a productivity decline.
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CAUSES. The dynamics o f productivity 
are not completely understood even today. 
Economists know how it should be mea
sured and understand some o f the essen
tials needed for growth. What remains un
clear, however, is what is needed to make 
the system work.

Some people feel that productivity is 
down because workers are too lax in their 
work habits and do not really care enough 
about the concerns o f their employer. 
Others say that employers are indifferent 
and do not care enough about the con
cerns o f their workers. Still others charge 
that the tax structure discourages the rein
vestment o f retained earnings in new capi
tal and equipment.

There is some truth in each of the views. 
The fact remains, however, that the United 
States has not been able to reverse the 
declining trend o f productivity growth. For 
this reason, productivity is one of the 
major problems facing the American econ
om y today.

Section Review
1. For what five reasons is economic 

growth important?
2. What is the most important factor in 

determining the econom y’s ability to 
produce output?

3. Why is productivity grow th one of the 
major problems facing the American 
economy today?

15.2 Economic Growth in the United States
Growth is important, but just how' fast 

does the United States economy grow? To 
answer this question, people first need to 
know how growth is measured.

MEASURING GROWTH
People usually think o f economic grow th 

as the change in real G NP from one year 
to the next. On this basis, the United 
States economy grew at an annual rate o f 
about 3.6 percent between 1940 and 1980. 
Between 1980 and 1986, however, the rate 
was closer to 1.9 percent.

The use o f real GNP, however, does not 
tell the whole story o f grow th. Because 
population also grows, real G N P per capi
ta— the dollar amount o f real G NP pro

duced for every person in the economy—is 
a better measure. In fact, most economists 
feel that it is the single most important 
measure o f long-term growth.

Real G NP per capita is obtained bv di
vid ing the real G NP by the population in 
that particular year. So if the population 
grows faster than real GNP, the average 
amount o f output produced for each per
son in the economy falls. Or if the popula
tion grows slower than real GNP, there 
w ill be more goods and services available 
for everyone.

HISTORICAL RECORD
The graph on page 379 shows the rela

tionship between real G NP and real GNP
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Figure 15-2

REAL GNP AND REAL GNP PER CAPITA, 1940-1986*
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Because population tends to grow over 
time, real GNP on a per capita basis 
does not grow as fast as real GNP.

Real GNP in Billions o f 1982 Dollars 
Real GNP Per Capita in 1982 Dollars

Source: Economic Report o f  the President, 1986
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REAL PER CAPITA ECONOMIC GROWTH, 
1929-1985 (in percent)

ияИ
>*
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w

1929
1933 -9.2%
1939 - 0 .6%
1940 0 .0%
1945 3.2% 10.6%
1950 1.5% 3.1% -4.0%
1955 1.7% 2.9% -0.7% 2.6%
1960 1.5% 2.3% -0.3% 1.5% 0.5%
1965 1.7% 2.5% 0.5% 2 .1% 1.8% 3.1%
1970 1.7% 2.4% 0 .8% 2.0% 1.8% 2.5% 1 9% *0
1975 1.7% 2 .2% 0 .8% 1.8% 1.6% 2 .0% 1.5% 1.2%
1980 1.7% 2 .2% 1.1% 1.9% 1.8% 2 .1% 1.8% 1.7% 2.3%
1985 1.7% 2 .1% 1.1% 1.8% 1.7% 2 .0% 1.7% 1.6% 1.8% 1.3%

1929 1940 1945 1950 1955 1960 1965 1970 1975 1980

Beginning Year

To find the annual rate of real per capita growth between any two dates, find the 
beginning year on the horizontal axis and read up to the ending year on the vertical axis.

Figure 15-3

per capita. In the graph, both series have 
been constructed so as to compare the 
different amounts for each. In 1986, for 
example, real G NP in terms o f constant 
dollars was about $3.7 trillion. Since the 
population in that year was 241,489 m il
lion, the amount o f total output for every 
man, woman, and child in the country was 
approxim ately $15,000.

Rates o f growth can also be represented 
in a growth triangle— a table that shows 
rates o f growth for various periods o f 
time— such as the one on page 380. The 
illustration shows, for example, that real 
per capita economic growth between 1929 
and 1939 was - . 6  percent. From 1940 to 
1970, the rate o f growth was 2.4 percent

annually. From 1970 to 1980, it fell to 1.7 
percent. From 1980 until 1985, however, 
the economy fell to 1.3 percent, one of the 
lowest since the Great Depression.

Because o f this record, economists and 
many others are concerned about the cur
rent trend in the growth rate. I f  it contin
ues, Congress may try to pass additional 
legislation to get the economy moving 
again.

Section Review
1. How  do economists measure long-term 

economic growth?

2. What can be represented by a growth 
triangle?

380 THE OVERALL ECONOMY



15.3 Business Cycles
Some economists talk about the econ

omy in terms of business cycles— regular 
and systematic fluctuations in the level o f 
total output as measured in terms o f real 
GNP. Others, however, do not care for the 
term business cycles and would rather talk 
just in terms of fluctuations. Bv fluctua
tions, they mean that real GNP w ill go up 
and then down from time to time, but it 
does not do this in a regular and predict
able manner.

No matter which term is used, however, 
the fact remains that the American econ
omy has a long history o f economic insta
bility, consisting o f periodic ups and 
downs in the economy.

PHASES
As can be seen in the graph below, 

several terms are used to describe the 
state o f the economy as it passes through 
the various phases o f the business cycle. 
One o f these terms is recession, which is a 
period o f decline in the economy.

Officially, a recession is said to occur 
when real G NP declines for two quarters, 
or six months, in a row. It begins when 
the economy reaches a peak— the point 
where real G NP stops going up. It ends 
when it reaches a trough— the turnaround 
point where real G NP begins to rise again. 
On a graph, a recession appears shaded.

Figure 15-4

PHASES OF THE BUSINESS CYCLE

RECES- EXPANSION
SION

The trend line above slopes upward to indicate that the 
economy grows over time. The two phases o f the business cycle 
are the recession and the expansion.
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I f a recession becomes very severe, it 
may turn into a depression— a state o f the 
economy with a great many people out o f 
work, acute shortages, and excess capacity 
in manufacturing plants. There is no clear- 
cut guide as to when a recession becomes 
bad enough to be called a depression.

As soon as the decline in real G NP bot
toms out, expansion— a period o f recovery 
from a recession— begins. It continues 
until a new peak is reached.

If the economy is not disturbed by alter
nating periods o f recession and expansion, 
it follows a growth path called a trend 
line. By the time the economy returns to 
its trend line after a period o f recession or 
expansion, it has reached the point where 
it would have been without having to go 
through the recession and recovery. If the 
economy is grow ing relatively fast by the 
time it regains the trend line, it may keep 
growing for a while and cause real GNP to

Figure 15-5

BUSINESS ACTIVITY IN THE UNITED STATES
50

40

30

20

10
с
a 0
cu

- 1 0

- 2 0

-30

-40

-50 1 _1 1 1 L.. J 1 J I 1 1 I I  I I I I  1
1900 1905 1910 1915 1920 1925 1930 1935 1940

Years
— Trend Line □  Periods of recession

Periods of expansion [ | Changes in real GNP*

Source: Based on data from the Ameritrust Company. Cleveland, Ohio

382 THE OVERALL ECONOMY



irregular in the United States. Tw o peri
ods, however, stand out. One is the Great 
Depression o f the 1930’s. Another is the 
history o f the business cycle since W orld 
W ar II.

TH E GREAT DEPRESSION. The worst 
economic decline in the history o f the 
United States— the Great Depression— took 
place in the 1930’s. It started w ith the 
stock market crash on October 29, 1929, or
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'Later figures based on GNP. Early The economy can have a recession when real GNP 
figures based on other series. is above or below the trend line.
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reach new levels. Real G NP may even 
decline from time to time during the ex
pansion. If, however, it declines two quar
ters in a row, the economy is back in a 
recession.

CYCLES IN THE UNITED STATES
The graph below shows clearly that the 

growth of real GNP over time has been



"B lack Tuesday.” It then took nearly ten 
years for the economy to fully recover.

Between 1929 and 1933, G NP fell from 
$103.5 to $55.6 billion— a decline o f nearly 
50 percent in a four-year period. At the 
same time, the number o f people out o f 
work rose nearly 700 percent— from 1.6 to 
12.8 m illion. During the depths o f the 
depression, one out o f every four persons 
did not have a job. Even those w ith jobs 
were not much better off. The average 
manufacturing wage, which had reached 
550 an hour by 1929, plunged to 50 an 
hour in many areas.

Bank deposits were not yet insured by 
the FDIC, so when banks went under, 
some families lost their entire life savings. 
To prevent panic withdrawals, a "bank 
holiday”  was declared in March 1933 to 
close every bank in the country for several 
days. Some banks never reopened.

The money supply fell by one third. 
Currency also was in such short supply 
that towns, counties, Chambers o f Com
merce, and other civic bodies resorted to 
printing their own money, known as de
pression scrip. It amounted to several 
billion dollars and was used to pay teach
ers, firefighters, policemen and other mu
nicipal employees.

The exact cause o f the Great Depression 
is hard to pinpoint, but several factors are 
believed to have been important. One was 
the inequality that appeared to exist in the 
way income was distributed. There were a 
great number o f very poor people and a 
great number o f very rich ones. The poor 
could not stimulate the economy w ith con
sumer spending because they did not have 
the income. The rich had the income, but 
they often used it for such non-productive 
purposes as stock market speculation.

The amount o f credit also was believed 
to have been a factor. In the late 1920’s, 
many people borrowed heavily and, as a 
result, were vulnerable to credit contrac

tions, higher interest rates, and minor eco
nomic fluctuations. When the crunch 
came, these people had nothing on which 
to fall back.

Economic conditions in other parts of 
the world also played a part. During the 
1920’s, the United States made a great 
many foreign loans. These helped support 
a high level o f international trade. But 
when the depression began in the United 
States, these loans were reduced greatly 
and exports o f American products fell 
sharply.

At the same time, high American tariffs 
on imports kept many countries from sell
ing goods to the United States. Some de
pended heavily on these sales, and before 
long, they too were faced w ith economic 
crises. As the depression spread from coun
try to country, w orld trade declined and 
American exports dropped even further. 
This made conditions even worse. 

BUSINESS CYCLES SINCE W ORLD WAR
II. By 1941, the Great Depression was 
over and the economy had returned to its 
long-run growth trend line. At the same 
time, the shock o f W orld W ar II brought 
on massive spending that stimulated the 
economy through most o f the early 1940’s.

In 1945, there was a brief recession in 
the United States. But after the war was 
over, consumers went on a spending binge 
and again stimulated the economy. Since 
then, the economy has experienced several 
more recessions. However, each was rather 
short compared to the length o f the recov
ery that followed.

A striking feature o f these recessions is 
that w ith one exception, they took place 
on a fairly regular basis. The exception 
was the mid-1960’s during the Vietnam 
War. During that time, there was no re
cession, probably because o f the massive 
federal spending. As a result, the expan
sion that followed the April 1960 recession 
lasted 106 months.
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Understanding Sources

Index of Leading Indicators
The following report appeared in The Wall Street Journal o f Decem
ber 3, 1986. Read the paragraph and answer the questions that 
follow.

Economic Index Rose 0.6% in October
The government's 

main economic 
forecasting gauge 
increased a sharp 
0.6% in October, but 
several analysts 
suggested the rise 
may overstate the 
economy’s strength.

The gain in the 
Commerce 
Department's index 
of leading economic 
indicators, the largest 
since a 1% jump in

July, partly reflects a 
surge in prices for 
sensitive materials.

The October rise 
followed a revised 
0.2% increase in 
September and a 
revised 0 .2% drop in 
August. The 
department 
previously reported a 
0.4% rise in 
September and a 
0.1% decline in 
August.

LEADING INDICATORS

185%

175%

165%

155%

145%

(In Percent, 1967 = 100)

______

11111111111 11111111111
1984 1985 1986

Composite o f key indicators o f future 
economic activity rose in October to 
180.5% of the 1967 average from a revised 
179.5% in September, the Commerce 
Department reports.

1. What happened to the index during the month o f October?
2. Are the index numbers subject to frequent revision, or is the 

current number likely to be final?
3. I f the leading indicators are index numbers, what is the base 

year?
4. What happened to the index during the past three months? 

Why is this question important?
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I f the war years are excluded, calcula
tions show that the average recession last
ed 10.3 months and real G NP declined at 
an average rate o f about 2.3 percent. The 
average expansion, on the other hand, last
ed 34 months, and the average annual real 
growth was close to 5 percent.

CAUSES OF BUSINESS CYCLES
Over the years, economists have offered 

a number o f different reasons why busi
ness cycles occur. Each has some validity, 
but none can really be identified as the 
only cause. In most cases, several o f the 
factors discussed below work together to 
cause a cycle.

CHANGES IN  CAPITAL EXPEND I
TURES. One factor that can possibly 
cause the business cycle is changes in cap
ital goods expenditures. When busi
nesses expect their future sales to be high, 
they invest heavily in capital goods. They 
may expand the capacity o f the plants 
they have or build new ones, and they 
may buy new equipment and machines. 
W ith expansion, there is an increase in 
private investment expenditures.

But, after a time, there may no longer 
be a need to expand further. As a result, 
industry cuts back on its capital invest
ments, and before long, a recession begins.

IN VE N TO R Y ADJUSTMENTS. Another 
possible cause o f the business cycle is in
ventory adjustments. It is not unusual for 
some businesses to cut back their inven
tories at the first sign o f a slowdown in 
the economy or build them up at the first 
sign o f an upturn. In either case, invest
ment expenditures w ill be affected.

What happened after W orld W ar II is an 
example o f this. At that time, businesses in

the United States invested heavily in in
ventories to fill the shelves that had been 
depleted during the long war. By 1948, the 
backlog o f consumer demand had been 
largely satisfied. People stopped buying, 
inventories built up on the shelves, and 
inventory spending dropped off. This 
brought on a recession in 1949 that lasted 
for about a year.

IN N O VA TIO N S  AND  IM ITATIO NS. A 
third possible cause o f the business cycle 
is innovations. In industry, an innovation 
may be a new product or a new way of 
perform ing a task. Whep a business inno
vates, it often gains an edge on its compet
itors because its costs go down or its sales 
go up. In either case, profits increase, and 
business grows.

I f the other businesses in the industry' 
want to keep up, they must copy what the 
innovator has done or come up w ith some
thing even better. Generally, they must 
invest heavily to do this, which causes an 
investment boom. But once the innovation 
takes hold in the industry, the situation 
changes. Further investments are not need
ed, and economic activity may slow down. 
Meanwhile, the fluctuation o f investments 
has produced a business cycle.

M O NETARY FACTORS. A fourth possible 
cause o f the business cycle is the credit 
and loan policies o f the commercial bank
ing system and the Federal Reserve.

When “ easy m oney” policies are in ef
fect, interest rates are low and loans are 
easy to get. This encourages the private 
sector to borrow and invest, which stimu
lates the economy for a short time. Then, 
as there is more demand for loans, interest 
rates rise. This, in turn, discourages new 
loans.

As spending slows down, the level of 
economic activity declines. Lenders begin 
to think more than once about making
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"W hat's the matter ... Haven't you 
ever seen belt tightening?"

KT FOR utotf D Ff AtURES SVNOCATt

The Reagan adminis
tration opposes the 
FED’s tight money pol
icy. What is the rela
tionship between a 
tight money policy and 
a business cycle?

new loans or renewing old ones. The econ
omy keeps declining until the demand for 
loans falls to the point where the interest 
rate drops and the cycle begins all over 
again.

EXTERNAL SHOCKS. A final potential 
cause of business cycles is external shocks 
that disrupt the economy, such as in
creases in oil prices, wars, and internation
al conflict. Some shocks may drive the 
economy up; others may drive it down.

The economy may be given a boost, for 
example, when a new supply o f natural 
resources is discovered unexpectedly. This 
happened in England in the 1970’s when 
oil was discovered in the North Sea. When
oil prices rose sharply in the 1970's, the 
British economy was able to earn a con
siderable revenue from the sale o f its oil.
In the United States, however, the oppo
site happened. The high oil prices reduced 
economic activity, and the economy be
came depressed.

In order for external shocks to cause a 
series o f cycles such as those experienced 
since W orld W ar II, the shocks must take 
place on a regular basis. Since shocks tend 
to be more random than regular, most 
economists feel that they only add to in
stability rather than cause it. Nonecono
mists looking for a reason why a certain 
recession is taking place generally are the 
ones who believe external shocks are a 
major cause o f the business cycle.

PREDICTING BUSINESS CYCLES
Because o f the huge costs o f economic 

instability, much work has been done in 
the area o f forecasting business cycles. The 
chief focus has been on predicting peaks 
and troughs to determine when a recession 
begins and where it w ill end.

Economists use two methods to make 
their forecasts. One has to do w ith mac-
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roeconomic modeling, while the other 
makes use o f statistical predictors.

ECONOMETRIC MODELS. An economet
ric model is a macroeconomic model that 
uses algebraic equations to describe how 
the economy behaves. Most models used 
today are based on some adaptation o f the 
output-expenditure model:

G NP =  C +  I  +  G  +  F

For example, the F  for the foreign sector 
may be replaced w ith an expression that 
describes the difference between exports 
and imports. I f X  stands for exports and M 
for imports, the model would be:

G NP =  C +  I  +  G  +  ( X - M )

Other equations in the model also may 
be substituted for some o f the variables. 
Suppose, for example, that every year, 
households spend a amount o f money 
along w ith 95 percent o f their disposable 
personal income. In that case, С =  a +
.95 (DI). I f this were substituted for the С 
in the output-expenditure model, the equa
tion would read:

GNP =  a +  .95 (D I) +  I  +  G  +  ( X -  M )

Econometric models can have as few as 
20 or as many as 400 equations. To get a 
prediction o f G NP for the coming quarter, 
the forecasters put in the latest figures for 
the money supply, the interest rate, the 
dollar value o f exports and imports, and 
anything else that is needed. Then, they 
solve for GNP. Since most econometric 
models are programmed to be solved by a 
computer, little time is needed to arrive at 
the solution. It takes far less time to solve 
the equation than to enter the latest data.

As time goes by, the model can be "test
ed” by checking its predictions against the 
actual changes in the economy. Once the 
model is refined and the forecasts become

reasonably accurate, it can be used to help 
predict turning points.

Some models give reasonably good pre
dictions for the coming six-to-nine months. 
After that, their accuracy goes down a 
great deal. Their value lies in the fact that 
they provide some lead time that would 
not be available otherwise.

IN D E X  OF LEADING INDICATORS. A 
second method used to predict turning 
points is by watching for turns in the 
index o f leading indicators. It is a compos
ite o f twelve statistical series that usually 
turn down before downturns in real GNP 
and turn up before upturns.

Some statistical indicators, such as the 
length of the average workweek, lend 
themselves to predicting declines or rises 
in real GNP. Still, no single series has 
proved to be completely reliable. However, 
when several series are combined into an 
overall index that closely patterns the be
havior o f real GNP, the index becomes a 
much more useful tool.

The behavior o f this composite index 
can be seen in the graph on page 389 
where the darker areas represent reces
sions and lighter areas expansions. The 
average time between the index turning 
down and the recession beginning is about
12 months. The average time between the 
index turning up and the expansion begin
ning is about three months.

Each time the index has turned down 
three months in a row, however, there has 
been a recession. The major problem is 
that the amount o f advance warning varies 
from one recession or expansion to the 
next. As a result, the index by itself is not 
a competely reliable indicator. Therefore, 
the information it supplies is used along 
w ith the results o f different econometric 
models. Together, they generally let the 
forecaster predict how real GNP w ill be
have in the next six-to-nine months.
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Figure 15-6

Section Review
1. What are business cycles?
2. What two terms describe the state o f 

the economy as it passes through the 
phases of a business cycle? How is each 
term defined?

3. What three factors contributed to the 
Great Depression?

4. What five factors are identified as possi
ble causes o f the business cycle?

5. What two tools are used to forecast 
business cycles?
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15.4 The Economic and 
Social Cost of Instability

Whenever the economy is faced with 
cycles or fluctuations, the cost in terms of 
uncertainty and unemployed resources is 
high. I f GNP declines even a fraction o f a 
percentage point, the amount o f lost pro
duction and income can be enormous.

If, for example, an economy o f $4.2 tril
lion declines .25 percent in one year, it 
would lose $10.5 billion o f production. 
This is more than the government o f the 
United States spent on general science, 
space, and technology during the entire

1987 fiscal budget year. It would be equal 
to 500,000 workers losing jobs that paid 
$20,000 for an entire year. Even though in 
practice the effects o f a decline in GNP 
generally are spread out over a large area 
rather than being concentrated in just one 
spot, they are no less severe.

I f real G NP declines, people have less 
income to spend, so they put o ff buying 
some things. This causes inventories to 
accumulate on store sheRes. This, in turn, 
causes stores to order fewer goods from 
the factories. W ith orders o ff at the fac
tories, some workers lose their jobs, which 
adds to the problem  o f declining retail 
sales and unsold goods on merchants’ 
shelves. In the end, it can become a vi
cious circle in which many people are 
hurt.

When the economy starts to recover, the 
process reverses itself. Orders come into 
the factories, and workers are hired. These 
workers return to the stores and buy some 
o f the things they put o ff getting while 
they were out o f work. This causes more 
orders to be sent to the factories, which, in 
turn, causes more workers to be hired.

It takes time, however, for this process 
to work itself out. In the meantime, there 
is a great deal o f uncertainty. A worker 
may not buy something because of concern 
over his or her job. This hurts the econ
omy because when purchases are not 
made, jobs are lost.

The worker is not the only one affected 
by the uncertainty. The owner o f a busi
ness producing at capacity may decide 
against an expansion o f plant and equip
ment though new orders are arriving 
daily. Instead, the producer, aware that 
the demand for products is greater than

The man in the cartoon is using his wallet as 
an indicator o f the economy. What indicator 
would an economist use?
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the supply, may try to raise prices, which 
adds to inflation instead o f employment.

A complicating problem is that some 
areas of the economy are affected more 
than others. During hard times, for exam
ple, durable goods industries are hit 

[ harder than most because the demand for 
most durable goods is elastic. I f they have 
to, people seem to be able to get a little 
more use out o f the old car, refrigerator, 
washing machine, or house no matter how 
badly they would like new ones. They are 
not as likely, however, to put o ff buying 
such products as food, gasoline, medicine, 
anti heating fuel. Since there really are no 
adequate substitutes for these items, they 

I k . to have an inelastic demand. As a 
result, workers in these industries are less 
likely to be affected by any economic 
instability.

Other parts of society also are affected 
in the end. When the economy is healthy, 
some families make a lot o f purchases, 
many of them on credit. When the econ
omy turns around, they find that some o f

their household income is lost. Some end 
up declaring bankruptcy to end their debt. 
Others break up, w ith parents and ch il
dren going different ways.

Even the politician cannot escape the 
consequences o f economic instability. 
When times are hard, there are more com 
plaints, which may cost a politician an 
election. When times are good, mediocre 
and even incompetent politicians stand a 
better chance of re-election because the 
voters do not look at their records as 
closely as they should.

In short, the social cost o f economic 
instability is huge. The problem goes far 
beyond that o f unused resource? and post
poned purchasing decisions to tear at the 
very fabric o f society itself.

Section Review
1. What happens when real G NP declines? 

When it goes back up again?
2. Which industries generally are hurt 

most by economic instability? Why?

1. Economic growth in the United States 
brings about a higher standard o f liv
ing, allows government to carry out its 
tasks more easily, helps solve domestic 
problems, makes it possible to give 
more help to developing nations, and 
helps the Free World meet the chal
lenges of communism.

2. Economic growth depends on the abili
ty o f the economy to produce output.

3. Economic growth is determined by the 
quantity and the quality o f land, labor, 
and capital.

4. Productivity generally is measured in 
terms o f labor productivity.
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5. In economics, growth means the econ
om y’s ability to increase real per capi
ta GNP from one year to the next.

6 . Real GNP per capita represents the 
dollar amount o f real G NP produced 
for every person in the economy.

7. Economists use the terms recession 
and expansion to describe the state o f 
the economy as it passes through the 
phases o f the business cycle.

8 . The worst economic decline in the his
tory o f the United States was the 
Great Depression o f the 1930’s.

10.

Business cycles can take place because 
o f changes in spending on capital 
goods expenditures; inventory adjust
ments; innovations and imitations; the 
credit and loan policies o f the com
mercial banking system; and, external 
shocks.

Econometric models and the index of 
leading indicators are two tools econo
mists use to forecast business cvcles.

11. When the economy is faced with cycles 
or fluctuations, the cost in uncertainty 
and unemployed resources is high.

Building an Economic Vocabulary
standard o f living 
tax base
renewable resources 
capital-to-labor ratio 
productivity 
labor productivity 
real G NP per capita

growth triangle
business cycles
fluctuations
recession
peak
trough

depression
expansion
trend line
depression script
econometric model
index o f leading indicators

Reviewing the Main Ideas
1. How does economic growth make it 

easier for government to carry out its 
tasks?

2. How do developing countries benefit 
when the U.S. economy grows?

3. Why is productivity one o f the major 
problems facing the American econ
omy today?

4. What is economic instability?

5. What happened in the United States 
during the Great Depression?

6 . What are business fluctuations? How 
do they differ from business cycles?

7. What is the value o f econometric 
models?

8 . What is the major problem with the 
index o f leading indicators?

9. W hy are some parts o f the economy 
affected more by economic instability?

392 THE OVERALL ECONOMY



Practicing Critical Thinking Skills

1. Some people feel that clean air and the 
preservation o f natural resources and 
wildlife are more important than rapid 
economic growth. Do you agree or 
disagree with them? Why?

2. Defend or negate the follow ing state
ment: "American workers don’t take 
pride in their work anymore. All they 
care about is how much they make per 
hour and how many benefits the com

pany w ill give them. N o  wonder pro
ductivity is down."

3. Economists devote a good deal o f time 
and effort to predicting business 
cycles. What value do you see in this?

4. Do you feel that economic stability is 
an important key to solving some o f 
the social ills that bother Americans 
today? Why or why not? Give reasons 
to support your answer.

polving Economic Understandings

Identifying Trends 
and Making Forecasts

Many articles in newspapers and maga
zines are about trends— general move
ments in a certain direction or changes 
and shifts in direction. There are many 
kinds of trends— fashion trends, political 
trends, weather trends, and business 
trends. Some trends last a short time and 
then lose their popularity; other trends 
become accepted and remain. This second 
type of trend is used to make forecasts— 
suggestions as to future developments. Ec
onomics often use certain trends to make 
forecasts for the nation’s economy.
1. Read the following discussion about 

video-cassette recorders (VCR's) and 
video-tapes carefully.
VCR's are popular in the United States. I f  
people do not wish to buy them, they may 
rent them for a relatively low fee. The in
creased number o f  video-tapes o f  old and 
new fdms, as well as television shows and 
rock videos, means that VCR's will stay 
popular for years.

2. Identify and describe the trends in the 
above paragraph. (The number o f VCR ’s

being used is increasing, and there are 
more films and shows available for use.)

3. Ask yourself what might happen in the 
future if the trends you have identified 
were to continue. (M ore V C R ’s w ill con
tinue to be manufactured for rental and 
purchase as long as there is a large 
variety o f films and shows for them.)

4. Ask yourself what developments could 
change the trends you have identified. 
(The quality o f VC R ’s and video-tapes 
could decline a great deal, discouraging 
people from buying and renting ma
chines and tapes.)

5. Based on the answers to the questions 
you asked yourself in steps 3 and 4, 
make your forecast. (Forecast: I f current 
trends continue, and the quality o f 
V C R ’s and video-tapes remains high, 
V C R ’s w ill remain popular.)

For practice in identifying trends in eco
nomics, refer to the graph on real GNP 
and real GNP per capita on page 379.
Using the steps suggested, forecast the 
trend o f real G NP per capita and real GNP.
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Unemployment and Inflation
When men are employed, they are best contented.

Benjamin Franklin



t a

Chapter 16

After reading this chapter, you w ill be able to:

»  j  •  Explain the meaning o f unemployment, how it is measured, what
causes it, and in what way it relates to the concept o f full em ploy
ment.

•  Describe the causes and effects o f inflation.

•  Discuss two tools used to measure the impact o f unemployment 
and inflation on the economy.

16.1 Unemployment
The concept o f unemployment— the state 

of being out o f work— relates directly to an 
economy’s ability to supply jobs for its 
people. Its study involves the problem o f 
measurement, the different kinds o f unem
ployment, as well as the concept o f full 
employment.

MEASURES OF 
UNEMPLOYMENT

Two measures are used to determine the 
success people have in finding em ploy
ment, or work. The first is the unemploy
ment rate. The second is the employment 
rate. Both are affected by swings in the 
business cycle.

U NE M PLO YM EN T RATE. The most pop
ular measure o f unemployment is the un
employment rate, which is determined by 
dividing the number o f unemployed per
sons by the total number o f persons in the 
civilian labor force. It is a statistic com 
piled monthly by the Bureau o f Labor 
Statistics. The Bureau tries to locate un
employed persons— people not working at 
present but who have made a specific 
effort to find a job w ithin the last four 
weeks. It gets this inform ation from 
surveys of about 55,000 households.

As can be seen in the graph on page 397, 
the unemployment rate tends to rise dra
matically during recessions and then come 
down slowly afterwards. It is very sensi
tive to downturns in real G NP and is one 
o f the economic costs o f a recession.

UNEMPLOYMENT AND INFLATION 395



During recessions, 
many places do not 
hire new workers, thus 
discouraging many 
people from looking 
for work. How is the 
unemployment rate as 
a statistical measure 
limited?

'Л

As a statistical measure, the unemploy
ment rate does have some lim itations. For 
one, it does not count those people who 
have looked for work so long that they 
have become discouraged and have 
stopped looking. During recessions, many 
people become so frustrated that they sim
ply "drop ou t" o f the labor force. The 
number o f such dropouts has been esti
mated at nearly 1 m illion people. A person 
who does not have a job is not classified 
as "unem ployed" if he or she did not 
make an effort to find a job w ithin the 
past four weeks.

Another lim itation is that the unemploy
ment rate counts persons as fully em 
ployed even though they hold part-time 
jobs. According to federal definitions, em 
ployed persons are those who work for pay 
or profit a minimum o f one hour a week 
or who work without pay in a fam ily 
enterprise a minimum o f 15 hours.

However, even with these lim itations, 
the unemployment rate still is a relatively

important measure. W ith a civilian labor 
force o f almost 116.8 m illion people, even 
small changes in the rate are important. If 
the rate were to rise by just one tenth of 1 
percent, nearly 116,800 additional people 
would be affected. That is more people 
than the number living in Albany, New 
York, or San Bernardino, California.

EM PLO YM ENT RATE. Some observers do 
not like to use the unemployment rate 
because o f some o f the measurement prob
lems associated w ith it. Instead, they pre
fer another measure called the employ
ment rate— a measure o f the people actual
ly working as opposed to the number 
w illing and available to work. To deter
mine the employment rate, the number of 
employed persons is divided by the total 
population less those people in the armed 
forces, in such institutions as hospitals and 
prisons, and under the age o f 16.

One advantage o f this measure is that it 
is relatively easy to compile. For example,
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UNEMPLOYMENT AND 
THE BUSINESS CYCLE, 1949-1986
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Figure 16-1
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it is not necessary to survey thousands o f 
households to ask if people are w illing to 
work and have tried to find a job w ithin 
the last four weeks.

Another advantage is that it includes 
those people who tried to find a job, be
came discouraged, and have stopped look
ing for the time being. I f  enough people 
stop looking for work because they are 
discouraged, the unemployment rate goes 
down. The employment rate is not af

fected, however, because these unemployed 
people already are counted as part o f the 
population available for work.

KINDS OF UNEMPLOYMENT
Economists have identified several d if

ferent kinds o f unemployment. The nature 
and cause o f each has a bearing on the
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W esley С. Mitchell
Wesley Clair Mitchell was an 

American economist known for his 
historical and institutional ap
proach to economics. He believed 
that economics was a science of 
human behavior, the study of a 
nation and of its people in motion.
For this reason, he felt that the 
future was to be found in the un
derstanding of the changes that 
took place in the nation’s economic 
life and institutions.

Mitchell had a long teaching 
career. From 1922 to 1940, he 
taught at the University of Chicago. During his lifetime, he also 
taught at several other universities, including the University of 
California, Harvard, Columbia, and the New School for Social 
Research.

Mitchell authored six books, the most famous of which was 
Business Cycles, published in 1912. In these writings, he developed 
several important concepts. Mitchell believed that in a monetary 
economy, there was a division, or contradiction, between making 
money and making goods. Things such as national resources, ma
chines, and the like, which were needed for the production of goods 
and services, would be employed only if people expected a profit 
from their use. Further, this profit had to be the most that could be 
gained from among the different ways of earning money. This meant 
that in most cases, self-interest would come ahead of doing what 
was best for the national welfare. Mitchell also determined that 
business cycles were self-generating. He believed that there were 
several reasons for this, including the relationship between the costs 
of production as well as the prices producers received for their 
products.

Mitchell’s theories depended on statistical data, and he soon 
discovered that one person could not do all the work involved in the 
project. This led him to establish the National Bureau of Economic 
Research in 1920. He became the Bureau’s first director and held 
the position until 1945. The Bureau is still active today and remains 
true to Mitchell’s ideals.

1874-1948
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level of full employment the economy can 
achieve.

FRICTIONAL UNEMPLOYMENT. One 
kind of unemployment is frictional unem
ployment—unemployment due to workers 
who are "between jobs” for one reason or 
another.

At any given moment, the economy has 
some workers who have left one job to 
look for or to take another. As long as 
these workers do not work for a week 
between jobs, they are classified as unem
ployed. Because of this, there is bound to 
be some amount of frictional unemploy
ment as long as workers continue to 
change jobs.

STRUCTURAL UNEMPLOYMENT. A sec
ond—and more serious— kind of unemploy
ment is structural unemployment. This 
takes place when people’s tastes change 
and certain goods and services no longer 
are in demand or when production meth

ods change and people’s skills no longer 
are needed.

Structural unemployment has a long 
history in the United States. It existed, for 
example, in the South when mechanical 
advances in agriculture reduced the de
mand for unskilled labor in the cotton 
industry and forced some workers to move 
to northern cities and learn new trades 
and skills. In more recent years, the de
cline of the domestic automobile industry 
in Michigan and the industrial Northeast 
caused many of the same problems. As 
plants closed, many skilled workers found 
that the skills they used in the auto indus
try did not match those needed by com
panies looking for new workers.

In many ways, structural unemployment 
is one of the most severe kinds of unem
ployment because it tends to be concen
trated in selected areas throughout the 
country. Many times, the problem can be 
remedied only by attracting new industry,

This factory is one of many factories in various industries either closed or 
working at reduced capacity because of a recession. What kind of unem
ployment is directly related to swings in the business cycle?
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by giving people without jobs the chance 
to learn new skills, or by moving the 
unemployed to areas where their skills are 
in demand.

CYCLICAL UNEMPLOYMENT. A third 
kind of unemployment is cyclical unem
ployment—unemployment directly related 
to swings in the business cycle. During a 
recession, for example, many people are 
likely to put off buying certain durable 
goods. Because of this, workers in some 
industries are likely to experience some 
unemployment until inventories are 
worked off.

One industry which generally suffers 
during a recession is homebuilding. As 
real GNP goes down, many people hold off 
buying a new house. Although some 
houses still may be built, unemployment 
is likely to go up among carpenters, elec
tricians, bricklayers, plumbers, and 
laborers.

Sometimes, cyclical unemployment may 
be mixed with other kinds of unemploy
ment. In 1981, for example, the domestic 
automobile industry suffered from not 
only cyclical but structural unemployment 
as well. Some of the unemployment was 
due to the fact that car buyers preferred

This migrant worker has a job that often depends on the weather. Such 
workers move from place to place to find crops to harvest. What kind of 
unemployment do migrant workers experience?

400 THE OVERALL ECONOMY



а

> 1

т

ч ь .
“ .il о/ S*f!*mhrT 1st, I ’m sorry to uty, you v i l l  dll 

b* refh i a,I by я limy chip of si/иоя."

One of the major problems facing American labor today is technological 
unemployment. As a result, many workers find they have to learn new 
skills. What causes technological unemployment?

foreign cars to domestic ones— a change 
which led to structural unemployment. On 
the other hand, some of it was due to the 
recession which encouraged car buyers to 
wait before buying a new car.

Although cyclical unemployment is seri
ous, workers affected by it generally are 
fairly sure their jobs w ill return when the 
economy gets better. Accordingly, many 
may try to "wait out” the recession by 
living on savings or by taking other jobs 
that are temporary.

SEASONAL UNEMPLOYMENT. A fourth 
kind of unemployment is seasonal unem
ployment—unemployment which takes 
place because of annual changes in the 
weather or changes in the demand for 
certain products.

Many carpenters and builders, for exam
ple, have less work during the winter than 
during the spring and summer because 
some tasks, such as replacing a roof or

digging a foundation, are harder to do 
when the weather is bad. Other workers, 
such as cashiers and clerks in retail stores, 
are especially in demand between the 
Thanksgiving and Christmas holidays 
when the stores register about 25 percent 
o f their yearly sales.

The difference between seasonal and cy
clical unemployment relates to the period 
o f measurement. Cyclical unemployment 
takes place over the course of the business 
cycle, which may last three to five years. 
Seasonal unemployment, on the other 
hand, takes place every year, no matter 
what the general health of the economy 
may be.

TECHNOLOGICAL UNEMPLOYMENT. A 
fifth kind is technological unemployment—
the replacement of workers who do not 
have the skills, talent, or education for 
jobs done by machines. This happens when 
workers face the threat of automation—
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the operation or control o f equipment, 
a process, or a system by mechanical 
or electronic devices.

Although this can happen whenever a 
company buys new equipment, in some 
cases workers are displaced in huge num
bers. Japan, for example, pioneered the 
use of large factories operated almost ex
clusively by industrial robots. Entire as
sembly lines in industries such as automo
biles and steel are being staffed by one 
fifth of the workers needed in a similar 
American plant.

Because technological unemployment is 
due in part to new methods of production, 
it is similar to structural unemployment. 
The major difference between the two is 
that structural unemployment also can

take place because of other factors that 
have nothing to do with more efficient 
means of production.

CONCEPT OF 
FULL EMPLOYMENT

Economists and others have long wres
tled with the concept of full employment. 
At any given point in time, for example, 
there is bound to be some form of unem
ployment, even without the problems 
caused by the business cycle.

The concept of full «^nployment, then, 
does not mean zero unemployment. In
stead, full employment is the lowest possi-

Figure 16-2

CONSUMER PRICES, 
1900-1986

Year

Source: Economic Report o f  the President. 1986 and Historical Statistics o f the United States
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Ые unemployment rate with the economy 
growing and all factors of production 
being used as efficiently as possible.

I Economists have long debated whether 
or not there is an "acceptable” level of 
unemployment. To date, they remain split 
on the issue. During the 1960’s it was 
thought that full employment meant an 
unemployment rate of around 4 percent. 
Most believed that efforts to reduce unem
ployment below this figure would not be 
possible.

Although President Lyndon Johnson im
plemented many programs to try to lower 
the rate, it remained in the 5-to-6 percent 
range for most of the early 1960’s. The 
rate finally did drop below 4 percent dur- 
,.g the Vietnam War when the economy 
was stimulated by wartime spending and 
the ranks of the unemployed were thinned 
by the draft.

The unemployment rate returned to the 
5-Ю-6 percent range when the 1970’s ar

rived. A recession in 1975 drove the rate 
as high as 9 percent, but for the rest of the 
decade it remained in the 6-Ю-7 percent 
range. By 1980, the unemployment rate 
rose again and hit a peak of 10.7 percent 
during the recession of 1982. It dropped in 
1983 and by mid-1986 it reached a low of 
6 .8  percent. After that, the unemployment 
rate began to rise again.

As a result of this experience, most econ
omists have given up the idea of a 4 
percent unemployment rate as a measure 
of full employment. Today, most would 
argue that full employment will be 
reached when the unemployment rate 
drops below 6  percent.

3a

Section Review
1. How is unemployment related to the 

business cycle?
2. What are five kinds of unemployment?
3. What is full employment?

16.2 Inflation
Inflation is a special kind of economic 

instability—one which deals with changes 
in the level of prices rather than in em
ployment and output. Even so, changes in 
prices, employment, and output are linked 
Even a change in the rate of inflation can 
have consequences on the level o f output 
and employment.

INFLATION IN 
THE UNITED STATES

The term inflation means a rise in the 
general price level. To get a measure of

the price level, economists select a market 
basket of goods and construct a price 
index. Inflation, then, can be measured in 
terms of the producer price index, the 
consumer price index, or the implicit GNP 
price deflator.

From time to time, unusual circum
stances have even caused the general price 
level to go down—a condition known as 
deflation. Only two significant deflations 
have taken place in the 1900’s. One was 
during the post-World War I recession of 
the early 1920’s. The other was during the 
Great Depression of the 1930’s. The graph 
on page 402 indicates how the price level 
has changed since 1900.
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What Dagwood really is complaining about to his boss is inflation. What 
are thought to be some of the major causes of inflation?

Several terms are sometimes used to 
describe the severity of inflation. One is 
creeping inflation— inflation in the range 
of l-to-3 percent per year. Another is gal
loping inflation, which is a more intense 
form of inflation. It can go as high as 
100-to-300 percent. Many Latin American 
countries have experienced rates in this 
range in recent years.

When inflation gets totally out of hand— 
in the range of 500 percent a year and 
up— it turns into hyperinflation. This, 
however, does not happen very often and 
generally is the last stage of a total mone
tary collapse. The all-time record for hy
perinflation was set in Hungary, where 
huge amounts of currency were printed to 
pay the government’s bills during World 
War II. Before the war, one United States 
dollar was equal to six Hungarian pengos. 
By the end of the war, one United States 
dollar was equal to 6.3 quintillion—or,
6,300,000,000,000,000,000— Hungarian 
pengos. Because of the zeros, larger 
notes had their amounts spelled out in 
words rather than numbers. Although in
flation in the United States has never 
reached such proportions, rates during 
the 1970’s and early 1980’s ranged from 
5 percent to more than 15 percent as 
measured by the consumer price index.

CAUSES OF INFLATION
Several explanations have been offered 

for the causes of inflation. Since there 
really is no simple test to determine which 
explanation is better than the others, there 
is some validity to each.

DEMAND-PULL. One of the more tradi
tional explanations of inflation is known 
as the demand-pull explanation. According 
to it, the spending units in the economy 
try to buy more than the economy can 
produce.

In other words, consumers and others in 
the private sector converge on stores to 
buy goods and services, which causes 
shortages to develop because there is not 
enough to go around. This means mer
chants can afford to lose some customers. 
As a result, some merchants raise their 
prices. Others leave prices alone but do 
not offer discounts or run sales. In either 
case, the end result is the same—prices 
rise.

GOVERNMENT DEFICIT. Another expla
nation is that the chief cause of inflation 
is the deficit run by the federal govern
ment. Basically, this is a variant of the 
demand-pull explanation. While demand- 
pull blames excess demand on the private
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Understanding Sources

Hyperinflation
The following article appeared in The Wall Street Journal 

on February 7, 1985. Read the paragraphs and answer the 
questions that follow.

When Inflation Rate Is 116,000*%, Prices Change by the Hour

In Bolivia, the Pesos 
Paid Out Can Out
weigh Purchases; No. 
3 Import: More Pesos 

***
A courier stumbles 

into Banco Boliviano 
Americano, struggling 
under the weight of a 
huge bag of money 
he is carrying on his 
back. He announces 
that the sack contains 
32 million pesos, and 
a teller slaps on a no
tation to that effect. 
The courier pitches 
the bag into a corner.

“We don’t bother 
counting the money 
anymore.” explains 
Max Loew Stahl, a 
loan officer standing 
nearby. "W e take the 
client’s word for 
what’s in the bag.’’ 
Pointing to the couri
er's load, he says, 
"That’s a small de
posit.”

At that moment the 
32 million 
pesos— enough bills 
to stuff a mail sack—  
were worth only 
$500. Today, less 
than two weeks later, 
they are worth at 
least $180 less. Life’s 
like that with qua
druple-digit inflation. 
A 116,000% Rate?

Bolivia's inflation 
rate is the highest in 
the world. In 1984, 
prices zoomed 2,700%, 
compared with a mere 
329% the year before. 
Experts are predicting 
the inflation rate could 
soar as high as 40,000% 
this year. Even those 
estimates could prove 
conservative. The 
central bank last 
week announced Jan
uary inflation of 80%: 
if that pace continued 
all year, it would 
mean an annual rate 
of 116,000%.

Prices go up by the 
day, the hour, or the 
customer. Julia Blanco 
Sirba, a vendor orvthis 
capital city’s main 
street, sells a bar of 
chocolate for 35,000 
pesos. Five minutes 
later, the next bar goes 
for 50,000 pesos. The 
two-inch stack of 
money needed to buy 
it far outweighs the 
chocolate.

Tons of paper 
money are printed to 
keep the country of 5.9 
million inhabitants 
going. Planeloads of 
money arrive twice a 
week from printers in 
West Germany and 
Britain. Purchases of 
money cost Bolivia 
more than $20 million 
last year, making it 
the third-largest im
port, after wheat and 
mining equipment.

1. What country and year is described in the article?
2. What term is used to describe the inflation discussed in the 

article? When is that term applicable?
3. How' does the inflation add to instability in the economy?
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sector, this explanation blames it on the 
public one.

The federal deficit can contribute to in
flation, especially if the Federal Reserve 
System expands the money supply to keep 
the interest rate down. If it does not mon
etize the debt, some borrowers w ill be 
crowded out as interest rates rise. When 
this happens, the federal deficit may have 
a greater destabilizing impact on output 
and employment than on the price level.

COST-PUSH. A third explanation is 
known as the cost-push explanation. It 
says inflation is caused by labor groups 
and others driving up prices of inputs for 
manufacturers.

This might take place, for example, 
when a strong national union wins a large 
wage contract, forcing producers to raise 
prices to consumers to recover the labor 
costs. An increase in the cost of non-labor 
inputs also could cause the price level to 
rise. This happened during the 1970's 
when oil prices went from $5 to $35 a 
barrel.

WAGE-PRICE SPIRAL. Still another ex
planation says that no single group is to 
blame for inflation. According to it, there 
is a self-perpetuated spiral of wages and 
prices which is hard to stop, once inflation 
gets started.

In other words, higher prices force work
ers to ask for higher wages. If they get the 
higher wages, producers try to recover 
them with higher prices. If either side 
tries to increase its relative position with 
a larger price hike than before, the rate of 
inflation goes up.

EXCESSIVE MONETARY GROWTH. A 
final explanation for inflation is that of 
excessive monetary growth. The monetary 
growth becomes excessive when the money 
supply grows faster than the growth in 
real GNP.

The longshoremen have a strong union which 
tries to get the best wages possible for its 
members. What can happen to the general 
level of prices when a strong national union 
wins a large wage contract?

According to this explanation, which 
may be the most popular of all, any extra 
money that is created will increase some 
group’s purchasing power. When this 
money is spent, it causes a demand-pull 
effect that drives up prices.

This differs some from the traditional de
mand-pull approach. In the traditional ver
sion, extra spending takes place because 
merchants are willing to extend credit or 
because consumers are trying to spend the 
extra money since they expect to make more 
in the future. In the excessive money growth 
approach, extra spending occurs because of 
increases in the money supply.
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Those who prefer the excess money ex
planation to demand-pull point out that 
credit alone cannot keep inflation going.
At some point in time, they say, borrowers 
will have taken all the credit they can 
handle and the demand-pull effects will 
taper off. Therefore, for inflation to be 
maintained over the long run, the money 
supply must grow faster than the increase 
in real output.

DESTABILIZING 
EFFECT OF INFLATION

The problem of inflation is more severe 
than most people think and involves more 
than rising prices. It can have a strong 
destabilizing effect on an economy. There 
are several reasons for this.

The first reason is that inflation can 
cause consumers and investors to change 
their spending habits and disrupt the 
economy. Prices go up during an inflation
ary period, and the price of money— the 
interest rate—is no exception. In the early 
1980’s, the interest rate in the United 
States rose so high that consumer spend
ing on durable goods, especially housing, 
fell dramatically.

What happened during the recession of 
1981 is a good example of this. That year, 
the impact of the interest rate on housing 
was particularly severe. Suppose, for ex
ample, a young couple wanted to borrow 
$60,000 for 20 years to buy a house. At a 
10 percent interest rate, their monthly 
mortgage payment would be $579.01. At a 
12 percent rate, it would be $660.65. At a 
14 percent rate, the payment would be 
$746.11. In 1981, some mortgage rates 
reached 18 percent, which meant a month
ly payment of about $926. As a result of 
this higher rate, the housing industry al
most collapsed.

Businesses also felt the pinch of inflation 
in 1981. Many normally order inventories 
months in advance so they will have goods 
available during the selling season. Some
times these inventories have to be financed 
with borrowed money. In 1981, the inter
est rates on such loans often exceeded 2 0  

percent. If businesses borrow at such high 
rates, they may raise prices to cover the 
cost of borrowing. Or, they may have to 
use their profits to pay the interest cost.
As a result, many merchants tried instead 
to cut back on their purchases from 
factories so their inventories would be 
lower and, therefore, less expensive.
This hurt the factories,,which, in turn, 
tried to reduce their costs by laying off 
workers.

The second reason is that inflation 
tempts some people to speculate heavily in 
an attempt to take advantage of a higher 
price level. People who ordinarily would 
have put their money in reasonably safe 
investments began buying condominiums, 
diamonds and gem stones, works of art, 
and other exotic items in the belief that 
these always would increase in price. Be
cause this diverted spending from normal 
ways, some structural unemployment took 
place.

The third reason is that inflation affects 
the distribution of income. During infla
tionary periods, lenders are hurt more 
than borrowers. Loans made earlier are 
repaid in inflated dollars— dollars with 
less purchasing power because they buy 
less.

Suppose, for example, a person bor
rowed money to buy bread selling at 500 a 
loaf. If the amount borrowed was $100, it 
would buy 200 loaves of bread. If, howev
er, inflation sets in and the price doubles 
by the time the loan is paid back, the 
lender w ill be able to buy only 1 0 0  loaves 
of bread when the money is returned. In
flation, then, favors debtors over creditors.
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The fourth reason is that inflation causes 
a decline in the value of the dollar. Since 
the purchasing power of the dollar falls as 
prices rise, a dollar loses value over time. 
For example, a 1986 dollar bought only 
70 worth of goods and services it bought 
in 1900. This falling value is shown in 
the graph on page 409.

A retired person on a fixed income or 
pension finds that the money buys a little 
less each month. Since these individuals 
are least able to support themselves, they 
are hardest hit. Those who do not live on 
fixed incomes, such as doctors, lawyers,

bankers, plumbers, and accountants, are 
better able to cope. They simply increase 
the fees for their services to have addition
al income.

Section Review
1. What is inflation? What terms are used 

to describe it?

2. What are five explanations for the 
causes of inflation?

3. What are three ways in which inflation 
can have a destabilizing effect on an 
economy?

Inflation can affect an economy in many different ways. One o f the areas 
generally hardest hit is residential and industrial construction. Redevelop
ment of downtown areas like the one below may come to a standstill. 
What are some of the destabilizing effects of inflation?
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THE DECLINING VALUE OF THE DOLLAR

1 I I I T i l l
1900 1910 1920 1930 1940 1950 1960 1970 1980

Years

When prices go  up, the purchasing p o w er  o f  the d o lla r  goes dow n . W h en  prices go  d ow n , 
as they d id du ring the G reat Depression, the purchasing p o w er  o f  the d o lla r  goes up. By 
1986, the d o lla r  bought on ly  7 percent o f  the goods and services it bought in 1900.

Figure 16-3

16.3 Unemployment, Inflation, 
and Economic Growth

Unemployment and inflation are closely 
tied to long-run economic growth. Some
times, the economy will have both growth 
and inflation. At other times, it will have 
neither. At even other times, the economy 
encounters stagflation— a period of stag
nant growth and inflation.

One thing, however, is certain— both un- 
employent and inflation are types of insta
bility which hurt economic growth. To

measure the impact of unemployment and
inflation, economists use two tools. One is 
the GNP gap, the other is the misery 
index.

The G N P  gap  measures the difference 
between the actual GNP being produced at 
any one time and the potential that could 
be produced. Since the potential is based 
on the amount of output that could be 
produced given the available amount of
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Figure 16-4

land, labor, and capital, it is a measure of 
the cost of unemployed resources in terms 
of output not produced.

The misery index, or the discomfort 
index, is the sum of the inflation and 
unemployment rates as they are reported

on a monthly basis. The graph on this 
page shows the discomfort index for recent 
years. The index was first proposed as a 
more comprehensive measure of consumer 
misery during periods of high inflation 
and high unemployment.
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Although the cost of instability can be 
measured in terms of dollar amounts rath
er easily, it is harder to measure in terms 
of human suffering. In those terms, the 
costs actually are almost beyond compre
hension. During depressed times such as 
those in the recent past, there are unem
ployed workers looking for jobs; factories 
with idle capacity waiting to be utilized; 
and natural resources lying unused or 
going to waste.

The frustration goes beyond that of not 
having more goods and services that raise 
the standard of living. People want work

and cannot find it. All this means that 
the economy has failed to satisfy people’s 
wants and needs. This includes the need 
to be a useful and productive part of 
society by being employed.

Section Review
1. What is the GNP gap? For what is it 

used?

2. Why was the misery index first pro
posed?

3. What occurs in depressed times?

*

Chapter 16 R eview

Summary

1. Unemployment relates to an economy’s 
ability to supply jobs for people.

2. Two measures used to determine the 
success people have in finding work 
are the unemployment and the em
ployment rates.

3. Five kinds of unemployment are fric
tional, structural, cyclical, seasonal, 
and technological.

4. Full employment is the lowest possible 
unemployment rate with the economy 
growing and all factors of production 
being used as efficiently as possible.

5. Inflation is a kind of instability reflect
ed by increases in the price level.

6 . Inflation can be measured in terms of 
the producer price index, the consumer

price index, or the implicit GNP price 
deflator.

7. The terms creeping, galloping, and hy
perinflation can be used to describe 
the severity of inflation.

8 . Explanations for the causes of inflation 
include demand-pull, government defi
cit, cost-push, wage-price spiral, and 
excessive monetary growth.

9. Inflation can have a strong destabiliz
ing effect on the economy.

10. Unemployment and inflation are close
ly tied to long-run economic growth.

11. Economists make use of the GNP gap 
and the misery index to measure the 
impact of unemployment and inflation.

UNEMPLOYMENT AND INFLATION 411



ШBuilding an Economic Vocabulary
■ —  '■ ' ' ' - -'I—  ' ■Щ 0 Ш т

unemployment 
unemployment rate 
unemployed persons 
employed persons 
employment rate 
frictional unemployment 
structural unemployment

cyclical unemployment 
seasonal unemployment 
technological unemployment 
automation 
full employment 
deflation
creeping inflation

galloping inflation 
hyperinflation 
inflated dollars 
stagflation 
GNP gap 
misery index 
discomfort index

Reviewing the Main Ideas
1. What is the most popular measure of 

unemployment? What are some of its 
limitations?

2. How does a recession affect the unem
ployment rate?

3. What is the employment rate? What 
are some of its advantages?

4. What is the most serious kind of un
employment?

5. What is cyclical unemployment? How 
does it affect consumer purchases?

6 . What causes seasonal unemployment? 
Technological unemployment?

7. Why have most economists given up 
the idea of a 4 percent unemployment 
rate as a measure of full employment?

8 . How do deflation and inflation differ?

9. How does the federal deficit contribute 
to inflation?

10. How do demand-pull and excessive 
monetary growth differ?

11. Why are people tempted to speculate 
heavily during periods of inflation?

12. Why does inflation hurt people on a 
fixed income?

Practicing Critical Thinjdng Skills
1. Economists have yet to define an "ac

ceptable” level o f unemployment. What 
rate do you think would be acceptable? 
Support your position.

2. The chapter describes five types of un
employment. Which ones do you think 
are difficult to solve? Support your 
choices.

3. In the past, there has been some dis
agreement as to a reasonable rate of 
inflation. What rate do you think the 
public would find reasonable? Why?

4. I f you were one of the President’s eco
nomic advisors, what advice would you 
give on ways in which to control infla
tion? Defend your answer.
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Applying Economic Understandings
Making In ferences

Most people make inferences—a deduc
tion based on facts or circumstances— 
even day without realizing it. For exam
ple, when you shop for a television, you 
consider price and quality. When you see a 
TV that is priced higher than others, you 
may infer that it is better made than the 
others and has more features. If one is 
priced a great deal lower than others, you 
may infer that it is not of very good 
quality and has fewer features. Economists 
also make inferences about economic ac
tivity by sifting through many facts.

The following paragraph is about retired 
persons living on fixed incomes. Read it 
and the explanation and inference that 
follow it:

During periods of inflation, retired 
persons who live on fixed incomes or 
pensions find that their money buys less 
each month. Since these people are the 
ones generally least able to support 
themselves, they are the ones hardest hit 
by inflation. (The paragraph states that 
retired persons on fixed incomes or pen
sions are less able to support themselves 
during periods of inflation because they 
have less money to spend. The inference 
is that inflation erodes the fixed income 
and pensions of retired persons.)

To give you further practice in making 
inferences, read the paragraphs below, and 
for each, determine which of the state
ments that follow is a reasonable 
inference.

1. Inflation can cause consumers and in
vestors to change their spending habits.
It can lead some people to speculate 
heavily. It can even redistribute income.
a. Prices go up during periods of infla

tion.
b. Some people can be hurt more than 

others by inflation.
c. Inflation can have a strong destabliz- . 

ing effect in an economy.

2. The most popular measure of unem
ployment is the unemployment rate.
This rate does not count workers who 
have dropped out of the labor force 
because they have become discouraged. 
The rate does count people who hold 
part-time jobs as fully employed.
a. The employment rate is the most 

popular measure of unemployment
b. The unemployment rate does not 

take into consideration all people 
who are not employed.

c. The unemployment rate has some 
limitations as a statistical measure.

3. During depressed times, there are un
employed workers looking for jobs; fac
tories with idle capacity waiting to be 
utilized; and natural resources lying un
used or going to waste.
a. People are frustrated during de

pressed times because they cannot 
raise their standard of living.

b. The economy has failed to satisfy 
people’s wants and needs.

c. It is hard to measure output in terms 
of human suffering.
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Achieving Economic Stifoitity
Next, let us turn to the problems o f  our fiscal policy. Here the myths are legion 

and the truth hard to find. John F  Kennedy
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Cjiapter 17
■' '

After reading this chapter, you w ill be able to:

•  Identify why economic stability is vital to the American economy.

•  Compare demand-side and supply-side economics.

•  Describe the theory of monetarism.

• Discuss the reasons economists differ on solutions to economic 
problems.

17.1 Benefits of_StgbiHtv
Economic growth, full employment, and 

price stability are three of the seven major 
economic goals of the American people. In 
order to reach these goals, sound economic 
policies must be designed and implemented.

There are several ways to achieve eco
nomic stability. Some people favor policies 
that stimulate aggregate demand, while 
others favor ones that stimulate aggregate 
supply. Still others prefer policies that 
promote the growth of the money supply. 
Sometimes these policies are consistent

with each other; but at other times, they 
are not.

Because of the social cost of instability, 
there is no disagreement on the urgency of 
achieving economic stability. Economists 
are interested not only in the production, 
but in the mental and social health of 
society as well. High crime rates, too few 
economic and social opportunities for min
orities, the loss of individual freedoms, 
and the lack of stability for many Ameri
cans are all grounds for concern.
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The mental and social health of society is an important concern for 
economists. If the economy is stable, many believe that society’s social 
problems can be solved. What are some benefits of a healthy economy?

Many people believe that some of these 
social ills cannot be cured without the 
help of a strong and stable economy. They 
look to economists in hopes that they can 
improve the growth and performance of 
the American economy.

When the economy is healthy, it is 
easier for society to deal with its social 
problems. Cities and towns, for example, 
have higher tax collections that can be 
used to increase police protection and mu
nicipal services. Companies are more w ill
ing to hire the disadvantaged and provide 
on-the-job training.

A healthy economy also means that peo
ple will be more certain of their ability to 
earn an income and take care of them
selves and their families. When they can 
do this, they are more positive about the 
future in general.

Section Review
1. What are three ways to achieve eco

nomic stability?

2. What is the Relationship between the 
economy and America’s social 
problems?
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17.2 Demand-Side Economics
j Economic policies designed to increase 

the demand for the total output of the 
economy are known as demand-side eco
nomics or Keynesian economics. They are 
based on John Maynard Keynes’ theories 
that dealt with the need to stimulate total, 
or aggregate, demand to lower unemploy
ment. These theories dominated the think
ing of economists from the late 1930’s 
until the 1970’s.

CONCEPT OF 
’.GGREGATE DEMAND
In Keynes’ view, inadequate demand 

was the major problem during the Great 
Depression. In other words, not enough 
was spent by one or more sectors of the 
economy. Keynes felt that if policies could 
be designed to make up for the loss of 
spending in one part of the economy, the 
instability could be offset and the economy 
would keep growing.

Keynes suggested that the problem was 
not due to the spending patterns of indi
viduals, households, or government, but to 
changes in investment spending by busi
nesses. At the time Keynes presented these 
ideas, the United States was not gathering 
statistics on GNP, employment, or most 
other aggregate measures. All of Keynes’ 
theorizing, therefore, had to be done with
out the aid of these important statistics.

Keynes, however, proved to be so per
suasive that economists decided to develop 
measures of output useful for economic 
decision making. They could be used not 
only to check Keynes’ suspicions about the 
instability of business spending, but for 
other purposes as well. As a result, the 
national income accounts were developed 
during World War II.

ROLE OF GOVERNMENT 
AND DEFICIT SPENDING

Keynes provided the general framework, 
GNP =  C  +  I  +  G  +  F, now known as 
the output-expenditure model. According 
to it, changes in GNP could be traced to 
changes in the component parts on the 
right side of the equation. Since the for
eign section, F, was so small, attention 
focused chiefly on the spending behavior 
of С, /, and G.

It turned out that expenditures of the 
consumer sector, C, were relatively stable. 
This meant that the instability of GNP had 
to be due to the changes in investment 
spending.

According to Keynes, government had a 
potential role to fill even though its expen
ditures were relatively stable. It could im
plement fiscal policy— the use of govern
ment spending and taxing policies to influ
ence economic activity. The government 
had two choices. For one, it could take a 
direct role and set up its own spending to 
offset the decline in spending by busin
esses. Or, it could play an indirect role by 
lowering taxes and enacting other mea
sures to get businesses and consumers to 
spend more on their own.

Suppose, for example, the government 
wanted to take direct steps right away to 
offset a $50 billion decline in business 
spending. To do this, it could spend $10 
billion to build a dam in a rural area, give 
$ 2 0  billion in grants to cities to fix up 
poor neighborhoods, and spend another 
$20 billion in several other ways. In this 
way, the $50 billion not spent by business 
would be replaced by the $50 billion spent 
by the government. Thus, the overall sum 
of C + / + G + F would remain un
changed.
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Or, instead of spending the $50 billion, 
the government could reduce tax rates by 
that amount and give investors and con
sumers more purchasing power. If the $50 
billion not paid in taxes were spent, the 
initial decline in investment spending 
would be offset, and the sum of С + / +
G +  F again would remain the same.

Along the way, however, the government 
will likely run a deficit since it is spending 
money it does not have. In Keynes’ view, 
the deficit is unfortunate, but it is needed 
to stop further declines in economic activ
ity. He believed that when the economy 
recovered, tax collections would rise, the 
government would run a surplus, and the 
debt could be paid back.

The consequence of the Keynesian model 
was that temporary, short-term deficits 
were given legitimacy. This was a major 
departure from the thinking of the time. 
This justification for a federal deficit was 
one of the lasting contributions of Keyne
sian economics.

MULTIPLIER AND 
THE ACCELERATOR

Keynes also felt it was important for the 
government to take prompt action to offset 
changes in spending by the investment 
sector. The reason was that changes in 
spending could snowball if ignored for 
too long.

If, for example, investment spending de
clined by $50 billion, many workers would 
lose their jobs. They would spend less and 
pay fewer taxes. Soon, the amount of 
spending by all sectors in the economy 
would be down much m9 re than the ini
tial decline in investment. This effect, 
known as the multiplier, says that a 
change in investment spending will have a 
magnified effect on total income.

The multiplier is believed to be about 
two in today's economy. If investment 
spending goes down by $50 billion, there 
could be an overall decline of nearly $1 00  

billion because of the multiplier effect.

Keynesian economics 
states that if the fed
eral government in
vests in neighborhood 
projects like the one 
in the photograph, it 
takes a direct role in 
influencing economic 
activity. What role do 
government deficits 
have according to 
this theory?

HOU5INC REHABILITATION
A  L O W -R E N T  P R O J E C T  B E IN G  O E V E L O P E D  B Y

P U B LIC  HOUSING AU TH O R ITY OF BU TTE

CONTRACTORS 
GENERAL - BEYERS GENERAL CONSTRUCTORS 
MECHANICAL - WALSH ENGINEERING 
ELECTRICAL- MILE HI ELECTRIC

ARCHITECTS/ENGINEERS 
WAITER H HINICK I ASSOCIATES AIA
IOO F A S T  BROADW AY B u m . М ОНТАНА

THESE APARTMENTS ARE BEING REHABILITATE® WITH
FEDERAL FINANCIAL AMIJTANCC UNDER TH i 

U>W R|NT H0UIIN0 PROGRAM 
US DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT 

MONTANA PROJECT И ________________
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Further, conditions are likely to be made 
even worse by the accelerator— the change 
in investment spending caused by a 
change in consumer spending. Once a de
cline in consumer spending gets started, it 
causes investment spending to be reduced 
even further. Before long, the economy 
finds itself in a vicious circle. Investment 
spending declines because overall spending 
declines. This, in turn, causes more de
clines in investment spending.

On the other hand, the multiplier and 
the accelerator also can work in an up
ward direction. An increase in investment 
spending could have a multiplied effect, 
which would cause the economy to grow 
even faster. People would have more in
come to spend, which would lead busi
nesses to increase their investment spend
ing again.

The combined multiplier-accelerator ef
fect is important because it adds to the in
stability of GNP. In the Keynesian model, 
government’s role was that of an offsetting 
force. It was to counter declines in invest
ment before the multiplier and the acceler
ator caused them to get out of hand. Al
though a deficit may be the result o f the 
government spending, a small deficit 
would have been better than a large de
cline in overall GNP.

by employers through payroll taxes. It can 
be collected by almost all American work
ers who lose their jobs through no fault of 
their own. Workers who are fired because 
of misconduct or who quit without good 
reason generally cannot collect.

Although workers generally have to wait 
several weeks to collect benefits, most end 
up getting payments equal to about one 
third to one half of their weekly pay. The 
benefits vary some from state to state. 
Under normal conditions, most states 
allow workers to collect the insurance for 
up to 26 weeks. At times when unemploy
ment is high, however, they may be al
lowed to collect for longfcr.
FEDERAL ENTITLEMENT PROGRAMS. 
Federal entitlement programs, also known 
known as entitlements, are social welfare 
programs designed to provide minimum 
health, nutritional, and income levels for

Medicare is an example of a federal entitle
ment program. Such programs provide bene
fits for certain groups of people. What are 
some other examples o f entitlements?

AUTOMATIC STABILIZERS
Another key part of economic philosophy 

since the 1930’s is the role of the automat
ic stabilizer. These are fiscal policies that 
"automatically” trigger benefits if changes 
in the economy threaten people’s incomes. 
Two important stabilizers are unemploy
ment insurance and federal entitlement 
programs.

UNEMPLOYMENT INSURANCE. Unem
ployment insurance is insurance paid for
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selected groups of people. They take in 
such federal programs as welfare, govern
ment pensions, Medicare and Medicaid, 
and Social Security.

Congress provides the guidelines that de
termine who qualifies for, or is “ entitled” 
to, these benefits. The availability of pro
grams is a guarantee that economic insta
bility or some other factor will not cause 
aggregate demand to fall below a certain 
level for selected groups of people.

Economists who are in favor of these 
programs believe they help stimulate the 
economy as well as offer humanitarian aid 
to those in need. Unemployment benefits 
really are a form of entitlement program,

too. However, they generally are listed 
separately as they are funded by state 
rather than federal taxes.

■ Section Review
1. According to Keynes, what was the 

major problem during the Great 
Depression? How did he suggest it be 
remedied?

2. How did the Keynesian model justify 
short-term deficits?

3. Why is the combined multiplier- 
accelerator effect important?

4. What role do automatic stabilizers 
play? What are two of them?

17.3 Supply-Side Economics
Economic policies designed to stimulate 

output and lower unemployment by in
creasing production in the economy are 
known as supply-side economics. This kind 
of economics became popular in the Unit
ed States in 1980 when Ronald Reagan 
became President. Such policies formed 
the base of Reagan’s economic program, 
known as Reaganomics. The supply-side 
views started to interest people in the late 
1970's because demand-side policies did 
not seem to be able to control the coun
try’s growing unemployment and inflation.

There is less difference between supply- 
side economics and demand-side econom
ics than most people think. Both policies 
use national income accounts to measure 
the economy’s performance. Both policies 
accept the multiplier and the accelerator. 
In addition, both policies really have the 
same goal in mind— that of increased pro
duction and lower unemployment.

Supply-side economists feel, however, 
that the role of government has increased 
to the point where individual incentives to 
work, save, and invest are being destroyed. 
For this reason, they want the government 
to take a smaller role in the output-expen- 
diture model. This is in contrast to the 
demand-siders. They want to stimulate 
output by generating demand with in
creased levels of government spending.

SMALLER ROLE 
FOR GOVERNMENT

A key issue for supply-siders is govern
ment’s role in the economy. They feel that 
role must be reduced.

One way to lessen government’s role is 
to do away with some federal agencies. 
During the early years of the Reagan ad
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SUPPLY-AND DEMAND-SIDE ECONOMICS

Supply side Demand side

Stimulate production (supply) 
to spur output

( f Stimulate consumption of goods 
& services (demand) 

to spur output

Cut taxes and government 
regulations to increase 

incentives for businesses 
& individuals

Cut taxes or increase federal 
spending to put money 

into people’s hands

V N У

Businesses invest & expand, 
creating jobs; people work 

harder, save and spend more

With more money, 
people buy more

У
V s

Businesses increase output 
to meet growing demandIncreasing investment and 

productivity lead to
increased output /

With output increasing, the 
economy grows and 

unemployment goes down

Figure 17-1

ministration, for example, there was talk 
of doing just that to the Departments of 
Energy and Education.

Another way to make government’s role 
smaller is with the use of deregulation—  
the removal of established regulations 
with which industries must comply. This 
is a major target of supply-siders and also 
is favored by some demand-siders as well.

Under the administration of President 
Jimmy Carter, for example, major steps 
were taken in this direction in the energy, 
airline, and trucking industries to try to 
encourage competition. The Reagan ad
ministration continued the efforts— in 
hopes of not only bringing about more 
competition but of cutting down the gov
ernment’s role and size.
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Figure 17-2

FEDERAL TAX STRUCTURE
Another target of supply-siders was the 

federal tax burden on individuals and busi- 
nessses. They believe that if taxes are too 
high, people will not want to work, and 
businesses will not produce as much as 
they could. Lower tax rates would allow 
individuals and businesses to keep more of 
the money they earn. This would encour
age them to work harder so they would

have more money to spend in the long 
run. The government also would gain. 
Even though tax rates would be lower, 
total tax collections would go up because 
of the extra activity.

The Laffer Curve— a hypothetical rela
tionship between tax rates and tax reve
nues— illustrates this belief. It was the 
basis for President Reagan’s tax cut of 
1981, which reduced income taxes 25 per
cent over a three-year period. The 1986 tax 
reform bill, which again lowered tax 
brackets for individuals and businesses, ex
tended this philosophy. This curve is illus
trated on the left of this £age.

It w ill be several years, however, before 
economists and others know if lower tax 
rates will produce more tax revenues. The 
reason is that the impact of a tax cut 
needs to be evaluated over the course of 
one, or more, complete business cycles.

GROWTH AND INSTABILITY
Basically, supply-side economic policies 

are geared to restoring economic growth 
rather than to dealing with economic 
instability.

No matter how fast or slow the economy 
grows, it seems to have a tendency to fluc
tuate around its trend line. Demand-side 
economists count on the use of automatic 
stabilizers and the "safety net” features of 
some social welfare programs to reduce 
the fluctuations.

Supply-side policies, however, have tend
ed to weaken the stabilizers by making the 
federal tax structure less progressive and 
by reducing many of the "safety net” pro
grams. This tends to reduce the total pur
chasing power of those who can least af
ford it—which, in turn, tends to weaken 
aggregate demand.

When the Reagan administration intro
duced its supply-side policies, it did so in
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an unusual way. It cut taxes first, which 
gave government less to operate on and 
left elected officials one of two choices. 
They could cut spending sharply to make 
sure there would be no deficits. Or, they 
could cut spending slowly and allow large 
deficits to grow.

Congress, however, found that spending 
cuts were difficult to make. As a result, 
the government had huge deficits during 
expansions as well as recessions. Because 
of these deficits, many observers feel that 
supply-side economics never had a chance

to prove itself. Instead, they argue that a 
better test of the effectiveness of supply- 
side theories will be the impact of the 
1986 tax reform bill.

Section Review
1. According to supply-side economists, 

how can output be stimulated and the 
unemployment rate lowered?

2. What do supply-siders feel the govern
ment’s role should be? How do they feel 
about taxes?

17.4 Monetarism
Both demand-side economics and sup- 

ply-side economics are concerned with pol
icies to stimulate production and employ
ment. Neither of these policies assigns a 
great deal of importance to the money 
supply. There is, however, a doctrine 
called monetarism that places primary im
portance on the role of money and its 
growth. Monetarists believe the money 
supply can be a destabilizing element that 
leads to unemployment and inflation.

CONTROLLING INFLATION
The monetarists believe that if the 

money supply is allowed to grow at a 
steady rate over a long time, inflation will 
be controlled. The rate at which it grows 
would be determined by the rates of 
growth of real GNP and productivity.

If, for example, the rate of growth of 
real GNP were 3 percent, and that of 
productivity l-to-2  percent, the money 
supply would grow' at about 5 percent. At 
this rate, there would be just enough extra 
money each year to buy the additional

goods and services the economy produces. 
Without too much money going around, 
inflation would slowly be reduced and, in 
time, would fade out altogether.

This approach to inflation control is in 
sharp contrast to others tried earlier. In 
the early 1970’s, for example, President 
Richard Nixon tried to stop inflation by 
imposing wage-price controls— regulations 
that make it against the law for businesses 
to give workers raises or to raise prices 
without government permission. Most 
monetarists at the time said the controls 
would not work. In the end, the controls 
did little to stop inflation.

REDUCING UNEMPLOYMENT
The monetarists argue that attempts to 

cut unemployment by expanding the money 
supply w ill not work. The three graphs 
on page 424 show why they feel this way. 
Graph A  shows the money stock, Graph В  
the inflation, and Graph С the unemploy
ment rate.
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Figure 17-3
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The striking thing about the graphs is 
that the unemployment rate seems to go 
up and down regardless of the increases in 
the money stock. On the other hand, there 
does seem to be a close relationship be
tween the price level and the money stock. 
Because of this, monetarists feel that in 
the short run, an expansion of the money 
supply will do little to reduce unemploy
ment. And, in the long run, it only will 
make inflation worse. This, they say, adds 
validity to their contention that the 
growth of the money supply should be 
kept constant.

Monetarists are not really sure if a sta
ble money supply would reduce the GNP 
fluctuations around the trend line. Still, 
they feel it would at least be of some help. 
Since the money supply is an important 
part of the economy, having it grow at a 
constant rate would be a stabilizing factor 
in the overall picture.

ROLE OF AN INDEPENDENT 
MONETARY AUTHORITY

An interesting feature of the American 
economy is that fiscal policy is in the 
hands of elected officials, but monetary 
policy is not. It is the domain of the 
Federal Reserve System.

For this reason, monetary and fiscal pol
icy can—and often do— operate at cross

purposes. For example, during an election 
year, a President may want to stimulate 
GNP and take credit for a growing econ
omy. This can be done by lowering taxes, 
increasing Social Security payments, and 
approving federal spending projects.

The FED, however, might have different 
ideas. If there is a problem of inflation at 
the time, it might want to follow a tight 
monetary policy to slow the growth of 
money and reduce inflation. However, high 
interest rates generally go along with tight 
money, and they w ill work against the 
expansion hoped for by the President.

This happened in 1984 and 1986. Both 
times, the FED was pursuing a tighter 
monetary policy than the President want
ed. In a move to intimidate the FED, the 
President threatened to introduce legisla
tion to restrict its independent powers.

Congress, however, has never been w ill
ing to make the FED less independent. It 
has always believed that the power to 
control the creation of money should be in 
the hands of an independent agency rather 
than in those of elected officials.

Section Review
1. How do monetarists think inflation can 

be controlled?
2. What do monetarists say will happen to 

unemployment if the money supply is 
expanded?

3. Who controls monetary policy in the 
United States? Why?

17.5 Historical Record

Someone looking at the economic history 
of the United States probably would de
cide that economists have not had much 
success coping with economic instability.

Inflation is a problem; unemployment goes 
up and down; recessions happen often. 
Despite all o f this, more progress has been 
made than people realize.
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WHY ECONOMISTS DIFFER
Someone once said that if all the econo

mists in the world were put end-to-end, 
they still would not reach a conclusion. 
While that may be true to a certain de
gree, the important thing is not the differ
ences, but why they exist.

One reason the differences exist is that 
most economic explanations and theories 
are a product of the problems of the times. 
Demand-side economics, for example, 
came about during the 1930’s when the 
unemployment rate was nearly 25 percent. 
Since the government sector was so small 
at the time, it is not likely that supply-side 
policies designed to make government’s 
role even smaller would have been of 
much help.

The monetarist point of view, on the 
other hand, emerged in the 1960’s and 
1970's when the country was trying to 
cope with inflation. Since demand-side 
economics were not designed to deal with 
inflation, new and different explanations 
and solutions were needed. The problem 
with the monetarists, however, was that 
they offered long-run solutions but little in 
the way of relief in the short run.

The supply-side explanations eventually 
grew out of frustrations with the economic 
health of the country and the solutions 
offered by the demand-siders and mone
tarists. Once again, something new and 
different seemed to be needed.

For the most part, economists generally 
do not define their position as purely 
demand-side, supply-side, or monetarist. 
Many demand-siders, for example, are 
monetarists when it comes to controlling 
inflation. Many monetarists are supply- 
siders when it comes to agreeing on the 
potential burden of the tax structure. Sup- 
ply-siders and demand-siders even agree 
on multiplier-accelerator interactions. In 
short, many economists try to take a mid

dle road that takes the best of all points of 
view.

Economists are caught up in the issues 
of the period and feel it is their duty to 
address them to the best of their ability. A 
person who grows up during a time when 
a lot o f people are out of work, for exam
ple, is likely to be more concerned about 
unemployment than the person who grew 
up during a period when inflation was the 
major problem. Change has become a fact 
of life in the United States. As long as 
society keeps changing, new problems will 
continue to arise. From each new set of 
problems, new theories aje bound to 
emerge.

ECONOMIC POLITICS
In the 1800’s, the science of economics 

was known as ‘ ‘political economics.” After 
awhile, however, the economists broke 
away from the political theorists and tried 
to establish economics as a science in its 
own right.

In recent years, the two fields have 
merged again. This time, however, they 
have done so in a way best described as 
“ economic politics.” Today, more than 
ever, politicians are concerned with the ec
onomic consequences of what they do.

For the most part, economists and politi
cians work together fairly closely. The 
President of the United States, for exam
ple, has a three-member Council o f Eco
nomic Advisors to report on economic de
velopments and to propose strategies. Ba
sically, the economists are the advisors, 
while the politicians are at the controls.

The system, however, has two weak
nesses. The first is that the politician is 
not always willing—or able— to follow the 
economists’ advice. For example, a Presi
dent may want a balanced budget. To
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Are Government Statistics Reliable?
Economists, business owners, politicians, and many others use 

statistics to help them understand how the economy performs.
These statistics are often provided by the federal government and 
its many agencies. They include measures of Gross National Prod
uct (GNP), unemployment, the money supply, inflation, and revenue 
collections and tax receipts by all levels of government.

Some people, however, question the reliability of such perfor
mance statistics. Critics point out that sometimes the data is 
incomplete. For example, the monthly index of leading indicators is 
revised several times before it is final. In addition, GNP for a long 
time did not include the underground economy. When it was 
revised in 1985 to correct this oversight, the figure had increased by 
$111.9 billion over the previous year. Critics also point out that 
different government agencies sometimes publish conflicting data.
In 1983, for example, the Federal Reserve reported that personal 
savings increased $42.6 billion from 1980 until the second quarter 
of 1983. Yet at the same time, the Department of Commerce 
reported that personal savings decreased $17.9 billion over the same 
period.

Those who defend the reliability of government statistics point 
out that the task is an enormous one and should be viewed in 
terms of what information the statistics provide, rather than what 
they overlook. They further argue that current estimates are still 
useful for purposes of analysis even though the numbers may be 
revised in the future. For example, new data that is subject to 
further revision is still useful when revealing trends in the econ
omy. These supporters claim that we are far better off with, than 
without the present system, which is believed to be the best in the 
world.

1. Who or what is responsible for issuing most of the statistics 
kept on the United States economy?

2. Why are these statistics often criticized?
3. How do supporters defend the system?
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Section Review
1. Why do economists differ in their 

views?

2. Why is the advice of economists not 
always taken?

3. What have economists accomplished?

apter 17 Review

Summary

1. Economists are concerned with the 
mental and social health of society as 
well as with the production of output.

2. Demand-side economic policies are de
signed to increase the demand for the 
total output of the economy.

3. John Maynard Keynes provided the 
general framework for aggregate de
mand by developing the output- 
expenditure model.

4. Fiscal policy is the use of government 
spending and taxing policies to influ
ence economic activity.

5. One of Keynes’ lasting contributions 
was the justification of temporary, 
short-term federal deficits.

6 . The combined multiplier-accelerator 
effect adds to instability.

7. Unemployment insttrance and federal 
entitlement programs are two auto
matic stabilizers.

8 . Supply-side economic policies are de
signed to stimulate output and lower 
unemployment by increasing produc
tion in the economy.

9. Supply-siders want a smaller role for 
government in the domestic economy.

10. Monetarists believe that allowing the 
money supply to grow at a steady rate 
over a long period controls inflation.

11. In the United States, fiscal policy is 
determined by elected officials and 
monetary policy by the FED.

12. In recent years, economics and politics 
have merged in a way described as 
"economic politics.”

Building an Economic Vocabulary
demand-side economics 
Keynesian economics 
fiscal policy 
multiplier 
accelerator

automatic stabilizer 
unemployment insurance 
entitlements 
supply-side economics 
Reaganomics

deregulation
Laffer Curve
monetarism
wage-price controls
Council o f Economic Advisors
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я  Reviewing the Main Ideas
1. With what did John Maynard Keynes’ 

theories deal?

2. What is the multiplier? What is the 
accelerator?

3. Who is eligible to collect unemploy
ment insurance?

4. What are federal entitlement programs 
and what do they provide?

5. Why did supply-side economics be
come popular?

6 . In what ways are supply-side and de
mand-side economics alike? In what 
way are they most different?

7. What are two ways in which govern
ment’s role in the economy can be 
made smaller?

8 . What does the Laffer Curve show?

9. What are wage-price controls?

10. What do monetarists believe will hap
pen if the money supply is allowed to 
grow at a steady rate for a long time?

11. Why do monetary and fiscal policies 
often operate at cross purposes in the 
United States?

12. How does the Council o f Economic 
Advisors assist the President?

Practicing Critical Thinking Skills. ■ . . .  ------ -AmJ---------------------------------

1. Some economists favor policies that 
stimulate demand, while others favor 
those that stimulate the supply of goods 
and services. Still others prefer policies 
based on the growth of the money sup
ply. With which group do you agree? 
Support your choice.

2. Defend or negate the following: "An 
increased federal deficit is a justifiable 
way to offset economic decline.”

3. Do you believe that a larger role of the 
federal government destroys the incen

tives for individuals and businesses to 
invest? Why or why not?

4. Supply-side policies favor reducing 
"safety-net”  programs. Do you agree? If 
not, what alternative would you sug
gest? Give reasons for your answer.

5. Almost every President has complained 
about the independence of the FED. Do 
you think this independence should be 
maintained or that elected officials 
should have more control over mone
tary policy? Support your answer.

■ Applying Economic
Analyzing Editorial Cartoons

Cartoons often take the place of, or ac
company written material. One type of 
cartoon that has been popular over the

Understandings_______

years is the editorial or political cartoon. 
Such cartoons may comment on a topic of 
public interest and can be an effective way 
to express opinions.

430 THE OVERALL ECONOMY



To express opinions, editorial cartoonists 
often use symbols to represent something 
that their readers w ill recognize. For ex
ample, we often see Uncle Sam as a symbol 
representing the United States.

It is important to understand what an 
editorial cartoonist is trying to express in 
a drawing. This can be done by asking 
certain questions about the cartoon. Study 
the cartoon below and the questions and 
answers that follow. These w ill help you 
learn to analyze editorial cartoons.
1. What items or characters do you see in 

the cartoon? (Ziggy, a chair, and a tele
vision set)

2. What is the character doing? (sitting in 
a chair watching television)

3. What message is coming across from 
the cartoonist? (the irony that govern
ment cannot find ways to cut spending 
yet spends billions of dollars studying 
how to cut it)

4. Based on the cartoon, what do you 
think has been the government’s history 
of spending? (high, if billions of dollars 
have been spent to study it)

For practice in this skill, analyze the edito
rial cartoon on page 428.

*

AN EIGHTEEN ^!LLION-PCX-LAR 
STUDV COMM/SSICWEP B<r> i 
C O N G R E S S  To p a y  Ft£VEAl FT)  - 
THAT THERE /5 NO WAVTo CUT i 
GOVERNMENT SPENP/NG Ч  J
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Unit 5 Review

The Unit in Perspective
1. The total output, or aggregate supply 

of the United States economy is mea
sured in terms of GNP. GNP shows 
how the economy is producing, the 
rate at which output is growing, and 
how efficiently the economy is 
operating.

2. The macro economy of the United 
States is made up of the consumer, 
investment, government, and foreign 
sectors. Together, they represent the 
aggregate demand that consumes the 
GNP.

3. Other measures of national output 
include net national product, national 
income, and disposable income.

4. Price indices are used to remove the 
distortions of inflation in order to find 
real GNP or GNP in constant dollars.

5. When real GNP increases from one 
year to the next, the economy has 
experienced economic growth.

6 . Economic growth fosters a higher stan
dard of living, allows government to 
perform its functions more easily, 
helps solve domestic problems, permits 
greater assistance to developing coun

tries, and helps the Free World meet 
the challenges of communism.

7. The terms recession and expansion are 
used to describe the state of the econ
omy as it passes through the phases of 
the business cycle.

8 . Swings in the business cycle can affect 
the success the labor force has in find
ing employment.

9. Other types of unemployment besides 
cyclical include frictional, structural, 
seasonal, and technological.

10. Inflation, a special type of economic 
instability, can be caused by excess 
demand, cost-push, a wage-price spi
ral, and excessive monetary growth.

11. Several different economic philoso
phies have evolved over time to help 
cope with economic instability. These 
include demand-side economics, sup- 
ply-side economics, and monetarism.

12. Both demand-side and supply-side eco
nomics are concerned with policies to 
stimulate production and employment, 
while monetarism places primary im
portance on the role of money and the 
growth of the money stock.

Я  The Unit in Review
1. What are the shortcomings of GNP? 2. What are the five measures of national

How serious are they? income? How is each derived?

432



3. What is the value of price indices?

4. What role do the factors of production 
and productivity play in economic 
growth in the United States?

5. What has been the history of produc
tivity growth in the United States 
since the end of World War II? What 
accounts for this record?

6 . What is the difference between the un
employment and the employment rate?

7. What are several causes of inflation?

8 . What effects do unemployment and in
flation have on the economy?

9. How do demand-side economics, sup
ply-side economics,, and monetarism 
differ?

Building Consumer Skills
Using Credit Wisely

Over the years, credit cards have be
come a way of life for many people. Credit 
cards can be used today to buy a variety 
of items that range from gasoline for your 
car to furniture for your house to groceries 
for yourself. Because credit cards are so 
easy to use, it is necessary to learn to use 
them wisely. Follow the steps presented in 
the exercise below to learn how to use 
credit cards wisely.

1. Ask yourself: How much money do I 
have left to spend each month after I 
have paid all my expenses? W ill I con
tinue to have that amount or more each 
month? Since most credit card pay
ments are due monthly, credit should 
be used only if you have money in your 
budget to pay for it.

2. When a person applies for credit, he or 
she generally must answer questions 
about employment, residence, capital,

resources, and debts to show that he or 
she has the character and earning ca
pacity to be eligible for credit. How 
would you rate yourself in each of these 
areas?

3. Before you open a charge account, find 
out what kind of credit plans are avail
able. Most stores have three plans: a 
regular, or 30-day, charge which must 
be paid in full in 30 days; a revolving 
charge which allows purchases to be 
made up to a fixed amount and pay
ment to be spread over several months; 
a time-pavment plan with payments 
budgeted over an extended period of 
time. Finance charges vary according to 
the plan. To determine which plan is 
best for you, consider the kinds of pur
chases you plan to make, how often you 
plan to make them, and how much 
money you w ill have available to pay 
for them.
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Today, no country— even the most productive one— is totally self-sufficient. As a 

result, most countries have to trade with others whose economics systems may be 

different from their own.
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International Trade
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Our interest will be to throw open the doors o f  commerce, and to knock off its 

shackles, giving freedom to all persons for the vent o f  whatever they may choose 

to bring into our ports, and asking the same in theirs.
Thomas Jefferson



Chanter IS

fSl After reading this chapter, you w ill be able to:

•  Explain how absolute and comparative advantages benefit coun
tries engaged in international trade.

•  Debate the arguments for and against protectionism and free 
trade.

•  Explain the differences between fixed and flexib le exchange rates.

•  Discuss the effect of trade imbalances on the United States 
economy.

1

18.1 Benefits of International Trade
The key to trade— be it among people, 

states, or countries— is specialization.
Some people, for example, specialize in 
cutting hair. Others specialize in fixing 
television sets. These people exchange 
their services for money, which they then 
can use to buy the specialized talents and 
services of others.

Different areas of the United States tend 
to specialize in certain kinds of economic 
activity in much the same way. Pittsburgh, 
for example, is a center of the steel indus
try and Detroit of the automobile industry. 
The midwest and high plains areas are

known for wheat farming, Texas for oil 
and cattle, and Florida and California for 
citrus fruit. All o f these states trade with 
one another so that people in one area can 
consume the goods and services offered by 
people in other areas.

What can be said about specialization in 
the United States also can be said about 
specialization in other regions of the 
world. Each region or country generally 
does what it is best suited to do. As a 
result, international trade allows all coun
tries the opportunity to take advantage of 
local production efficiencies.
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AMERICAN DEPENDENCY O N  TRADE:
IMPORTS AS A  PERCENT OF CONSUMPTION, 1984 
------ ■---------—  —  ■ ----------------------------------- --------------

RAW
MATERIAL

IMPORTS AS 
A PERCENT 

OF CONSUMPTION

PRIMARY
FOREIGN
SOURCES

USE OF
RAW MATERIAL

Industrial
Diamonds

100 South Africa Industrial cutting tools, 
Oil well drills

Columbium 100 Brazil, Canada, 
Thailand

Atomic energy reac
tors, hardened steel

Mica (sheet) 100 India, Belgium, 
France

Electrical insulation, 
ceramics

Strontium 100 Mexico, Spain Flares, fireworks

Manganese 99 South Africa, 
Gabon, Australia

Stainless steel, 
dry cell batteries, dies

Cobalt 95 Zaire, Zambia, 
Canada

High temperature jet 
fighter engines

Tantalum 94 Thailand, Malaysia, 
Brazil

Surgical instruments 
and missile parts

Chromium 82 South Africa, 
Zimbabwe, 
Soviet Union

Chrome, ball bearings, 
trim on appliances 
and cars

Asbestos 75 Canada, 
South Africa

Insulation, cement, 
fireproof clothing

Source: Statistical Abstract o f  the United States, 1986

Table 18-A

EXTENT OF TRADE
In recent years, international trade has 

become increasingly important to all na
tions. Most of the products exchanged are 
goods, although some services, such as in
surance and banking, are also bought and 
sold. For example, the United States alone 
imported nearly $552 billion in goods and 
services in 1985. This was almost $2072 
for every person in the country.

The sheer magnitude of trade between 
nations of such different geographic, politi

cal, and religious characteristics proves 
that trade benefits nations. Nations freely 
trade for the same reason individuals do— 
they believe they are better off with trade 
than without it.

Without international trade, many prod
ucts would not be available on the world 
market. Bananas, for example, would not 
leave Honduras, nor would coffee beans 
leave Brazil. Raw materials, such as indus
trial diamonds and cobalt needed for man
ufacturing and national defense, would not 
be available.
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Figure 18-1

UNITED STATES MERCHANDISE TRADE BY AREA, 1984
IN BILLIONS OF DOLLARS

Japan 1
Canada

Western
Europe

Australia 

N'ew Zealand 

South Africa

Rest of 
the world

OPEC
Countries
Iraq
Libya
Algeria
Venezuela
Ecuador
Nigeria
Gabon
Saudi Arabia 
Qua tar 
Kuwait 
Iran
United Arab 

Emirates 
Indonesia

Source: Economic Report of the President, 1986
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ABSOLUTE ADVANTAGE
In some cases, a country finds it cheaper 

to import a product than to manufacture 
it. The differences in the cost of produc
tion from one country to another are a 
basis for international trade. They are due 
chiefly to differences in natural resources, 
climate, labor force, and capital. When a 
country is able to produce more of a given 
product than another, it is said to enjoy 
an absolute advantage.

Consider, for example, the case of two 
countries, Alpha and Beta, which are the 
same size in terms of area, population, 
and capital stock. The only difference be
tween the two is the climate and soil fer
tility. In each country, only two crops can 
be grown—coffee and cashew nuts.

If both countries devote all o f their ef
forts to the production of coffee alone, 
Alpha can produce 40 million pounds and

Beta 6  million. Alpha, then, has an abso
lute advantage in the production of coffee. 
If both countries devote all their efforts to 
the production of cashew nuts alone, 
Alpha can produce 8  million pounds and 
Beta 6  million. Alpha, then, also has an 
absolute advantage in the production of 
cashew nuts.

COMPARATIVE ADVANTAGE
Even when one country enjoys an abso

lute advantage in the production of all 
goods, trade between it and another coun
try still can be of value if one of them can 
produce a good better than the other. A 
country has a comparative advantage if it 
is relatively more efficient producing a 
certain good.

In the case of Alpha and Beta, Alpha can 
produce nearly seven times as many coffee

This Latin American 
worker is a picker on 
a coffee plantation. 
Why do some nations 
specialize in the pro
duction of certain 
crops?
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Profile
Jacob Viner

Jacob Viner was an American 
economist who taught at Princeton 
University and the University of 
Chicago. While at Chicago, he was 
a senior member of what is now 
known as the Chicago School. Like 
most of the School’s other mem
bers, Viner believed in freedom 
from intervention by the central 
government. He and the other 
members wanted the government 
to have less say about banking and 
monetary policy. They wanted in
stead a money growth rule that 
allowed the money supply to grow at a fixed percentage rate each 
year. They also thought that banks should be required to keep 100 
percent of all deposits in required reserves, which would do away 
with fractional reserve banking as most people know it today.

Viner made several important contributions to the theory of the 
firm. In 1921, he outlined the basic idea for the differentiation of 
products produced by firms. In 1931, in an article entitled “ Cost 
Curves and Supply Curves,” he developed much of what is consid
ered today the standard analysis of the cost curves of the purely 
competitive firm.

Viner also made several contributions in the area of internation
al trade theory. In a 1937 work, Studies in the Theory o f  International 
Trade, he examined the difference between opportunity costs and 
real costs as a basis for trade. He believed that the main cost of 
producing most goods was labor and that a nation might want to 
work less to get the same real income it had without trade.

Viner also contributed several theories about the role in interna
tional trade of the customs union—a group of countries which agree 
to common tariff schedules and rates. He argued that a customs 
union formed by competing countries would lead to an increase in 
the real amount of goods and services traded, while one formed by 
complementary' countries would just mean substituting a high-cost 
partner for a low-cost foreigner. Viner believed that even though 
customs unions might lead to freer trade, they also might lead to a 
loss of welfare and economic well-being.

1892-1970
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Countries should con
centrate on those 
goods or crops that 
they produce best. By 
doing so, how does 
this affect world out
put?

beans as Beta. So, if Alpha were to spe
cialize in the production of one good, it is 
likely to choose coffee beans. Alpha, then, 
also has a comparative advantage in the 
production of coffee.

On the other hand, Beta does a relative
ly better job of producing cashew nuts. 
Beta, then, has a comparative advantage 
in cashew nuts. For this reason, if Beta 
were to specialize in the production of 
one product, it would choose cashew nuts.

The concept of comparative advantage is 
based on the assumption that everyone 
will be better off producing the products 
they produce best. This concept applies to 
individuals, companies, states, and regions 
as well as to nations involved in interna
tional trade.

When nations in the real world special
ize in the goods they are most efficient in 
producing, the total world output is 
greater. Take, for example, the case of the 
United States and Brazil. The United 
States has excellent supplies of iron and

coal. It also has the capital and the labor 
that are needed to produce tractors and 
farm machinery efficiently. Brazil, on the 
other hand, does not have as much capital 
or skilled labor. But it does have the 
amount and kind of land, labor, and cli
mate to produce coffee efficiently.

The United States, then, has a compara
tive advantage in the production of trac
tors and farm machinery. Brazil, on the 
other hand, has a comparative advantage 
in the production of coffee. Trade between 
the two countries would be of value to 
both. Each of the countries could produce 
its specialty at a lower cost and enjoy 
larger total consumption.

Section Review
1 . Why do nations trade with one another?

2. When does a country enjoy an absolute 
advantage? A comparative advantage?

3. What must take place before gains can 
be realized from trade?
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18.2 Barriers to International Trade
Although international trade can bring 

many benefits, some people object to it 
because it can displace selected industries 
and groups of workers. It is not unusual to 
hear workers say they have lost their jobs 
because of "unfair” foreign competition. 
Therefore, while people in general tend to 
support international trade, there are some 
who are very strongly against it.

RESTRICTING 
INTERNATIONAL TRADE

Over the years, trade has been restricted 
in two major ways. One is through the use 
of a tariff—a tax placed on imports to 
increase their price in the domestic mar
ket. The other is through the use of a 
quota—a limit placed on the amount of a 
product that can be imported.

TARIFFS. There are two kinds of tariffs— 
protective and revenue. A protective tariff
is a tariff high enough to protect less 
efficient domestic industries. Suppose, for 
example, it costs $1 each to produce gad
gets in the United States. But they can be 
imported from another country for 350 
each, including transportation costs. If a 
tariff of 95c were placed on each gadget 
made in that country, the cost could climb 
to $1.30 each—more than the cost of the 
American-made gadget. In this way, the 
domestic industry would be protected 
from being undersold by a foreign one.

The revenue tariff is a tariff designed 
chiefly to raise money for the government. 
It must be high enough to generate funds 
when imported goods enter the country, 
yet not so high as to reduce imports. If, 
for example, the tariff on gadgets imported 
from abroad were 40tf, the price of the

imported gadgets would be 750, or 25tf 
less than the price of the American-made 
ones. The tariff, then, would be raising 
revenue rather than protecting domestic 
producers from foreign competition.

In reality, all tariffs raise some revenue 
and offer some protection. Before the Civil 
War, they were the chief source of revenue 
for the federal government. From the Civil 
War to 1913, they provided a little more 
than one half o f the government’s total 
revenue. In 1913, however, the federal in
come tax was passed. It gave the govern
ment a new and more profitable source of 
revenue.

QUOTAS. Sometimes, foreign goods cost 
so little that it is hard to place a tariff on 
them high enough to protect the domestic 
market. In such cases, the government 
generally uses a quota to keep foreign 
goods out of the country.

Quotas can be more powerful and have 
more of an impact on international trade 
than tariffs. A quota can be set as low as 
zero to keep a product from entering the 
country at all. Once the total supply of the 
product is restricted, domestic consumers 
will not be able to consume as much of it 
and domestic producers can charge higher 
prices for it. Most people just do not real
ize how much the total supply of products 
in any country can be affected by quotas.

OTHER BARRIERS. Tariffs and quotas 
are not the only barriers to trade. Many 
imported foods, for example, sometimes 
are subject to health inspections far more 
rigorous than those given to domestic 
foods. Another tactic is to require import
ers to get a license to import. If the gov
ernment is slow to grant the license, or if 
the license fees are too high, international 
trade is restricted.
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Profile

Bertil Ohlin
Bertil Ohlin is a Swedish econ

omist who studied at the Universi
ty of Stockholm in Sweden. He is 
noted for his contributions to the 
theory of international trade. His 
best-known works in this area are 
The Theory o f  Trade (1924), Interre
gional and International Trade 
(1933), and International Economic 
Reconstruction (1936).

Ohlin believes that compara
tive advantage results from the fact 
that regions are unequally endowed 
with productive resources. In his 
view, it is difficult, if not impossible, to move some of these 
resources from country to country. International trade, however, 
provides a way to do this by moving internationally the goods and 
services produced with those resources.

Ohlin also felt that gold bullion need not be moved from 
country to country to pay trade debts. Instead, when, for example, a 
country's imports are greater than its exports, the difference should 
be settled by the transfer of bank balances from one country to 
another.

Still another tactic is for one country to 
intimidate another into restricting trade 
voluntarily. One of the most recent cases 
of this involved the American automobile 
industry, which was losing sales to foreign 
manufacturers. In fact, by 1981, the United 
States had lost its position as the world ’s 
number one automobile producer to 
Japan.

One of the major reasons for Japan’s 
success was price. Labor costs in the Unit
ed States were nearly $7 to $10 an hour 
higher than rates in Japan. This made the

Japanese-made cars cheaper than the 
American-made ones. Another reason was 
quality. Many people thought the foreign- 
built cars were better-made than the do
mestically produced ones. As a result, they 
bought the foreign-made ones instead of 
those made at home.

Domestic automobile producers found it 
easier to push for quotas than to lower car 
prices. In the end, they managed to get the 
Japanese to "voluntarily” restrict car ex
ports to the amount of cars Japan had 
actually sold to the United States. As a
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result, domestic manufacturers had less 
competition, and Americans had fewer 
cars from which to choose. This made 
domestic prices higher than they would 
have been otherwise.

ARGUMENTS FOR PROTECTION
International trade has been a subject of 

debate for many years. Some people, 
known as protectionists, favor tariffs, 
quotas, and other trade barriers. Others, 
known as free traders, favor freer trade.

NATIONAL DEFENSE. One of the most 
important arguments against freer trade 
centers on national defense. Protectionists 
argue that without trade barriers, a coun
try could become too specialized and end 
up too dependent on other countries.

In time of war, a country might not be 
able to get such critical supplies as food,
oil, and weapons. This is the reason why 
today the governments of such countries 
as Israel and South Africa have developed 
large armaments industries. They want to 
be sure they will have a domestic source 
of supply if hostilities break out or other 
countries impose economic boycotts.

Free traders admit that this is a fair 
argument against free trade. They feel, 
however, that the value of having a reli
able source of domestic supply must be 
weighed against the fact that the supply 
will be smaller and possibly less efficient 
than it would be with trade. There also is 
the problem of deciding which industries 
are critical to the national defense. In the 
past, the steel, auto, ceramic, and electron
ic industries all have argued that they are 
critical to national defense.

INFANT INDUSTRIES. Another is the 
infant industries argument that says that 
new and emerging industries should be 
protected from foreign competition. Protec

tionists claim that these industries need to 
gain strength and experience before they 
can compete against industries in devel
oped countries. Trade barriers would give 
them the time they need to develop. If 
they have to compete against the devel
oped countries too soon, they might never 
make it.

Many people are willing to accept the 
infant industries argument only if protec
tion will be eventually removed so that 
the industry can compete on its own. It is 
hard to judge, however, whether or not 
this will happen because of the amount of

There are several protectionist arguments. 
How might the issue of protectionism differ 
for a worker and a consumer?

Berry's World

"You like protectionism as a working man. 
How about as a consumer?’’
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time that must pass before the industry 
reaches maturity.

Some developing countries of Latin 
America, for example, have tried to mod
ernize by using protective tariffs to protect 
their infant automobile industries. Some of 
these tariffs went as high as several hun
dred percent. In many cases, this raised 
the price of used American-made cars to 
more than double the cost of new ones in 
the United States.

PROTECTING DOMESTIC JOBS. A third 
argument—and one of the ones used most 
often— is that tariffs and quotas protect 
domestic jobs from "cheap” foreign labor.

Workers in the shoe industry, for exam
ple, often protest the import of lower-cost 
Italian, Spanish, and Brazilian shoes. Gar

ment workers often oppose the import of 
lower-cost Korean, Chinese, and Indian cloth
ing. Steel workers have even thrown up bar
ricades to keep foreign-made cars out of com
pany parking lots to show their displeasure 
with the use of foreign-made steel to produce 
them.

Whether limiting foreign trade really 
preserves American jobs is hard to prove. 
Over the long run, the industries that find 
it hard to compete are generally the less 
efficient ones. For this reason, many peo
ple believe it is better to allow these in
dustries to be phased out so resources can 
be freed to use somewhere else. The prob
lem, however, lies in the“short run, where 
there is unemployment and the hardships 
that go along with it. Workers can hardly 
be blamed for wanting to keep their jobs

The workers in the photograph below believe that foreign imports cost 
American workers their jobs. Thus, they want imports restricted. What are 
some arguments protectionists use in support of trade restrictions?

446 WORLD ECONOMY



or live in the communities where they 
grew up. The fact remains, however, that 
while protection can help in the short run, 
it does not preserve jobs for very long.

When inefficient industries are protect
ed, the economy produces less and the 
standard of living goes down. Because of 
unnecessarily high prices, people buy less 
of everything, including those goods pro
duced by protected industries. This re
duces everyone’s income even further. If 
prices get too high, substitute products 
will be found in time, and the economy 
will be in more trouble.

Free traders argue that the profit and 
loss system is one of the major features of 
the American economy. The profits are 
needed to reward the efficient and hard
working, while the losses are needed to 
eliminate the inefficient and weak.

KEEP THE MONEY HOME. Another argu
ment, which is a variant of protecting 
domestic jobs, claims that limiting im
ports will keep American money in the 
United States instead of allowing it to go 
abroad.

Free traders, however, point out that the 
American dollars that go abroad generally 
come back again. The Japanese, for exam
ple, use the dollars they receive for their 
automobiles and television sets to buy 
American cotton, soybeans, computers, and 
airplanes. These purchases benefit Ameri
can workers in those industries.

The same is true of the dollars used to 
buy OPEC oil. They come back to the 
United States as oil-wealthy foreigners buy 
American-made oil technology, Kentucky 
horse farms, and Hollywood mansions. In 
a sense, then, protectionists who want to 
limit imports to "keep the money home” 
actually are making it harder for Ameri
cans who depend on exports for their jobs.

HELPING THE BALANCE OF PAYMENTS. 
Another argument has to do with the ba l

ance of payments— the difference between 
the money paid to and received from other 
nations.

Protectionists argue that restrictions on 
imports will help the balance of payments. 
When the economy runs a trade deficit— a 
deficit in the balance of payments— it is 
spending more on imports than it earns on 
exports. As a result, money leaves the 
country. This means that jobs are lost and 
the dollar is threatened.

What protectionists overlook, however, is 
that the dollars w ill return to the United- 
States to stimulate employment in the ex
port industries. In the United States today, 
the balance of payments adjusts automati
cally to deficits and surpluses. For this 
reason, most economists do not feel that 
interference with free trade can be justi
fied on the grounds of helping the balance 
of payments.

FREE TRADE MOVEMENT
Using trade barriers to protect domestic 

industries and jobs works only if other 
countries do not do the same in return. If 
they do, all countries suffer because they 
then have neither the benefits of efficient 
production, nor access to less costly inputs 
from other places.

This happened in 1930 when the United 
States passed the Sm oot-Hawley Tariff, 
one of the highest in history. It set import 
duties so high that the price of many 
imported goods rose nearly 70 percent. 
When other countries did the same, inter
national trade nearly came to a halt.

Since then, most countries have lowered 
tariffs to try to rebuild trade. In 1934, for 
example, the United States passed the Re
ciprocal Trade Agreements Act, which al
lowed it to reduce tariffs by up to 50 
percent if the other countries agreed. The
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Case Study: Issue

Protectionism or Free Trade: 
Which is Better for the United 
States?

In recent years, competition from foreign producers has in
creased. As a result, many people, including some legislators, are 
urging the United States to adopt some protectionist measures, 
including quotas and tariffs on imports.

Those who want protectionism say that protecting American 
workers and industries is long overdue. They point out that losses 
in textile, shoe, computer, steel, and auto industries are examples of 
industries hit hard by foreign competition. Moreover, they argue 
that workers are also hurt when plants are forced to close down.

Those who argue against protectionism, or those who want free 
trade, point out that foreign competition keeps the prices of all 
goods down. While some workers may suffer temporary unemploy
ment, the overall benefit is a larger supply of high-quality, low- 
priced goods. Besides, businesses do not always suffer when a plant 
closes. They point out that if production can be moved to a less 
expensive location, the company makes more profits and sharehold
ers, usually American citizens, receive bigger dividend payments. 
Finally, those opposed to protectionism argue that if the United 
States adopts such a plan, foreign countries are likely to retaliate. If 
so, they could hurt America by cutting off necessary raw materials 
imported from other countries.

1. What do protectionists believe? Why are they opposed to free 
trade?

2. What do free-traders believe? Why are they opposed to 
protectionism?



act also contained the most favored nation
clause— a provision allowing a country to 
receive the benefits of a tariff reduction 
negotiated between the United States and 
another country.

Suppose, for example, the United States 
and Finland have a trade agreement with 
a most favored nation clause. If the United 
States then negotiates a tariff reduction 
with another country, it would also apply 
to Finland and any other nation with the 
most favored nation clause. This clause is 
very important to a foreign country be
cause it means that its goods will sell at a 
lower price in the American market.

In 1947, 23 countries signed the General 
Agreement on Tariffs and Trade (GATT). 
This agreement extended tariff concessions 
and worked to do away with import 
quotas. It was followed by the Trade Ex
pansion Act of 1962, which gave the Presi
dent of the United States the power to 
negotiate tariff reductions another 50 per
cent. As a result of this legislation, there 
were significant tariff reductions in 1967 
and 1979, with more than 100 countries 
agreeing to reduce the average level of

tariffs. Other barriers to trade, such as 
quotas, unnecessary inspections, and li
censing requirements were also reduced.

Because so many countries were willing 
to enter into agreements to reduce tariffs 
and quotas, international trade is flourish
ing today. Tariffs that once nearly doubled 
the price of many goods now increase the 
average cost by only a few percent. On 
many classes of goods, they have been 
done away with altogether. This is one of 
the major reasons stores and shops today 
are able to offer such a wide variety of 
industrial and consumer goods.

Section Review ,
1. In what ways can trade be restricted? 

Which has the greatest impact?
2. How do protectionists feel about the 

United States’ involvement in free 
trade?

3. When does using trade barriers to pro
tect domestic industries and jobs work?

4. What has been the purpose of trade 
legislation in the United States since 
1934?

18.3 Financing International Transactions
Trade between nations is similar to ex

change between individuals. The major 
difference is that each country has its own 
monetary system. Because of the number 
of different currencies used, financing of 
trade is much more difficult.

FOREIGN EXCHANGE
Consider the following example. An 

American firm wants to import suits from

a company in England. Since the British 
firm pays its bills in the currency called 
pound sterling, it wants to receive pay
ment in sterling. This means that the 
American firms must exchange its dollars 
for British pounds.

Suppose that one pound sterling— £1— 
is equal to $1.42. If the suits are valued at 
£1000 in London, the American importer 
can go to an American bank and, for 
$1420 plus a small service charge, buy a 
£1000 check. Once the American firm has
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the check, it can pay the British merchant, 
and the suits can be imported.

At times, American exporters also will 
sell goods for which they are willing to 
accept in return foreign currency or checks 
written on foreign banks. They then depos
it the payments in their own banks, which 
helps the American banking system build 
a supply of foreign currency. This currency 
then can be sold to American firms that 
want to import goods from other coun
tries. In the end, both the importer and 
the exporter end up with the currency of 
their own countries.

In the field of international finance, 
these foreign currencies are also known as 
foreign exchange and are bought and sold 
in the foreign exchange market. Both 
banks that help secure foreign currencies 
for importers and those that accept them 
from exporters are part of this market.

When the price of one country’s curren
cy is described in terms of another coun

try’s, it is known as the foreign exchange 
rate. The rate can be quoted in terms of 
the United States dollar equivalent—£ = 
$1.42—or in terms of currency per United 
States dollar— $1.00 = £ .70. Most often, 
however, it is reported in terms of the 
currency of both countries.

FIXED EXCHANGE RATES
Historically, there have been two major 

kinds of exchange rates— fixed and flexible. 
For most of the twentieth century, the 
world depended on fixed exchange rates— 
a system under which the price of one 
currency is fixed in terms of another so 
that the rate does not change.

When the world was on a gold standard, 
for example, all countries defined their 
currency in terms of a given amount of

Some banks have 
windows like the one 
in the photograph 
where people can ex
change their currency 
for that of another 
country’s. What is a 
foreign exchange 
rate?
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Understanding Sources

Foreign Exchange
The selected listing below appeared in the financial pages of 

The Wall Street Journal, October 23, 1986. Review the data and 
then answer the questions that follow.

FOREIGN EXCHANGE
Thursday, October 23, 1986 

The New York foreign exchange selling rates below apply to trading among banks 
in amounts of $1 million and more, as quoted at 3 p.m. Eastern time by Bankers 
Trust Co. Retail transactions provide fewer units of foreign currency per dollar.

U.S. S Equiv.
Currency 
per U.S. $ U.S. $ Equiv.

Currency 
per U.S. $

Country
Argentina (Austral)....
Australia (D o lla r)........
B razil (Cruzado)..........
Britian (Pound)...........

30-Day Forward.. 
90- Day Forward ... 

180-Day Forward....
Canada (D o lla r)...........

30-Dav Forw ard... 
90-Day Forward. .. 

180-Dav Forward....
Chile (O ffic ia l ra te )....
China (Yuan )...............

Thure. Wed. Thurs. Wed. Country Thurs. Wed. Thurs. Wed.

9208 9208 1 086 1.086 France (Franc)............. .1525 .1539 6 5580 6.4985
.6475 .6382 1.5444 1.5669 30-Day Forward. .1522 .1538 6.5700 6.5010

1.4245 1.4320 .7020 .6983 90-Day Forward. .. .1516 .1528 6.5980 6.5425
1.4245 1.4320 .7020 .6983 180-Day Forward.... 1506 .1519 66380 6.5825
1.4180 1.4259 .7052 .7013 Israel (Shekel)............. .6725 .6725 1.487 1.487
1.4040 1.4137 .7123 .7074 Japan (Y en )................. .006295 .006418 158.85 155.80
1.3888 1.3971 7200 .7158 30-Day Forward. .. .006305 .006427 158.65 155.59

7204 .7194 1 3881 1.3900 90-Day Forward.... .006313 .006437 158.41 155.34
.7191 .7180 1.3907 1.3927 180-Day Forward. .. .006330 .006457 157.98 154.88
.7159 .7149 1.3969 1.3987 W . Germany (Mark)... 

30-Day fo rw a rd  ...
4990 .5037 2 0040 1.9852

.7109 .7098 1.4067 1.4089 .4997 .5044 2.0013 1.9825
.005111 .005111 195.66 195.66 90-Day Forward.... .5009 .5059 1.9966 1.9765

.2707 .2707 3 6943 3.6943 180-Day Forw ard .... .5024 .5073 1.9905 1.9712

1. What is the currency unit used by Britain? China? Israel?
2. What is the value of a Japanese yen in dollars?
3. What is the value of a U.S. dollar in yen?

gold. Before 1971, the United States dollar 
was worth 1/35 ounce of gold, the British 
pound 1/11.43 ounce of gold, and so on. 
Once the gold content was specified, the 
value of one country’s currency could be 
determined in terms of the value of an
other country’s currency. The British 
pound, for example, was backed by 2 .8  

times as much gold as the American dol
lar. Therefore, the British pound was 
worth $2.80.

Gold not only served as the common 
denominator that allowed comparisons to 
be made. It also was used to keep ex
change rates in line. Suppose, for example, 
that a country’ allowed its money supply 
to grow too fast and then spent some of 
the money on imports. Under a gold stan
dard, the other countries holding the cur
rency would have the right to demand 
that it be converted into gold. Since no 
country wants to lose its gold, each
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worked to keep its money supply under 
control.

This, however, did not work in the 
1950’s and 1960’s when the United States 
developed a huge appetite for imports. 
During that time, it bought large quanti
ties of foreign goods with dollars. At first, 
foreign countries willingly held dollars 
since they were acceptable as an interna
tional currency. Year after year, dollars 
went to other countries to buy imports, 
while only a portion of these dollars came 
back as other countries bought American 
exports.

As dollars began to pile up in the rest of 
the world, many countries became nervous 
about whether or not the United States 
could honor its promise that the dollar 
was "as good as gold.” As a result, France 
and several other countries sent their dol
lars back to the United States and de
manded gold in return at the rate of $35 
an ounce. By the late 1960’s, the United 
States had a problem because of the huge 
number of foreign-held dollars that could 
be converted into gold.

The United States could have solved the 
problem in several different ways. It could 
have put limits on imported goods. This, 
however, would not help if other countries 
retaliated by limiting American products.
It could have restricted the growth of the 
money supply. But this might have lead to 
a recession with rising unemployment and 
political unrest. Or, it could have decided 
on devaluation— making currency worth 
less in terms of gold. This, however, would 
not work either if other countries followed 
suit and reduced their gold content by as 
much or more. Then, too, many American 
politicians viewed devaluation as an ad
mission of failure and were not in favor of 
such a move.

Instead, President Richard Nixon solved 
the problem in August 1971, by announc
ing that the United States no longer would

redeem dollars for gold. This saved the 
gold stock for other purposes. At the same 
time, however, it angered many foreign 
holders of American dollars who were 
planning to cash them in for gold.

FLEXIBLE EXCHANGE RATES
When the United States went off the 

gold standard, the world monetary system 
went to floating, or flexible exchange 
rates. Under this system, the forces of 
supply and demand establish the value of 
one country’s currency in terms of the 
value of another country’s currency.

The supply and demand graphs on page 
453 show how this could happen. Before 
1971, for example, the price of the German 
mark (DM) in the United States was 25c, 
and the price of the dollar in Germany 
was 4 DM’s. In the years that followed, 
however, the United States imported more 
from Germany than it exported.

As importers in the United States sold 
dollars for DM’s, two things happened.
The sale of dollars increased the supply of 
dollars in the foreign currency market.
This drove the value of the dollar down.
At the same time, the growing demand for 
DM’s drove up the value of the DM.

This actually happened in the early 
1970’s. At the time, one American dollar 
was worth four DM’s. Therefore, if it cost
12,000 DM’s to make a Volkswagen, an 
American importer would have had to pay 
$3000 to get enough DM’s to buy it. Even 
after adding on shipping charges and other 
expenses, the importer still could sell the 
automobile at a competitive price. But as 
more cars were imported, the supply of 
dollars in the foreign exchange market in
creased. At the same time, the demand for 
DM’s rose and caused the value of the 
dollar to drop.
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Figure 18-2

When the dollar reached a new level of
2.0 DM’s, the importer had to pay more 
for the DM’s. Although the car still cost
12.000 DM’s at the factory, the new ex
change rate made it cost the importer 
more dollars. To get the 12,000 DM’s, the 
importer would have to give up $6000 
instead of $3000. At the higher price, the 
car no longer was as competitive as 
before.

Excessive imports, then, caused the defi
cit in the balance of payments. This drove 
the value of the dollar down and made 
imports cost more. At the same time, how
ever, the fact that the dollar was weak 
caused American exports to rise.

A German company that wanted to buy 
American soybeans at $ 6  a bushel before 
1971, for example, would have given up 24

DM’s for each bushel. After 1971, however, 
it had to give up only 12 DM’s for each 
bushel. Because of this, soybeans were 
cheaper and more could be sold abroad.

When the world first went to the system 
of flexible rates, some people feared it 
might not work because of the fluctuations 
in exchange rates. However, the system of 
flexible rates worked better than most peo
ple thought it would. A company can even 
buy foreign exchange futures—currencies 
on the futures market— to protect against 
changing exchange rates. In other words, 
it can agree to buy currency 30, 90, or 180 
days in the future at prices agreed upon in 
the present. More importantly, the switch 
to a system of flexible rates did not inter
rupt the growth in international trade as 
many people had feared. More countries
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The International Monetary Fund was originally established to set up an 
international system of fixed exchange rates for its member nations. 
Today, however, it has a different role. How does its present role differ 
from its original purpose?

trade with one another today than ever 
before.

INTERNATIONAL 
MONETARY FUND

Today some stabilization of exchange 
rates is done by the International Mone
tary Fund (IMF). The fund originally was 
formed in 1944 by 44 countries that want
ed to set up an international system of 
fixed exchange rates. Each country agreed

to contribute a pool o f currency and gold 
to be used to fix exchange rates at agreed- 
upon levels.

Under today’s system of flexible rates, 
the IMF plays a slightly different role. 
Instead of using gold and currency to fix 
rates at a specific level, it uses them to 
stabilize exchange rate fluctuations. Al
though it may allow a country’s rate to 
rise or fall slowly, it w ill step in to pre
vent dramatic changes.

The IMF also has de-emphasized the use 
of gold in international finance. In 1967, 
the IMF and its member nations agreed to
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use a special d raw in g  right (S D R )—a form 
of "paper gold”— to add to the funds re
serves. The SDR’s are paper bookkeeping 
entries much like member bank deposits 
at the Federal Reserve System. They func
tion as reserves only because the member 
nations of the IMF agree to use them as 
such to settle trade balances with one 
another.

Section Review
1. What are two major kinds of foreign 

exchange rates? How are they different?

2. Why did the United States go off the 
gold standard? What happened when it 
did so?

3. What is the role of the IMF in today’s 
economy?

18.4 Trade Imbalances and 
the United States Economy

Since floating rates became the standard 
in late 1971, the Federal Reserve System 
has been keeping a statistic called the 
trade-weighted value o f  the U .S . do llar.
This index shows the strength of the dollar 
against a group of foreign currencies.
When the index falls, the dollar is “ weak” 
in relation to other currencies. When the 
index rises, the dollar is "strong.”

The figure on page 456 shows how the 
value of the trade-weighted dollar has 
changed from 1973 to 1986. When the 
dollar weakens as from 1973 to 1980, for
eign goods become more expensive than 
American goods. As a result, exports rise, 
imports fall, and the balance of payments 
improves.

Yet, when the dollar gets stronger, as 
from 1981 to 1986, foreign goods become 
less expensive than American goods. As a 
result, exports fall, imports rise, and the 
balance of payments gets worse.

value of that country’s currency on the 
foreign exchange markets. As a result, 
this causes a chain reaction that affects 
output and employment in that country’s 
industries.

For example, the large deficit in the 
United States balance of payments since 
1981 meant that the foreign exchange mar
kets were flooded with dollars. An increase 
in the supply of dollars, as illustrated ear
lier in the graphs on page 453, means that 
the dollar will eventually lose some of its 
value on the foreign currency markets. 
When the dollar gets weaker, Americans 
have to pay more for imports, and 
foreigners pay less for American exports. 
Imports fall, exports rise, then unemploy
ment in the import industries results. In 
time, the dollar w ill get strong again and 
the process reverses. This shifts demand 
from one industry to another, which 
causes changes in output and employment.

DANGERS OF A TRADE DEFICIT CORRECTING A TRADE DEFICIT
Whenever a country has a large, long- 

lasting trade imbalance, it affects the
Under flexible exchange rates, trade defi

cits will automatically correct themselves
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through the price system. A strong curren
cy, for example, w ill probably lead to a 
deficit in the balance of payments. The 
bigger the deficit, and the longer it lasts, 
the more likely the value of the currency 
will fall. Because the length of time it 
takes for this to happen varies, improve
ment in trade balances cannot be predict
ed very accurately.

Sometimes trade imbalances can be im
proved with quotas, tariffs, or other 
means. But most economists believe that 
when legislators use these methods, threat

ened industries only receive temporary re
lief. Past attempts to legislate trade flows 
have largely failed. As a result, many peo
ple believe that it is better for a country 
to adjust to change a little bit at a time, 
rather than all at once.

Deficits and surpluses in a country’s bal
ance of payments generally tend to be 
temporary. In 1978, for example, the dol
lar started to get weak and people worried 
about unemployment in the import indus
tries. Then, in 1981, the dollar got strong 
again, which caused people to worry about
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unemployment in the export industries. 
Because deficits and surpluses in a coun
try’s balance of payments generally correct 
themselves, the United States and many 
other countries no longer design economic 
policies just to improve their balance of 
payments.

Section Review
1. What happened to the balance of pay

ments in the United States in the mid- 
1980’s?

2. What is the major danger of a trade 
deficit?

Chapter 18 Review
1

Summary
1. Goods or merchandise makes up most 

of the things traded between nations.

2. Differences in the cost of production 
from one country to another are a 
basis for international trade.

3. A country enjoys an absolute advan
tage when it is able to produce more 
of a given product than another coun
try. It enjoys a comparative advantage 
when it is relatively more efficient in 
producing the product it produces 
best.

4. Trade has been restricted over the 
years through the use of tariffs, quotas, 
and other measures.

5. Five of the more commonly used argu
ments against free trade focus on na
tional defense, infant industries, pro
tecting domestic jobs, keeping money 
home, and helping the balance of 
payments.

6 . Using trade barriers to protect domes
tic industries and jobs works only if 
other countries do not do the same in 
return.

7. The most favored nation clause allows 
a country to benefit from tariff reduc
tions negotiated between the U.S. and 
other countries.

8 . The foreign exchange rate describes 
the price of one country’s currency in 
terms of another country’s currency.

9. Fixed exchange rates were in use until 
1971, at which time the United States 
went off the gold standard and the 
world monetary system went to flexi
ble exchange rates.

10. Under flexible exchange rates, deficits 
in the balance of payments are self- 
correcting through changes in the for
eign exchange rate.

11. The International Monetary Fund 
(IMF) uses gold and foreign currency 
to stabilize exchange rate fluctuations 
and special drawing rights (SDR ’s) to 
settle trade balances among its mem
ber nations.

12. Trade imbalances can cause problems 
when they shift demand between ex
port and import industries.
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Building an Economic Vocabulary
absolute advantage 
comparative advantage 
tariff 
quota
protective tariff 
revenue tariff 
protectionists 
free traders 
infant industries 

argument 
balance of payments

trade deficit 
Smoot-Hawley Tariff 
Reciprocal Trade 

Agreements Act 
most favored nation clause 
General Agreement on 

Tariffs and Trade (GATT) 
Trade Expansion Act 
foreign exchange 
foreign exchange market

foreign exchange rate 
fixed exchange rates 
devaluation 
floating exchange rates 
flexible exchange rates 
foreign exchange futures 
International Monetary 

Fund (IMF) 
special draw ing right (SDR) 
trade-weighted value of 

the U.S. do llar

mReviewina the Main Ideas
1. Why do nations trade?

2. What is the difference between abso
lute and com parative advantage?

3. What happens when nations specialize 
in the goods they are most efficient in 
producing?

4. What is the difference between a tariff 
and a quota?

5. What effect did the Smoot-Hawley 
Tariff have on international trade? 
What happened as a result of this?

6 . How is international trade sim ilar to 
trade between ind iv iduals? How is it 
different?

7. For what reasons did the world mone
tary system  go to a system  of flexible 
exchange rates?

8 . How do deficits in the balance of pay
ments au tom atica lly  ad just under flex
ible exchange rates?

9. What are special draw ing rights? How 
are they used?

я  Practicing Critical Thinking Skills
1. Many different industries claim  they are 

vital to the country’s defense. Which 
industries do you think qualify? W hy?

2. It has been announced that the govern
ment has to generate additional reve
nue. To do this, it can raise taxes or 
increase tariff rates. Which do you as a 
consumer prefer? Give reasons to sup
port your choice.

3. If you were a  m em ber of Congress ap
proached by a delegation of auto
workers seeking add itional tariff or 
quota protection, how would you re
spond? Defend your response.

4. Some people feel the United States 
should return to a system  of fixed ex
change rates. Defend or negate this 
view.
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АоЫуща Economic Understandings
Identifying Cause and Effect

To analyze economic behavior, econo
mists must d istinguish between cause and 
effect. The relationship between what hap
pens and what makes it happen is known 
as the cause and effect relationship . The 
following guidelines w ill help develop the 
skill of identifying these relationships in 
written m aterial.

1. Look for “clue words,” certain  words 
and phrases signifying the presence of a 
cause and effect relationship . Among 
these are according to, because, as a 
result of, since, therefore, and i f . . . then. 
(For example: An increase in the price 
of foreign automobiles—cause—results 
in an increase in demand for American- 
made automobiles—effect.)

2. If no clue words are present, look for 
the word "an d ” or a comma in the 
sentence. These sometimes express

cause and effect. (For exam ple: The 
value of the trade-weighted do llar in
creased in 1981 and the U.S. balance of 
paym ents worsened.)

3. Cause and effect does not a lw ays appear 
in the sam e sentence. To determ ine if 
more than one sentence is involved in 
stating a cause or effect, turn one of the 
statem ents into a question by asking 
"w hy.” (For exam ple: Country A s  cur
rency is weak. Country A s  imports fall 
and its exports rise. Reworded into a 
question, the relationship becomes 
clearer: Why does Country- A s  imports 
fall?—effect—Because Country A s  cur
rency is weak.—cause)

Using these guidelines, find at least six 
exam ples of cause and effect relationships 
stated in this chapter. In each case, iden
tify the cause and effect, and explain  what 
alerted you to the relationship .
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Many people consider the things government does for them to be social 

progress—but they consider the things government does for others as socialism.
Earl Warren

Comparative 
Economic Systems



£Ьщ2йеЛ ?

After reading this chapter, you w ill be ab le to:

•  Identify the m ajor characteristics of cap ita lism , socialism , and 
communism .

•  Discuss the economic theories of Karl M arx and their relevance 
today.

•  Trace the history of the Soviet economy from 19*17 to the present.

•  Compare the economies of the Comecon countries of Eastern 
Europe.

•  Describe the economic development of the People’s Republic of 
China from 1949 to the present.

•  Evaluate the benefits and costs of the Sw edish welfare state.

•  Explain the reasons for Jap an ’s economic success.

19.1 Spectrum of Economic Systems
To deal w ith the problem of scarc ity , a 

society can organize itself along economic 
lines as a trad itional, m arket, or command 
economy. At the sam e tim e, it also can be 
organized along po litical lines as a  mon
archy, democracy, socialist state, or com
munist state.

COMMUNISM, 
SOCIALISM, AND CAPITALISM

Under pure communism, there is no 
such thing as private property. All eco
nomic goods, including factories and other 
means of production, are owned by society

COMPARATIVE ECONOMIC SY ST E M S 461



as a  whole. Each person works and con
sumes according to his or her own ab ili
ties and needs. Goods and services have no 
prices, and there is no need for wages, 
rents, interests, or profits. There are no 
social classes w ith workers, m anagers, or 
other groups to set people apart from one 
another. As a resu lt, there is no need for a 
central government authority.

To date, no country has achieved pure 
communism although Communist coun
tries today depend extensively on govern
ment to direct economic decisions. For this 
reason, they are prim e exam ples of com- 
mand-type economies.

Under socialism, the government owns 
or controls some of the means of produc
tion. It also determ ines the d istribution of 
some of the output. At the sam e tim e, 
however, there is some private ownership 
of goods and services. The government

Figure 19-1

generally is responsible for providing such 
social services as free education, health 
care, and welfare.

Under cap ita lism , which generally is the 
economic system  in a dem ocracy, the 
means of production are private ly owned. 
W ages, prices, and production are deter
mined by the free response of people to 
the needs of the m arket. The government 
owns and runs only those services private 
enterprise cannot provide. In this market 
economy, the profit motive is the driving 
force. Decisions about WHAT to produce, 
HOW to produce, and FOR WHOM to 
produce are left to the private sector.

'Л

THE SPECTRUM
As shown in the illu stration  on page 463, 

the three types of economic systems can

CHARACTERISTICS OF THE
THREE MA OR ECONOMIC SYSTEMS

CAPITALISM SOCIALISM COMMUNISM

OWNERSHIP 
OF RESOURCES

Productive resources 
are privately owned 

and operated.

Basic productive 
resources are 

government owned 
and operated; the rest 
are privately owned 

and operated.

All productive 
resources are 

government owned 
and operated.

ALLOCATION 
OF RESOURCES

Capital for 
production is 

obtained through the 
lure of profits in 

the market.

Government plans 
ways to allocate 
resources in key 

industries ■

Government plans 
ways to allocate 

all resources.

ROLE OF 
GOVERNMENT 
IN ECONOMIC 

PLANNING

Government plays a 
limited role in 
the economy.

Government directs 
the completion of 
its economic plans 
in key industries.

Government draws up 
detailed orders to 

implement its 
economic plans.
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SPECTRUM OF ECONOMIC SYSTEMS

COMMUNISM SOCIALISM CAPITALISM

Directed 
by Command

Directed by the 
Free Market

Figure 19-2

be represented in the form of a  spectrum . 
At the far left is communism , in which a 
strong central government influences a l
most every economic decision made. In the 
middle is socialism , in which government 
owns the basic means of production and 
helps allocate output. At the far right is 
capitalism, in which government has a 
very limited role.

As one moves from left to right along 
the spectrum, the role of planning by the 
central government becomes less impor
tant. Under communism , there is almost 
total central government planning. Under 
socialism, only some is needed. Under cap
italism, very little  is needed. There is no

fine line of d istinction among communism , 
socialism , and cap ita lism . They appear on 
the spectrum  as having a  greater or lesser 
degree of direction by command and the 
free m arket. Except for the trad itional 
economy, there is some overlap between 
classifications of economic societies and 
the po litical categories of communism , so
cia lism , and dem ocracy.

Section Review
1. What are the m ajor characteristics of 

com munism ? Socia lism ? Capitalism ?
2. W hat determ ines how communism , so

c ia lism , and cap ita lism  appear on the 
spectrum ?

19.2 Marxism
Most people today think of the nine- 

teenth-century economic historian Karl 
Marx as the creator of Commui.ist dogma. 
But the economist views him  in a different 
light—as the m ajor critic  of cap ita lism .

Much of M arx’s work was devoted to an 
analysis of the cap ita listic  system  and 
what he saw as its failures and contradic
tions. M arxists, people who believe in Karl

M arx’s theories, s till argue that cap ita lism  
is the cause of unem ploym ent, inflation, 
and business cycles in the Free World.

THEORIES OF KARL MARX
Marx divided people into two groups. One 
was the pro letariat—a ll people who must
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Lenin. Engels, and Marx are honored at a May 
Day parade in Moscow. According to Marx, 
how would the workers take control?

work for a liv ing because they have no 
means of production of their own. The 
other was the capitalists, or bourgeoisie— 
a ll people who own land and cap ita l and 
hire labor.

Marx saw  the relationship between these 
two groups as the most im portant feature 
of cap ita lism . He believed the value of any 
item was equal to the value of the labor 
used to produce it. For this reason, he felt 
labor should be paid the full value of the 
goods and services it produced. Since the 
wage rate paid at the time was less than 
the full value of the product, Marx argued 
that labor was exploited in a  cap ita list 
society.

Marx gave the name surplus value to the 
difference between the wage paid and the 
worker’s output. He believed this differ
ence became the cap ita list 's  profit, which 
he felt was wrong. He thought surplus

value should go to the workers, something 
that never would happen under capitalism. 
Instead, business firms would accumulate 
the extra surplus value and invest it for 
more output.

Since workers were not being paid the 
full value of their labor, in time their 
purchasing power would fall behind pro
duction. Soon there would be a large 
amount of unsold goods on the market. 
Then production would be cut back and 
prices would fall. More people would be 
out of work and there would be less profit. 
Economic growth would come to a halt, 
and there would be a recession. Later, 
after the stock of unsold commodities had 
been disposed of, prices would rise. Profits 
would grow once more, and the whole 
cycle would begin again .

In M arx’s view , this process gave rise to 
the recurring cycles of prosperity and de
pression he saw  as cap ita lism ’s greatest 
defect. He believed that w ith  each recur
ring cycle, more money and power would 
fall into the hands of the cap ita lists. At the 
sam e time, the working class would suffer 
more and become poorer and more the 
slaves of the cap ita lists .

In time, the working class and the capi
talists would grow hostile toward one an
other. The workers would unite and rise up 
in a violent revolution to take control from 
the capitalists. Once workers had control, 
they would begin to build a classless so
ciety in which people as a whole owned 
everything. Everyone would work their har
dest in a trade or profession, consuming 
only what was necessary for basic needs. 
There would be no crime or poverty.

At first, the pro letariat would have to 
depend on its po litical power through a 
strong government. But once everyone be
cam e equal, no one class would have 
power over another. Government no longer 
would be needed and could be done away 
w ith  com pletely.
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Profile

Karl Marx
Karl Marx w as an economic h is

torian who earned his doctorate in 
philosophy and history from the 
University of Berlin in Germany.
Because of his rad ica l views, how
ever, he could not get a teaching 
position. His w ritings were critica l 
of events in Prussia and were sup
pressed there. This led him  to w an
der from Cologne to Paris to Brus
sels to London during the 1840’s.

Although Marx wrote a great 
many pam phlets and books, he is 
best known for The Communist 
Manifesto (1848) and Das Kapital, the first volume of which was 
published in 1867. In these works, he argues that a ll history has been 
a class struggle. When prim itive tribalism  could not provide an 
adequate standard of liv ing for the people, the economic relationship 
of slavery developed. W ith it cam e class struggle. Because slavery 
held the seeds of its own destruction, it evolved into feudalism , 
which, in turn, evolved into cap ita lism . In each case, one class w as 
pitted against another: m aster against slave, lord against serf, cap i
ta list against worker. In each case, it was the haves against the 
have-nots.

W ith cap ita lism , the means of production were availab le  for a 
high standard of liv ing, and the stage was set for the final conflict. 
Once the cap ita lists had been relieved of control over the means of 
production, socialism —and then communism—would evolve. Society 
would have come full circle . Private property no longer would 
m atter, and everyone would have a high standard of liv ing.

Marx believed that the value of any product w as equal to the 
amount of labor needed to produce it. He divided the workday into 
two parts. In one, the worker earned his or her subsistence wage. In 
the other, what the worker earned went to the cap ita list. This 
amounted to exploitation and w as the reason why workers would 
revolt in time. Marx felt the only thing the workers had to lose by 
revolting was the chains that secured them to their work stations. As 
a result, M arx’s ideas have had a  profound im pact a ll over the 
world.
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Conditions in this So
viet rug factory are 
very different from 
those of Marx's time. 
What five measures 
did Marx suggest that 
would change the so
cial order?

Since Marx knew it would be some time 
before the workers revolted against the 
system , he suggested five measures to 
bring change to the social order in the 
m eantime. One was to do aw ay en tirely 
w ith the concept of private property. The 
second was to impose heavy progressive 
income taxes. The th ird w as to do aw ay 
w ith the right to inheritance. The fourth 
was to lim it production to government- 
owned enterprises. The last was to give a ll 
children free education in public schools.

MARXISM IN PERSPECTIVE
At the tim e Marx w as w riting his 

theories, it was true that m any workers 
were being exploited. In Europe, their ex
treme poverty contrasted sharp ly w ith  the 
luxury enjoyed by landowners and indus
tria lists. Capitalism  w as in its ea rly  stages 
and w as to develop in a w ay m any did not 
foresee.

Modem cap ita lism , however, is very dif
ferent from that which Marx knew in the 
1800's. For exam ple, Marx believed that 
under cap ita lism , there were only two 
classes. People belonged to one class or 
the other and could not cross the line 
between the two. But in the United States 
today, members of the working class often 
save part of their incomes, invest what 
they have saved, and become capitalists.

Marx also believed that only capitalists 
could benefit from add itional cap ita l. But 
today, for exam ple, a worker w ith  a bull
dozer is more productive than one with 
only a  shovel and, as a resu lt, receives 
h igher wages.

M arx overlooked another important fact, 
too. A society does not have to be classless 
to keep one group from gain ing control 
over another. A dem ocratic government 
can place restra in ts on any group trying to 
seek an advantage that goes against the 
public interest. Because of th is, no one 
group is likely  to treat others unjustly.
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Marx also was wrong about surplus 
value. A product has value not because 
there is labor embodied in it, but because 
it has utility. It is true that labor receives 
a wage because it is productive. Labor, 
however, is only one of the three factors of 
production—all three of which have a 
valid claim to a reward for producing 
useful products. There is, then, no such 
thing as surplus value to which labor 
alone has a right.

Many M arxists, however, are quick to 
ooint out that even today there are ex
tremes of wealth and poverty under cap i
talism. This, they say, proves Marx was 
right when he said  cap ita list countries 
would not be ab le to find a permanent 
cure for recessions and periods of unem
ployment. They also feel that the fact that 
big business keeps growing proves that 
capitalists still are using surplus value to 
build their em pires.

What the M arxists ignore, however, is 
that much has been done under cap ita lism  
to help the working class. Social leg isla 
tion, the labor movement, and the change 
in business’ and society’s general attitude 
toward workers a ll have helped to bring 
about many changes for the better.

Unlike M arxists, socialists accept only 
some of M arx’s theories and modify 
others. Some do not believe in the collec
tive ownership of a ll industry and are not 
willing to give up the concept of private 
property completely. Most do not believe 
that a violent revolution is the best w ay to

im plem ent change. They feel that because 
there are more pro letarians than cap ita l
ists, change can be brought about slow ly 
through a  dem ocratic voting process.

Even countries that have nearly done 
aw ay w ith private property do not prac
tice pure com munism , as none have done 
aw ay com pletely w ith government. The 
most any have done is to substitute gov
ernment for private cap ita lists .

All countries have some degree of gov
ernment control. In the United S tates, cer
tain  functions are subject to government 
command. In Sweden and Great B rita in , 
the government owns and operates certain  
key industries, p lans part of the econom y’s 
operations, and sees that economic plans 
are put into practice. In the Soviet Union, 
government owns and controls alm ost a ll 
industries.

Section Review
1. How do most people view Karl M arx? 

How do economists view him ?

2. Into w hat two classes did M arx divide 
society? W hat are the characteristics of 
each?

3. Why did Marx feel labor should be paid 
the full value of what it produced?
What did he think would happen be
cause it w as not?

4. In what w ays is present-day cap ita lism  
different from that which Marx knew in 
the 1880’s?

19.3 Soviet Union
The growth of the Soviet economy shows 

that a command-type system  can change 
very fast and go quite far in a short period 
of time. In 1917, for exam ple, there was

very litt le  industry in Russia. Almost 90 
percent of the people lived and worked on 
farms. Most of the good farm  land, how
ever, w as owned by the nobility, who were
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few in number. There was a definite class 
distinction between the peasant farmers 
who worked the land and the nobles and 
gentry who owned it.

Since that tim e, the development of the 
Soviet economy has been dram atic . By 
1985, its real GNP w as about 52 percent of 
that of the United S tates. Because of the 
size of the Soviet population, however, 
real GNP on a per cap ita basis was only 
45 percent of that of the United States.

ECONOMY UNDER 
LENIN AND STALIN

In 1917, a revolutionary named V ladim ir 
Ilyich Ulyanov, or Lenin, overthrew the gov
ernment of Russia. In its p lace, he set up a 
Communist government. Lenin, who w as a 
strong believer in the theories of Karl M arx, 
took the large estates aw ay from the rich, 
divided up the land, and gave it to the 
peasants. He did aw ay w ith  private property 
and turned the country’s few factories over 
to the workers.

The workers, however, could not m anage 
the factories. Before long, production fell 
and the economy began to break down. 
People lost faith in the money supply, and 
a system  of barter em erged. The govern
ment sent arm ed forces to the farms to 
confiscate surplus food for the hungry city 
dwellers and industria l workers. The angry 
farmers reta lia ted  by cutting back on their 
crops so there would be no surplus. The 
government then tried to solve the prob
lem by assigning workers to the jobs it 
wanted done. Those who did not obey 
went to prison. As agricu ltu ra l and indus
tria l production fell sharp ly, in ternal strife 
spread throughout the country.

By 1921, when the situation  w as a t its 
worst, Lenin decided to bring back some 
cap ita list methods. He used an approach

ca lled  the New Economic Policy (NEP).
Now peasants could lease land and hire 
labor, and sm all, p rivate ly  owned busi
nesses could operate.

The NEP w as supposed to be only a 
short-term  m easure. It w as to be used only 
to bring productiv ity to the point where 
the government could collectivize—force 
common ownership of a ll agricultural, in
dustria l, and trad ing enterprises. Once this 
happened, cap ita lism  would be done away 
w ith  and central p lanning put into force.

By the tim e the NEP cam e to an end in 
1927, m any changes had taken place. Rus
s ia  had become the Soviet Union and was 
com pletely under the c6 ntrol of the Com
munists. Lenin had died, and the new 
leader, Joseph S ta lin , wanted to change 
the Soviet Union from an agricultural to 
an industria l nation.

Under S ta lin ’s leadership, government 
ownership and strong central planning were 
begun. In 1928, the government introduced 
the first Five-Year Plan—a comprehensive 
program of economic planning. It was de
signed to drive the economy to its limit to 
achieve the greatest growth rate. The gov
ernment’s goals were to industrialize rap
id ly  and to collectivize farming. To do this, 
each sector of the economy was given a 
quota to fill. By 1933, industry was to 
increase its output 250 percent and agricul
ture its output 150 percent.

The government had some success with 
industria l growth, but it d id not help the 
consumer. Workers were kept too busy 
build ing new factories and equipment to 
produce very m any of the goods the peo
ple wanted and needed. Then, too, indus
try grew so fast that m any new factories 
stood id le. New workers could not be 
trained qu ick ly enough, and much of the 
usable factory equipm ent w as ruined by 
unskilled labor. Industry, however, still 
fared better than agricu ltu re , which suf
fered s im ila r  problems.
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COMPARATIVE ECONOMIES: 
THE UNITED STATES AND THE SOVIET UNION

• •

«• «ftT f l l t

LAND AREA
United States 3.6 m il.
Soviet Union 8.6 m il.

POPULATION
United States 238.6 m il.

278.9 mi l .

FARM WORKERS

United States 2 .8%
Soviet Union 19.4%

OIL
(b a rre ls  p e r d ay ) 

United States

STEEL 
(in  m e tr ic  tons) 

United States 80.1 mil.

SA.LE OU «i'll

ELECTRICITY

United States 2634.6
Soviet Union 1545.0

AUTOS
United States 8.0 m il.

i

MEAT PRODUCED 
PER PERSON 

United States 289.4 lbs.
,4  lb s ,

GRAIN PRODUCED 
PER PERSON

United States 3884.9 lbs.
Soviet Union 1821.9 lbs

MILK

United States 65.0 m il.
Soviet Union -98.2 m il..

GNP (Billions of 1985 dollars) United States: $3988.5 Soviet Union: $2062.6 
Source: 1986 Handbook o f  E conom ic Statistics. Central Intelligence Agency

Figure 19-3

Even though the first Five-Year Plan did 
not do all it was supposed to, the govern
ment went ahead w ith  more planning. The 
second plan proved more successful than 
the first, but the third one w as interrupted 
by World W ar II. The fourth plan was

devoted large ly  to rebuild ing industries 
destroyed during the w ar. The ones which 
followed concentrated heav ily on defense 
industries and space exploration. In recent 
years, the plans have ca lled  for the pro
duction of some consum er goods.
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TODAY’S 
SOVIET ECONOMY

The Soviet government and its compre
hensive system  of planning s till dominate 
the Soviet economy today. The real force 
behind the system , however, is the ru ling 
Communist party. It decides on economic 
policy and does the actual planning. It 
also watches over the plans and puts them 
into practice.

The central p lanning authority, or Gos
plan, takes the place of the m arket, provid
ing for both the production of m ajor items 
and the related economic activ ities. It de
velops the Five-Year Plan and breaks it

down into one-year periods for implemen
tation. Regional and local officials, govern
ment m in istries, and the Communist party 
then review  each part. Once the plan is 
approved, it is put into operation.

At this point, factories are given month
ly and yearly  quotas. They also are given 
instructions about such things as the mix, 
quan tity , and q ua lity  of output; shapes, 
sizes, designs, and colors; and distribution. 
Almost everyth ing is determ ined before
hand by the central planners on the basis 
of population, consumer need, and other 
factors. A shoe factory, for example, may 
be told it has an annual quota of 1 million 
pairs of shoes. It also may be told the 
style and num ber of sizes to produce.

Spacecraft such as 
these are one of the 
item s produced under 
the Soviet system 
today. What is the role 
of Gosplan in this 
system ?
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These tractors belong 
to the government, not 
to the farmers using 
them on this collective 
farm in the Soviet 
Union. How is this 
farm different from a 
state farm?

The factory m anager, therefore, has few 
decision-making powers.

Workers in Soviet industry generally do 
not have a great deal of choice. Since the 
government is the only em ployer, they 
must work where it te lls them and accept 
the wages it gives them. If they fail to 
perform, they m ay be evicted from govem- 
ment-owned housing or denied other jobs 
for which they are qualified . Although 
there are trade unions, they do not have 
the power to strike. As a resu lt, workers 
can do little except go along w ith  the 
system.

The situation is much the sam e in ag r i
culture, where food is raised on state, 
collective, and peasant farms. The state 
farms are owned and operated by the state. 
Workers on the state farms are paid  for 
the number of items they produce. All 
output is turned over to the government 
at set prices.

Collective farms are worked by groups 
of peasant fam ilies, each of which is a l

lowed to keep its home and household 
goods, a  few cattle , and a sm all plot of 
land. The rest of the land, build ings, tools, 
livestock, and m achines belong to the gov
ernm ent, which must be allow ed to buy a 
certain  am ount of produce per acre.

The peasant farm , which m ay be no larger 
than three acres, is worked by the peasant 
farm er. The land itself, however, is 
owned by the government. The farm er is 
expected to turn over to the government 
a t very low prices a certa in  amount of 
w hat is produced.

The agricu ltu ra l sector has been one of 
the key failures of the m odem Soviet econ
omy. In spite of a ll its efforts, the govern
ment has not been ab le to make ag ricu l
ture as efficient as that of m any Free 
W orld countries. In the Soviet Union, for 
exam ple, nearly 25 percent of the work 
force is in agricu ltu re . Yet each farm  
worker supports only about eight other 
Soviet citizens. In the United States, 
only 3 percent of the work force is in
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Source: 1986 Handbook o f  E conom ic Statistics, Central Intelligence Agency

Figure 19-4

agricu lture w ith each farm worker 
supporting about 80 other American 
citizens.

UNRESOLVED PROBLEMS
The standard of liv ing in the Soviet 

Union, when measured in terms of real 
GNP per cap ita , is much lower than that 
of the United S tates. As shown in the 
figure above, the gap continues to grow. If 
the Soviet economy is to progress, several 
m ajor problems need to be resolved.
MOTIVATION. One m ajor problem is 
worker motivation. Today, about 80 per

cent of a ll work in the Soviet economy is 
done on a piecework basis. This means 
workers are paid for each "p iece” of out
put they produce rather than for the num
ber of hours they work.

Although this m ay seem like a good idea 
at first, piecework quotas often are set at 
un rea lis tica lly  high levels. This has led to 
w hat is known as storming. Workers work 
at one pace until the last week or so of the 
month when they discover they are far 
from meeting their quotas. Then they 
speed up enough to get the quota filled. 
This affects the q ua lity  of the product, and 
knowledgeable shoppers try to buy goods 
made at the beginning rather than the end 
of the month.
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Quotas also can fail at the factory level. 
During the 1950’s, the Soviet economy had 
a reputation for producing some of the 
world's poorest consumer and industria l 
goods. Chandelier factories, for exam ple, 
were given their quotas in term s of m etric 
tons of chandeliers. They soon found the 
easiest way to meet their quotas w as to 
build fewer and heavier chandeliers. They 
were so heavy, in fact, that they could not 
be anchored safely in ceilings.

At the same time, shoe factories were 
given quotas in terms of m illions of pairs 
of shoes. Since sm all shoes could be made 
fastest, they were the only kind made.
When the quota was changed so that pro
duction would be m easured in the amount 
of shoe leather consumed, the result was 
shoes with some of the thickest soles in 
the world.

For these reasons, incentives other than 
piecework and quotas are sometimes used. 
One of these is a wage system  based on 
job performance. W ages in general are 
geared to ab ility  and productivity, w ith 
skilled and more productive workers re
ceiving higher pay. Bonuses and prem iums 
also may be given.

Another incentive is patrio tic and emo
tional appeals. Workers who have out
standing records or have done something 
special are aw arded "hero m edals” such 
as the Order of Lenin and the Hero of 
Socia l Labor. Some of these m edals bring 
w ith  them such tangib le benefits as free 
public housing or vacation. Although in
centives such as these work, the central 
planners are w ell aw are that they are used 
in cap ita listic  m arket economies.

In the last few years, several changes 
have taken place in the Soviet economy. 
Although most industries s till are given 
production goals, certa in  p lants are given 
sales quotas instead. This has led to the 
production of higher q ua lity  goods which 
appeal more to consumers. In addition, 
some m anagers no longer are told how 
m any workers to h ire or exactly how 
much to pay them. A certain  percentage of 
a  factory’s profit m ay even be used for 
worker bonuses and reinvestm ent in the 
p lant.
PRODUCTION OF CONSUMER GOODS.
A second m ajor problem is the inadequate 
supply of consumer goods. The Soviet 
Union devotes about 14 percent of its GNP

This cartoon im plies 
that Communist econo
mies are not doing as 
well as other economic 
systems. What m ajor 
problems must the So
viet Union resolve to 
promote future eco
nomic growth?

COMPARATIVE ECONOMIC SYSTE M S 473



to defense. As a result, the average citizen 
gets to consume less of w hat is produced.

In the period following World W ar II, 
the Soviet people were asked to make 
sacrifices so their ch ildren m ight have a 
better life. Many did so w illin g ly . In the 
1970's and 1980’s, those ch ildren were 
adults. When they were asked to make 
sacrifices so their ch ildren could have a 
better life, they were not as w illing  as 
their parents had been. They were not 
suffering from the ravages of w ar. In add i
tion, they were more aw are of the stan 
dards of liv ing in other parts of the world. 
As a result, they were im patient for more 
consumer goods.

CENTRAL PLANNING AND ECONOMIC 
GROWTH. A third m ajor problem has to 
do w ith central p lanning, which is very 
complex. A lot must be done in a reason
ab ly short amount of tim e. If, for exam ple, 
factories are expected to meet quotas they 
must be given specific instructions on a 
variety of things. As the economy grows 
and the number of factories, shippers, con
sumers, and other users of the product 
m ultip ly , the quotas and the instructions 
must be revised.

In the United S tates, for exam ple, 
billions of decisions are made every day 
by a ll sectors of the economy. In the So
viet Union, the sam e or s im ila r decisions 
are made only by the central authority— 
the government. Even w ith the a id  of com
puters, this requires a m assive bureau
cracy. It takes m illions of people to pro
cess the paperwork alone. When so m any 
people must be used to shuffle paper and 
file reports, they cannot be put to use in 
other more productive work. At the same 
time, the correct decisions m ay not a lw ays 
be made. C ritical decisions on what to 
produce or where to ship output often are 
made by those least fam ilia r w ith  the 
problems involved.

Ц Comecon Countries И  Capital

Figure 19-5

To cut down on the num ber of decisions, 
the num ber of kinds of products produced 
often are reduced. This affects industry as 
much as the consumer. A factory that 
needs a  specific tool or piece of equipment 
m ay not be ab le to find exactly  what it 
w ants. Even if it could, there might be a 
d elay as the factory would have to appeal 
to the central p lanners to make changes in 
monthly production plans or quotas. All of 
these things hinder, rather than promote, 
economic growth.

Section Review
1. What was Russia like when Lenin took 

control? What did he do to change it?
2. W hat did S ta lin  do to increase Soviet 

output? How did this affect industry? 
Agriculture?
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3. What is the role of the government in 4. W hat three m ajor problems must Soviet 
the Soviet economy today? leaders resolve?

19.4 The Comecon Countries 
of Eastern Europe

Six other countries in Eastern Europe 
have Communist governments and centra l
ly controlled economic system s. They are 
the Comecon, or Council for M utual Eco
nomic Assistance, countries of East Ger
many, Poland, Czechoslovakia, H ungary,
Romania, and B u lgaria . These countries 
are in the Soviet sphere of influence and 
have close ties to M oscow.

Table 19-A

REAL GNP 
PER CAPITA, 1960-1985

REAL GNP PER REAL PER
CAPITA GROWTH CAPITA GNP, 

COUNTRY 1960-1985 1985

L’.S.S.R. 2.7% $7395

COMECON

East Germany 3.0% $10,443
Czechoslovakia 2 .2% $8748
Hungary 2 .6% $7557
Poland 2.4% $6468
B ulgaria 3.3% $6422
Romania 3.8% $5449

United States 2.5% $16,716

Source: Handbook o f  E conom ic S tatistics,1986 . Central Intelligence Agency

East Germany is the most successful 
Comecon country as shown in the chart ' 
below. Its real GNP per capita growth—3.0 
percent—is higher than that of the Soviet 
Union—2.7 percent—and the United 
States—2.5 percent. Its real per capita GNP 
is higher than that of the Soviet Union— 
$7395—but lower than that of the United 
States—$16,716. Much of East Germany's
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success is because of the drive and in itia
tive of the people. Not only have they been 
able to adapt central planning to fit their 
own needs, but they also have speeded up 
the planning process through the use of 
computers.

Czechoslovakia and Hungary each have 
higher real GNP’s per cap ita than the So
viet Union, but their growth rates are 
lower. Both countries are fa irly sm all and 
have large agricu ltu ra l sectors. In the past 
few years, both have stressed light indus
try, consumer goods, and high-technology 
products. Both also have been letting some 
free-market forces of supply and demand 
mix w ith centralized control.

Bulgaria and Poland have lower per cap i
ta GNPs than Czechoslovakia and Hungary. 
Although their economies are largely con
trolled by centralized planning, Poland is 
beginning to allow some free enterprise in 
farming. In the 1980’s, Poland's economic

statistics have been affected by strikes and 
shortages caused by the clash between the 
workers and the Communist government. 
Workers even formed a union called Soli
darity that wanted, among other things, 
workers to have more say in the operation 
of factories.

Rom ania is the least successful of the 
Comecon countries, w ith  the lowest per 
cap ita  GNP. Its economy is tightly con
trolled, and there are constant shortages. 
As a resu lt, m any goods trade on the black 
m arket—a m arket where goods are sold 
illega lly . In this m arket, eggs often cost
40«: each and jeans as much as $180.

н
Section Review

1. W hat countries make up the Comecon 
countries in Eastern Europe?

2. How do the Comecon economies differ 
from that of the Soviet Union?

19.5 People’s Republic of China
M ainland China, known as the People’s 

Republic of China, also has had a Commu
nist economy since 1949. That year, the 
Chinese Communists, under the leadership 
of Mao Zedong, gained control of the 
country.

Until that tim e, most of the people were 
poor peasants, m any of whom worked the 
land. Most of the w ealth w as owned by a 
sm all percentage of the population. The 
Communists gained the peasants’ loyalty 
by taking the land aw ay from the rich and 
distributing it among the poor.

The new government modeled the econ
omy on that of the Soviets and in 1953

introduced its first Five-Year Plan. In 
hopes of industria liz ing rap id ly like the 
Soviets, the Chinese plan emphasized the 
development of heavy industry.

In 1958, the Great Leap Forward—the 
Second Five-Year Plan—tried to institute a 
system  of pure communism  and an indus
tr ia l and agricu ltu ra l revolution almost 
overnight. The rate of industrialization 
w as intensified by try ing to increase the 
cap ita l stock at a rate of nearly 44 percent 
a year. At the sam e tim e, collectivization 
of agricu ltu re w as intensified. Farmers 
were forced off their land and made to live 
and work on large, state-owned farms. In
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the end, however, the Great Leap Forward 
turned out to be a d isaster. The agricu l
tural experiment failed, and the economy 
never came close to achieving the planned 
degree of industrialization. In addition, the 
gains made during the first Five-Year Plan 
were lost.

Three more Five-Year Plans followed.
The first, begun in 1965, soon was over
shadowed by a po litical upheaval called  
the Cultural Revolution. The other two 
also fell prey to political problems. Indus
try and agriculture showed little  progress. 
Industry suffered because the political 
struggles had led to the removal of m any 
capable factory m anagers and technicians. 
Agriculture suffered because co llectiv iza
tion did not work.

In the late 1970’s, the government deci
ded that the country no longer could follow 
the growth models of either the Soviet 
Union or the capitalist countries. Both 
China and its population were too large, 
and the communications systems too under
developed for large-scale centralized p lan
ning. It would be alm ost impossible to 
industrialize the cities enough to provide 
jobs for what amounted to nearly one- 
quarter of the w orld ’s population. As a 
result, the Chinese then tried to develop 
industries that were labor-intensive. In 
such industries, there is a high labor- 
to-capital ratio during production.

More recently, the Chinese have begun 
to experiment w ith cap ita lism . Some pri
vate businesses are allowed and m anagers 
of state-owned enterprises have more au 
thority to make decisions. Although the 
central planners still set the over-all pro
duction goals, m anagers can sell their 
products at competitive prices and hire 
and fire workers. In addition, sm all incen
tives are offered to workers and m anagers 
to promote productivity.

Even the People’s Bank of China p lays a 
part in the effort to make industries more

com petitive. Before 1979, the Bank and its 
6000 branches gave money to businesses 
strictly  according to what w as la id  out in 
the Five-Year Plan. As long as the com pan
ies using the money acted in accordance 
w ith  the p lan , they did not have to pay 
back the money. Today, however, the Bank 
not only expects to be repaid , but also 
demands that the com panies prove that 
the funds are needed.

The standard  of liv ing in the People’s 
Republic s till is not high when m easured, 
by W estern standards. In 1985, for exam 
ple, the per cap ita  GNP w as s till less than 
$330. Even so, progress has been made in 
the areas of poverty and health services 
for the very poor. At present, the govern
ment is focusing on the m ajor problem of 
population growth. S ince the m id-1970s, 
the population has grown at a rate of 1.5

China has been working hard to modernize and 
increase factory output. W hat w as the outcome 
of the Great Leap Forward?
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percent. If it keeps growing at that rate, it 
w ill double in less than 47 years. To help 
solve the problem, the government is 
stressing fam ily planning and offering eco
nomic incentives to those who have 
sm aller fam ilies.

Section Review
1. What was m ain land China like before 

1949?

2. How did the communist government 
change the economy?

3. W hat effect d id the Great Leap Forward 
have on the Chinese economy?

4. Why did the Chinese government 
change its economic tactics in the late 
1970’s?

5. W hat is one of C hina’s m ajor problems 
today?

19.6 Sweden
Unlike the Soviet Union, the Comecon 

countries, and the People’s Republic of 
China, Sweden is a socialist state. Private 
enterprise exists, but the government also 
owns some of the means of production, 
including the steel m ills and iron mines.
In addition, it p lays a m ajor role in 
human services by providing free health 
care, education, welfare, and retirem ent.

Many of these benefits were instituted 
during the 44-year-rule of the Socia list 
party. During this tim e, wages were high, 
jobs were easy to find, and unemployment 
was in the l-to-3 percent range. The Sw ed
ish economy, in fact, w as for years 
thought to be the model of European 
socialism .

Today, Sweden is more like a welfare 
state. Parents receive generous m atem ity- 
care benefits, and education is free from 
grade school through college. Workers who 
are ill and cannot work are e lig ib le for up 
to 90 percent of the income they would 
have earned at their jobs. N early one 
fourth of the population is elig ib le  for 
some form of government old-age or d is
ab ility  pension. Recently, however, Sw e
den has run into some problems because 
of the cost of financing a ll of its welfare 
programs. The government depends heavi

ly on tax money to pay for the programs. 
Because of th is, tax rates are high. In 
1985, for exam ple, tax receipts were 
around 50 percent of GNP, almost double 
that of the United S tates. In some cases, 
add itional income earned by Swedish citi
zens is taxed at an 80 percent rate. Or, a 
person who earns an add itional $ 1 0 0  

would keep only $20. The other $80 would 
go to the government for taxes.

M any Swedes object to the heavy tax 
burden and have come up w ith ways to 
avoid paying taxes. Some have done this 
by resorting to barter. A carpenter, for 
exam ple, who builds some cabinets for an 
auto mechanic, m ay be "p a id ” not with 
money but w ith  repa ir work on the family 
car. Others, like former tennis star Bjorn 
Borg, reside outside Sweden.

To make up for the high tax rates, 
Swedish workers must earn  high wages. 
This makes Sw edish goods expensive and, 
therefore, harder to export. All of this has 
contributed to a low rate of economic 
growth. From 1973 to 1983, for example, 
real per cap ita  GNP, the standard of com
parison for international growth rates, 
amounted to nearly 0 . 8  percent annually 
or about two-thirds that of the United 
States.
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Even the unemployment rate is not as 
low as it seems. Unlike the United S tates, 
most European countries do not conduct 
surveys to find people who, by definition, 
are unemployed. Instead, a person is 
counted as unemployed only when he or 
she appears at the welfare office to collect 
unemployment pay. And when a factory 
needs more money to operate, it turns to 
the government to get another subsidy. So 
most workers, rather than being la id  off, 
merely are reassigned to other jobs. As a 
result, the unemployment rate appears un- 
realistically low.

In the 1970’s, the problem of inflation 
was added to the heavy tax burden and a 
crowing federal deficit. Growing discon
tent with conditions finally led to the fall 
from power of the Socia list party in 1976.

Since then, there has been a growing 
revolt against socialism . Even w ith the 
high tax rate, taxes alone cannot cover the 
full cost of the welfare system . As welfare 
demands continue to grow, so does the 
government deficit. As a resu lt, Sweden 
now has one of the highest ratios of na
tional debt to GNP of any developed coun
try. The burden of the debt is such that 
the economic growth has been reduced.

Although some Swedish people say they 
want a change, the government has found 
it hard to actually cut benefits. As a result, 
one of the major problems facing the 
Swedish economy in the years ahead is

Sweden offers its citizens a large variety of 
benefits. All cost a great deal. How does this 
affect the tax rate?

that of finding w ays to either finance or 
control social welfare spending.

Section Review
1. W hat kind of economy does Sweden 

have?
2. Why is Sw eden ’s unemployment rate 

deceptively low?
3. What is one m ajor problem facing the 

Swedish economy in the future?

19.7 Japan
Japan is still a different case. Like the 

United States, it has a cap ita list economy. 
Unlike the United S tates, however, its gov
ernment is very much involved in the day- 
to-day activities of the private sector.

At the end of World W ar II, Jap an  w as a 
broken country. Today, it is the third la r
gest industrial nation in the world. Be
tween 1950 and 1986, its per cap ita  GNP 
grew by nearly 9 percent—nearly double

COMPARATIVE ECONOMIC SYSTE M S 479



that of any other advanced industrial na
tion. During that sam e period of tim e, the 
income of the average Japanese fam ily 
nearly doubled every eight years.

One of the reasons for Jap an ’s success is 
the workers’ intense loyalty  to their em
ployer. Most workers jo in  a  company for 
life. In return, the company supplies such 
benefits as churches where m arriage serv
ices can be performed, schools, and vaca
tion resorts.

Another reason for the success is that 
Japanese workers take great pride in the 
quality  of their work. The entire work 
force of a company often comes in early  to 
prepare for the d ay ’s work by taking part 
in group calisthen ics and m editation exer
cises. On the job, they often sing company 
songs to boost their sp irits. If a worker is 
behind in a task, those able to help him or 
her get caught up w ill do so. Those who 
cannot help stay at their stations and 
clean their work areas, arrange their tools, 
or do whatever else they can to prepare 
for the next day. No one leaves the work

floor or goes home until every individual 
w orker’s tasks have been completed.

Another reason for the success is the 
ab ility  and w illingness of the Japanese to 
develop new technology. Because of their 
re latively  sm all population, they have 
worked to boost productivity by develop
ing industries that are capital-intensive. In 
such industries, a  large amount of capital 
is used for every person employed in man
ufacturing. Today, the Japanese are recog
nized as the world leader in the area of 
industrial robots. As a  resu lt, most fac
tories require only a sm all fraction of the 
workers needed by s im ila r  factories in 
other countries.

Jap an  has a re lative ly  sm all public sec
tor. The government has only a modest 
m ilita ry  cap ab ility  and is not burdened 
w ith welfare spending. As a result of this, 
taxes are low, which allow s individuals to 
save their money or spend it on consumer 
goods.

Although the Japanese have been suc
cessful, they have come under a great deal

Jap an ’s great economic success is due in great part to its workers' loyalty 
and pride in their products. What other factors have contributed to 
Japanese success in recent years?
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of criticism in the last few years because 
their economy generally is closed to the 
products of foreign producers. Foreign 
companies must have the government’s 
permission to d istribute their products in 
the country.

Delays in getting perm ission have dis
couraged some companies from doing 
business at a ll. At tim es, companies have 
found that while they were w aiting  for 
permission, products s im ilar to theirs were 
introduced and sold by Japanese compa
nies. Actions such as these have led m any 
countries to accuse Japan  of being d is
criminatory toward foreign-made products. 
Although the Japanese have promised to 
open the economy more, there has been 
little change.

There is, however, some question, as to 
whether Japan  rea lly  benefits from this 
policy. Because few goods are supplied by 
foreign competitors, products generally are 
high-priced. Color television sets, for ex
ample, sold for 25-to-30 percent less in the

United S tates than in Japan  for years. 
W hile hard on the Japanese consumer, the 
practice of keeping prices high at home 
and selling cheap ly in other countries 
makes it easier for foreigners to obtain 
h igh-quality goods at low prices.

If Japan  w ants to continue to grow, it 
must actively engage in international 
trade. As an island nation w ith few natu
ra l resources upon which it can depend, it 
must import most of its oil as w ell as a 
number of other c r itica l m ateria ls . As a 
resu lt, the Japanese are expected to ag 
gressively develop their export m arkets so 
that they can buy more imports.

3*

Section Review
1. W hat is Jap an ’s economy like today?
2. Why have the Japanese people been so 

successful in their efforts to achieve eco
nomic growth?

3. Why have the Japanese come under 
critic ism  from some foreign com panies?

Chapter 19 Review

Summary
1. Communism, socialism , and cap ita lism  

appear on the economic spectrum as 
having a greater or lesser degree of 
direction by command and the free 
market.

2. Karl Marx classified people as either 
proletarians or cap ita lists. According to 
Marx, the proletarians in tim e would 
defeat the cap ita lists and build  their

own classless society. Then govern
ment would not be necessary.

3. No country today practices pure com
munism.

4. In 1917, Lenin set up a Communist 
government in Russia and turned over 
the lands of the w ealthy people to the 
peasants and factories to workers.
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5. In 1921 Lenin introduced the New Ec
onomic Policy (NEP), a p artia l return 
to cap ita lism .

6 . Joseph S ta lin  wanted to change the 
Soviet Union from an agricu ltu ra l to 
an industrial country. He in itiated  
Five-Year Plans designed to achieve 
growth through government ownership 
of agricu lture and industry coupled 
w ith strong central planning.

7. In the Soviet Union today, the Com
munist party decides economic policy, 
does the actual planning, and watches 
over and puts into practice economic 
plans.

8 . Worker motivation, the production of 
consumer goods, and the intricacies of 
central planning are three m ajor prob
lems facing Soviet leaders today.

9. The six Comecon countries of Eastern 
Europe have close ties w ith the Soviet 
Union but s till include varying degrees 
of socialism  and cap ita lism  in their 
economies.

10. The People’s Republic of China, which 
has had a Communist command-type 
economy since 1949, has made 
progress in the areas of poverty and 
health services. Recently, it has experi
mented w ith  cap ita lism .

11. Sweden is a  socialist state in which 
there is both private enterprise and 
government ownership of some means 
of production.

12. Japan , the th ird-largest industrial na
tion in the world, has a  capitalist 
economy in which the government 
p lays a protective role.

Building an Economic Vocabulary
communism
socialism
M arxists
pro letariat
cap ita lists
bourgeoisie
surplus value

New Economic Policy (NEP)
collectivize
Five-Year Plan
state farms
collective farms
piecework
storm ing

Comecon 
So lidarity 
black market 
Great Leap 

Forward 
labor-intensive 
capital-intensive

я  Reviewing the Main Ideas
1. What is the role of government under 

communism? Under socialism ? Under 
cap ita lism ?

2. What are at least three of Karl M arx’s 
ideas about cap ita lism ?

3. What do modem M arxists ignore 
about cap ita lism  today?

4. Who w as Lenin? Why did he institute 
the NEP?

5. What w as Joseph S ta lin ’s goal for the 
Soviet economy?

6 . How does central p lanning today affect 
Soviet factories? Soviet workers? 
Farm ers?
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7. Which Comecon countries are most 
successful? Least successful?

8 . What economic reforms did the Chinese 
government adopt in the late 1970’s?

9. Why is the tax rate high in Sweden?

10. How do the Japanese governm ent’s ef
forts to keep the economy closed affect 
the Japanese consumer?

Practicing Critical Thinking Skills
1. The chart on page 462 notes the key 

features of communism , socialism , and 
capitalism . W hat advantages and d is
advantages do you see in each?

2. If you were given the chance to refute 
Karl M arx’s ideas, what argum ents 
would you offer?

3. Do you think Five-Year Plans could 
work in the United S tates? Why or 
why not?

4. Why do you think worker motivation 
and the number, kinds, and quality  of 
consumer goods are problems for Com
munist central p lanners? W hat would 
you propose to solve them?

J•

5. In which of these economies do you 
think it would be easier to live—that 
of Sweden or that of Japan? Explain 
your answer.

Applying Economic Understandings
Making Generalizations

Economists often make generalizations 
based on the information they find when 
examining information or statistics. Gener
alizations are broad, general conclusions 
drawn from a number of facts or support
ing statements. In most instances, the 
guidelines used in the following exam ple 
will help you to arrive at a generalization.
1. Read the facts or supporting state

ments.
a. Under cap ita lism , productive re
sources are private ly owned and 
operated.
b. Under socialism , basic productive re
sources are government owned and 
operated.
c. Under communism , a ll productive re
sources are government owned and 
operated.

2. Look for s im ilar ities  in the facts or 
supporting statem ents. (Each statem ent 
refers to a type of economic system  and 
uses the words "productive resources” 
and the phrase "owned and operated .”)

3. Look for differences in the facts or sup
porting statem ents. (The owner and op
erator of the productive resources is 
different in each statem ent.)

4. Based on the content of each fact or 
supporting statem ent, w rite a  logical 
conclusion incorporating both the s im i
larities and differences. This is the gen
eralization . (The ownership of produc
tive resources varies under different eco
nomic system s.)

Using these guidelines, make a general
ization based on the statem ents found in 
Figure 19-1 on page 462.
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1 Developing Countries
Sometimes we only eat root crops, vegetables, rats, frogs, and other wild animals.

. . . And sometimes our children only chew sugarcane to feed their hunger . . . all 
the time they are chewing sugarcane.

An advertisement from National Public Radio
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Chapter 2Q

After reading this chapter, you w ill be able to:

t  J  •  Discuss the reasons why the developed countries of the world are
interested in the economic progress of the less-developed countries.

•  Explain the conditions encountered by a country at each of the 
five stages of development.

•  Discuss the advantages and disadvantages of three w ays of financ
ing economic development.

•  Identify seven m ajor obstacles to economic development and 
growth.

•  Describe South Korea’s economic success.

20.1 The Less-Developed Countries
Many people in the world today are 

concerned about the economic condition of 
less-developed co u n tr ie s  (LD C’s)—countries 
whose average per cap ita GNP is a frac
tion of that in more industrialized coun
tries. Many of these countries are members 
of the T hird  W o rld—developing countries 
of Africa, Asia, and Latin America general
ly not allied w ith any superpower.

DEVELOPING NATIONS
Today, over 30 countries in the world 

have a per capita GNP of less than $400

and nearly half of the w orld 's population 
lives in these countries. The map on page 
486 shows the contrast between the devel
oped and the less developed nations. On 
the map, each country is scaled to show 
the size of its GNP relative to other coun
tries. Thus, the United S tates, which has 
the largest GNP in the world, is the la r 
gest area on the map. Countries w ith 
sm aller GNPs are scaled accordingly.

The map also is color coded to show 
countries w ith s im ila r per cap ita  GNPs. 
When viewed this w ay , the contrast is 
c learly  shown between the developed econ
omies of North America, W estern Europe,
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and Japan , and the less developed coun
tries of the Caribbean, South America, 
Africa, and Asia. Thus, the gap between 
developed and less developed countries is 
enormous. In the past few years, it has 
become even larger because m any develop
ing countries have had negative rates of 
growth.

Another reason for the growing gap be
tween developed and less developed coun
tries is the sm all size of the output for 
many countries. When Guyana grew 5.8 
percent in 1983-84, only $20 w as added to 
its real per cap ita GNP. In comparison, a 
one percent growth in the United States 
for the same year would have added $141 
to the real per cap ita GNP; a 5.8 percent 
growth would have added $532.

Nonetheless, the less developed countries 
still face many of the same economic prob
lems as the more developed countries.
They still have to deal w ith the problem of 
scarcity. This means they must decide 
WHAT to produce, HOW to produce, and 
FOR WHOM to produce. They also must 
deal w ith the concepts of supply and de
mand, savings and investment, resource 
adequacy, productivity, and incentives to 
produce. The LDC’s, then, are very much 
like other economies of the world. The 
major difference is that their problems are 
very much greater.

INTEREST IN 
DEVELOPING COUNTRIES

The more developed countries of the 
world have a very real interest in the 
future of developing countries. There are 
three m ajor reasons for this. The first is 
hum anitarian . Like m any indiv iduals, the 
w ealth ier countries of the world often feel 
it is their moral responsibility to help 
those who have less than they do. Many

Figure 20-1
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people in developing countries starve to 
death for lack of food or die of diseases 
related to inadequate diets. Under such 
conditions, it is hard for any country en
joying abundance to sit by without offer
ing help.

The second reason is economic. Assist
ance to developing countries helps assure 
the w ealth ier industrial countries of a s ta
ble supply of certain  v ita l raw  m aterials.
It also m ay provide them w ith im portant 
new markets for their products. Today, for 
exam ple, the developing countries buy 
about one-third of Am erica’s exports. This 
is more than the combined purchases of 
the Common Market, Japan , and Australia. 
In the long run, then, international trade 
and a ll its benefits are increased by help
ing developing countries.

The third reason is po litica l. Communist 
and non-Communist countries wage a con
tinuing struggle for the alleg iance of devel
oping countries. Both the Communist Bloc 
and the Free World believe that the side

that does the most w ill gain  more allies 
and, as a  resu lt, greater political strength.

There a lw ays has been a gap between 
developed and developing countries, but 
never has it been so obvious or important 
as it is today. The growing difference in 
incomes has led to greater unrest and 
social disorder in different parts of the 
world. Many people in developing coun
tries want some of the abundance enjoyed 
in developed countries. When these people 
do not achieve what they want as fast as 
they would like, the result can be revolu
tion, social upheaval, and even war.

Section Review
1. W ith what problems do LDC's have to 

deal?
2. Why are the more developed countries 

interested in helping LDC’s?
3. Why is the gap between developed and 

developing countries more important 
than ever before?

20.2 Stages of Economic Development
Some economists agree w ith the view 

that developing countries pass through 
several stages of economic development. 
These, however, ac tu a lly  are not fixed, def
inite stages of development. Instead, they 
are categories that describe the amount of 
economic growth that has taken place.

A country does not a lw ays go from one 
stage to the next in a  logical m anner. It 
m ay skip one stage altogether, or it m ay 
be in more than one stage at the same 
time. Stages overlap, and the boundaries 
between them are not a lw ays clear-cut. 
Even so, it is easier to think about the 
problems of developing countries when

economic development is discussed in 
stages.

PRIMITIVE EQUILIBRIUM
The first and least developed stage of 

development is prim itive equilib rium . It is
the beginning point on the road to eco
nomic development. It is prim itive only in 
the sense that the society has no formal 
economic organization. An exam ple might 
be the w ay the polar eskimo of the last 
century shared the spoils of the hunt with 
other fam ilies in the v illage.
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Indonesia is one Asian nation that has shown economic development over 
the years. These oil fields are an exam ple of that development. To what 
does the term "stages of economic development” refer?

A people—or country—in prim itive equ i
librium m ay have no m onetary system  and 
may not be econom ically m otivated. There 
is no real cap ita l investment. Everything is 
done because of a strong sense of trad i
tion. There is equ ilib rium  in that nothing 
changes. Rules are handed down from one 
generation to the next, and economic deci
sion making is directed by cu lture and 
tradition.

BREAKING WITH 
PRIMITIVE EQUILIBRIUM

The second stage of economic develop
ment is one of transition. It consists of a

break w ith prim itive equ ilib rium  and a 
move toward real economic and cu ltural 
change. The break m ay be brief and sud
den, or it m ay take m any years. It general
ly is brought on by outside forces that 
show the people a different—and at tim es 
better—w ay of life. M issionaries and tour
ists, as well as w ar, travel, and business 
ventures w ith other countries, a ll show 
people different w ays of life and of doing 
things.

A country does not grow econom ically in 
this transition stage, but old customs 
begin to crum ble. People begin to question 
old w ays and look at new patterns of 
liv ing. Often there m ay be great deal of 
social unrest.
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In India, agricu lture is very im portant. Why 
must many developing countries depend on 
agriculture and mining for most of their 
income?

TAKEOFF
The third stage of development is the 

takeoff. It is not reached until the barriers 
of prim itive equ ilib rium  are overcome. A 
country in the takeoff stage is beginning to 
grow more rap id ly than before. S till, that 
nation has not yet come close to reaching 
m aturity or developing its greatest eco
nomic potential.

There are a number of reasons for eco
nomic growth during this stage. One is 
that old customs have been put aside, and

people have begun to seek new and better 
w ays of doing things. Another is that the 
people have begun to im itate the new or 
different techniques outsiders have 
brought into the country. S till another is 
that outside help» from a more advanced 
nation m ay be providing financial, educa
tional, or m ilita ry  aid .

During the takeoff stage, a country starts 
to save and invest more of its national 
income. New industries grow rap id ly, and 
profits are reinvested in them. New pro
duction techniques are learned and used. 
A gricultural productivity is improved 
greatly . Although the country still is not 
developed, it is moving aw ay from eco
nomic stagnation at a faster pace.

SEMI-DEVELOPED COUNTRIES
The fourth stage is semi-development. In 

it, the make-up of the country’s economy 
changes, and national income grows faster 
than population. This leads to higher per 
cap ita income. At the sam e tim e, the core 
of the country’s industry is built. A great 
deal is spent on cap ita l investment, and 
technological advances are made.

As industry grows, so does transporta
tion, com munications, m edicine, law , and 
other services. This helps the country 
begin to find its place in the international 
economy. It starts to make goods it once 
bought from other countries. Before long, 
it starts to sell goods to other countries.

HIGHLY DEVELOPED 
COUNTRIES

The final stage of development is that of 
being h ighly developed. In it, efforts to 
obtain food, shelter, and clothing are more
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than successful. Most people have a ll they 
need and want of the basics. Attention can 
be turned to services and such consumer 
goods as washing machines, refrigerators, 
and televisions.

The emphasis no longer is on industrial 
production. Instead, it is on increasing 
services and public goods. M ature service

and m anufacturing sectors are the sign of 
a h ighly developed economy.

Section Review
1. What are the five m ajor stages of eco

nomic development?
2. What are the m ajor characteristics of 

each stage?

20.3 Financing Economic Development
It is not a lw ays easy for a country to 

develop economically. Three m ajor condi
tions are necessary. First, the country 
must overcome cu ltural and trad itional 
barriers. Then it also must have political 
stability and responsible government. Last
ly, it must obtain savings that can be 
turned into cap ita l investments.

Capital is needed to develop industries 
in which a country has a  com parative 
advantage. Funds m ay be needed, for ex
ample, to provide irrigation for farm s or 
heavy equipment for m ining. They also 
may be needed for roads and highways 
that can be used to bring products to 
ports to ship throughout the rest of the 
world.

This financial cap ita l generally can come 
from three different sources. It can be 
generated internally; borrowed, supplied, 
or given by outside agencies; or obtained 
as a result of regional cooperation.

DEVELOPMENT WITH 
INTERNAL FUNDS

Since developing countries do not have 
much industry, they must depend on ag r i
culture or such industries as m ining and

iu
petroleum for most of their income. To de
velop using only in ternal funds, an econ
omy must generate savings or produce 
more than it consumes. Goods and services 
left over after consumption has taken 
place can be used in industries s till in 
need of development. The problem , how
ever, is that m any developing countries 
are so poor that there is barely  enough 
production to take care of the consump
tion. Since consumption a lready is at the 
very lowest level, further reductions are 
not a lw ays possible.
SAVINGS IN A MARKET ECONOMY. If 
a developing country is modeled after a 
market economy, the incentive to save 
comes from the profit motive. Entrepre
neurs in the country are free to pursue the 
most profitable activ ities. Banks, for exam 
ple, pay varying interest rates that are set 
by the forces of supply and dem and. If the 
demand for money is high, the rate w ill 
rise, and more saving w ill be encouraged. 
Then there w ill be more financial cap ita l.

One economy developed in this w ay is 
that of Hong Kong, which has been called  
one of the freest market economies in the 
world. There is very little  government in
terference, and people are free to pursue 
alm ost any economic activ ity  they desire.
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Although its per cap ita GNP is only about 
one third that of the United S tates, it is 
twenty times greater than that of m ain
land China.
SAVINGS IN A COMMAND ECONOMY. 
Other developing countries, such as Cuba, 
the Dominican Republic, El Salvador, and 
Uganda, have had command economies at 
one time or another. In each case, a  d icta
tor tried to force saving on the economy. 
The governments of these countries argue 
that individual citizens were so poor that 
they did not have the incentive to save on 
their own. As a result, the governments 
felt they had to mobilize resources using 
command.

Unemployed people, for exam ple, m ight 
be forced to work on farms, roads, or any 
other project the government thought was

needed for economic development. At one 
point in tim e, the government of mainland 
China forced people out of the cities and 
factories to work on farms in an effort to 
boost agricu ltu ra l output.

H istory shows that w hile command 
economies can mobilize resources, they do 
not a lw ays use them to promote economic 
growth. And when resources are mobilized 
for the wrong reasons, the cost in personal 
economic and political freedoms is higher 
than most people want to pay.

DEVELOPMENT WITH 
EXTERNAL FUNDS

No m atter what system  of government a 
poor country has, it is never easy for it to 
develop econom ically w ith internal funds. 
For this reason, some developing countries 
try to obtain external funds. There are 
three w ays they can do this.
ATTRACTING PRIVATE INVESTMENT. 
One w ay in which a country can obtain 
external funds is by a ttracting  private 
funds from foreign investors.

Foreign investors m ight be attracted  by 
a country’s natural resources. This hap
pened in the M iddle East w ith  its abun
dance of oil as w ell as in Chile w ith its 
abundance of copper. The sam e thing also 
happened in the Far East w ith its abun
dance of m ahogany and teakwood.

A country that is rich in m ineral re
sources, for exam ple, m ight grant exclu
sive m ining rights or favorable tax treat
ment to foreign companies or investors 
w illing  to build  factories on its soil. The 
country also m ight be ab le to provide 
low-cost labor, which would make invest
ment even more attractive .

W hile foreign countries often are tempt
ed by such arrangem ents, there is some 
concern over their long-run value. Many

This installation  was built w ith external funds. 
What are the sources of external funds for 
developing countries?
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Case Study: Career

Peace Corps Worker
A Peace Corps worker lives in a 

developing country and helps the 
people there learn new techniques 
in such areas as agricu lture and 
forestry and provides up-to-date in
formation on such things as health 
care, public san itation , and nutri
tion. He or she also teaches the 
people such trade sk ills as carpen
try', mechanics, and welding.

At present, about 6000 Peace 
Corps workers are on assignm ent 
in more than 63 countries in Latin 
America, Africa, and the South Pa
cific. The tasks the workers perform vary from country to country. A 
worker in Kenya, for exam ple, m ay help v illagers plan and develop 
an irrigation system . Another worker in Costa R ica or Honduras 
may teach m echanical arts to unskilled workers in poorer urban 
neighborhoods. S till another worker in Chad or Nepal m ay explain  
the basics of beekeeping to farmers.

Regardless of which country members of the Peace Corps work 
in or what tasks they perform, the work is both challenging and 
demanding. Peace Corps workers must be outgoing and able to take 
charge. They also must be able to adapt to cultures and life-styles 
different from their own. E qually im portant, they must be patient 
and able to handle responsib ility. In some countries, older, more 
mature workers are likely to gain  the people’s respect more easily .

To qualify for a position as a Peace Corps worker, a person must 
be 18 years or older, have a high school education, and be in good 
physical health. Once a person enters the program , he or she is 
expected to rem ain in it for at least two years. Before being assigned 
to a certain  country, each worker receives intensive language tra in 
ing. Transportation to and from the assigned country is paid for by 
the Peace Corps. W hile in the field, the worker receives a monthly 
living allowance and free m edical and dental care. At the end of 
serv ice, he or she receives $175 for each month served.

Each year, there are approxim ately 2500 openings for Peace 
Corps workers. Since this number is expected to rem ain the same 
for the next few years, competition is expected to be stiff.
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Figure 20-2

corporations have not forgotten the 
billions of dollars lost during the takeover 
of American oil facilities in Iran, copper 
mines in Chile, and agricu ltu ra l p lan ta
tions in Cuba. Because of this, m any for
eign investors no longer are w illin g  to take 
major risks unless they are sure that the 
developing country is po litica lly  stable.

Developing countries which follow a poli
cy of expropriation—the taking over of for
eign property without some sort of payment 
in return—make it harder for a ll developing 
nations to attract foreign capital from 
developing countries.

ASSISTANCE FROM DEVELOPED COUN
TRIES. Another w ay a country can ob
tain external funds is by getting grants

from foreign governments or borrowing 
money from foreign governments.

The United S tates, for exam ple, has 
made billions in grants to other countries 
since the end of World W ar II. About half 
of this amount provided m ilita ry  help to 
friendly countries. The rest w as used to 
help Europe and the Far East rebuild after 
World W ar II and to provide economic 
assistance to developing countries. Other 
developed countries, including Canada and 
those in W estern Europe, also grant aid to 
the LDC’s.

The Soviet bloc also gives economic as
sistance to the Third World. More than 50 
percent of its a id , however, goes to Ethio
p ia , Afghanistan, and Iraq. It is given mostly 
to promote po litica l, not economic, ends.
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Some economic aid  also is provided by 
the OPEC nations—members of the Organ
ization of Petroleum Exporting Countries. 
This aid generally is lim ited to only a few 
countries and organizations. The OPEC na
tion of Saudi Arabia, for exam ple, sends 
most of its foreign aid  to S yria , Iraq, and 
the Palestinian Liberation Organization. 
Relatively little  goes to the developing 
countries of Africa and Latin America.
BORROWING FROM INTERNATIONAL 
AGENCIES. A third w ay a country can 
get external financial assistance is by ob
taining a loan from an international agen
cy. One such agency is the International 
Bank for Reconstruction and Develop
ment, which also is known as the World 
Bank. The Bank is designed to funnel 
funds to developing countries in the form 
of loans and guarantees of loans from pri
vate sources. In 1986, the bank had nearly 
$60 billion of loans outstanding to LDC’s.
It is a corporation "owned” by the mem
ber nations of the International Monetary 
Fund. One of the "owners” is the United 
States, which contributes over a billion 
annually.

In the past, m any of the loans have been 
for projects such as dam s, roads, and fac
tories. In the past few years, loans have 
been made to developing nations in an 
effort to get them to change their econom
ic policies. Rather than lend money for a 
certain project, such as a power plant or 
dam, the World Bank m ay grant a general 
loan that the borrowing country can use in 
any number of w ays. In return, the World 
Bank may ask the country to lower a tariff 
barrier, end a budget deficit, or rH uce the 
level of inflation.

The World Bank has several affiliates. 
One is the International Finance Corpora
tion (IFC)—an agency that lends funds 
directly to private industries in developing 
countries. Another is the International De
velopment Association (IDA)—an agency

that makes low or interest-free loans to 
countries that m ay not be able to pay 
them back. The IDA is the lender of last 
resort for m any countries that could not 
get external financing anywhere else.

REGIONAL COOPERATION
At tim es, developing countries have 

joined together to deal w ith the problem 
of economic development. One w ay has 
been to form a customs union—an agree-' 
ment by which two or more countries 
abolish tariffs and trade restrictions

*
Figure 20-3

□  Common Market Countries

DEVELOPING COUNTRIES 495



among themselves and adopt uniform ta r
iffs for non-member countries. The advan
tage is that it promotes free trade among 
member nations. One of the most success
ful customs unions in the world today is 
the European Economic Community 
(EEC), or European Common Market. Its 
members, however, are industrialized 
countries, not developing ones. EEC mem
bers are shown in the map on page 495.

Another way developing countries have 
joined together is by forming a free-trade 
area—an agreement by which two or more 
countries reduce trade barriers and tariffs 
among themselves. Unlike the customs 
union, the free-trade area does not try to 
set uniform tariffs for non-members.

Neither customs unions nor free-trade 
areas have been that successful to date for 
developing countries. A third kind of joint 
effort, however, has had some in itia l, but 
tem porary, success.

The cartel—a group of producers or se ll
ers who agree to lim it the production or 
sale of a product to control prices—was 
used by the OPEC nations. Formed in 
1960, its members were able to take ad 
vantage of a natural monopoly and push 
up oil prices a ll over the world.

As a result of the higher prices, huge 
amounts of financial cap ita l were trans
ferred to the OPEC countries. Between 
1974 and 1986, for exam ple, OPEC earned 
nearly $ 2  trillion  more as a result of the 
higher prices.

Even w ith a ll this financial cap ita l, how
ever, the growth rates of some OPEC coun
tries were low by most standards. In Iran, 
for exam ple, revolution interrupted the de
velopment of the domestic economy. In 
N igeria and Venezuela, the real per cap ita 
GNP growth rate declined 1.1 percent per 
year from 1973 to 1983. Even Saud i Ara
bia, one of the largest and w ealth iest 
OPEC members had a per cap ita growth 
rate from 1973 to 1983 lower than that of

Korea, Hong Kong, S ingapore, or even 
Egypt.

The problem is that most of the OPEC 
countries were not able to absorb the oil 
w ealth  in a  balanced fashion. They bought 
m any goods and services for which they 
were not yet ready. At the same time, 
many other sectors of the economy were 
ignored.

Eventually, OPEC lost control of the 
world oil supply. After having reached a 
high of $34 a  barrel in 1983, oil prices 
plunged to below $10 in 1986. OPEC had 
successfully controlled oil prices for nearly 
1 2  years, but the high price finally caused 
developed nations to buy ifess, and many 
other nations to produce more. As a result, 
the supply of oil increased, and prices 
decreased.

Growth rates of the OPEC nations for 
1973 to 1983 show that huge amounts of 
cap ita l alone do not solve the problems of 
developing countries. To have sound eco
nomic development, countries must also 
address such issues as saving, investment, 
and the incentives that cause people to 
work and improve their position in life. 
The monopoly power created by a group 
as powerful as OPEC is only temporary. In 
the end, the forces of supply and demand 
and the allocations of the price system 
proved more powerful than OPEC. For this 
reason, m any people today believe success
ful, long-term economic growth must go 
along w ith the free m arket forces of sup
p ly , demand, and competition.

Section Review
1. From what three sources can a develop

ing country obtain financial cap ita l?
2. W hat is a free-trade area? How does it 

differ from a customs union?
3. Why has money from OPEC countries 

not had more of an im pact on economic 
development?
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20.4 Obstacles to Economic Development
Even when countries can obtain the 

funds needed for development, other fac
tors may keep them from growing. While 
these vary in kind and degree, some are 
common to m any developing countries.

THIRD WORLD DEBT
A major problem facing developing na

tions today is the size of the external 
debt—money borrowed from foreign banks 
and governments. Some nations have now 
borrowed so much, they m ay never repay 
some loans.

According to most estim ates, the total 
amount of external debt for a ll LDC’s was 
more than $1 trillion  in 1986. Two coun
tries, Mexico and Brazil, each owe $100 
billion to investors in other countries, 
mainly the United States. For Mexico, this 
amounts to roughly two-thirds of the coun
try’s GNP. For Brazil, the debt owed to 
others is closer to 40 percent of its total 
GNP.

When debts get this large, countries 
have trouble even paying their interest. As 
a result, some developing nations talk 
about defaulting, or sim ply not repaying 
money borrowed from some nations. Most 
people do not expect this to happen, how
ever, since countries that have loaned 
money might re ta lia te . In addition, a 
country that defaults on its loans may 
never be able to borrow abroad again .

When countries get close to default, bor
rowers and lenders often try to work out a 
revised repayment schedule. Some lenders 
have found some very creative w ays to 
resolve the debt crisis . Recently, for exam 
ple, the Philippines was unable to repay a 
major loan to the Bank of America. So the 
Bank accepted an offer of 40 percent stock

ownership in the Bank of the Philippines 
in p lace of the repaym ent.

CAPITAL FLIGHT
Another m ajor problem for developing 

nations is cap ita l flight—the legal or ille 
gal export of currency and foreign ex
change. When this happens, countries may 
face a cash shortage that prevents them 
from paying interest, on their foreign debt.

For the most part, cap ita l flight takes 
place when corrupt officials take money 
out of the country and deposit it abroad. A 
recent investigation by the government of 
N igeria, for exam ple, found that corrupt 
officials were depositing $25 m illion 
abroad d a ily  at the peak of the oil boom

A m ajor problem for developing countries is 
cap ita l flight to foreign banks. Why is external 
debt another m ajor problem?
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in the 1970’s. This m ay be one reason why 
N igeria experienced a negative per cap ita 
rate of growth from 1973 to 1983, a l
though they were an OPEC nation w ith 
rich oil reserves.

At other tim es, cap ita l flight happens 
because people liv ing in the borrowing 
countries have no faith in the policies of 
their government or the future of the 
country’s economy. Business owners, for 
exam ple, m ay take profits out of a busi
ness and deposit them abroad. When they 
want to expand or invest, however, they 
try to borrow from developed nations. For 
example, between 1978 and 1983, it was 
discovered that Argentina obtained $35.7 
billion in new loans w hile $ 2 1  b illion

escaped abroad. During the same period, 
$27 billion left Venezuela w hile its bor
rowing from foreigners increased by $23 
b illion. Some estim ate that as much as 
one-third of the money lent to LDC’s in 
the 1970’s and 1980’s left the country the 
sam e month or year it arrived.

GOVERNMENT
Government also can be an obstacle to 

economic development. A country whose 
government often changes hands w ill have 
a hard time developing ecenom ically. Such 
constant changes make business decisions

Revolution can hurt 
economic development 
badly. This coffee 
grower is trying to sal
vage what remains of 
his harvest from dam
age caused by fighting 
between guerillas and 
government troops. 
How can government 
be an obstacle to eco
nomic development?
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harder and slow long-term planning. It is 
even more difficult if the changes take 
place through violent revolution. In the 
process, industrial facilities m ay be des
troyed and output reduced.

Economic development also w ill be 
slowed if a government is not honest. Cor
rupt officials can dam age the economy in 
several ways. One is by depositing any 
savings they can squeeze out of the econ
omy in a personal account in a foreign 
bank. Another is by spending huge sums 
meant for economic development on lavish 
personal living.

In either case, the people see the results 
of their labor being spent recklessly or 
going into someone e lse ’s pockets while 
their lives rem ain the sam e. This discour
ages them and reduces their incentive to 
save or invest. It also encourages investors 
from other countries to keep their money 
at home or invest it somewhere else.

POPULATION
One major obstacle to economic growth 

is population. The population of most de
veloping countries grows at a rate more 
than double that of developed countries. 
One reason for this is the high crude birth 
rate—the number of live births per 1 0 0 0  of 
population. The graph on page 500 shows 
that the countries w ith the highest birth 
rates in the world are developing coun
tries, while the ones w ith the lowest birth 
rates are developed countries.

In some of the developing countries, the 
population is so large that there is barely 
enough fertile land and other resources to 
support it. When this is the case, increases 
in the capital stock are even more difficult 
to obtain.

The fact that many of the poorer coun
tries have a large agricu ltu ra l base adds to

the problem. In these countries, there is 
ac tu a lly  an  incentive to have ch ildren—at 
a time when the overall population a l
ready is growing too fast. Most farms are 
worked by fam ilies, and ch ildren can work 
in the fields at an early  age. More ch il
dren, then, means more workers. In add i
tion, the more ch ildren a  couple has, the 
more sure they are to have someone to 
look after them in their old age.

Another problem for the developing 
countries is the increasing life expec
tancy—the sta tis tica l estim ate of the num
ber of years a person is expected to live. 
The figure on page 590 shows, for exam 
ple, the dram atic increase in life expec
tancy in the 16 largest developing coun
tries between 1970 and 1983. Better educa
tion, international a id , and em phasis on 
health-care fac ilities help people live 
longer. This adds to the problem of a 
growing population due to high crude 
b irth  rates, which makes it difficult to 
increase their real per cap ita GNP.

F inally, different people have different 
views on w hat is the proper rate of popu
lation growth. Some feel that the earth  is 
too crowded a lready and that societies 
should work for zero population growth 
(ZPG)—the condition in which the average 
number of births and deaths balance out 
so that a  population stops growing. Others 
feel that population growth is a natural 
event and that efforts to disrupt it are 
m orally and re lig iously wrong.

NATURAL RESOURCES
Another obstacle to economic growth is 

natural resources. No country' can develop 
beyond the lim its set by its potential. Poor 
land or a bad clim ate can lim it economic 
growth. So can too few natural resources 
or a shortage or the lack of energy sources
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Figure 20-4

needed for industry. While some countries 
may be fortunate enough to discover oil, 
uranium , or some other valuab le m ineral, 
most focus on agricu lture.

Many projects funded by the World 
Bank are in the area of agricu lture. In re
cent years, the Bank has undertaken 
projects to control the desert locust in 
East Africa. It also has funded projects to 
help develop cotton, coffee, clove, sisa l, 
cashew, tobacco, and tea crops in Tanza
nia and Ghana and to increase the produc
tion of m illet and sorghum in northern 
N igeria.

EDUCATION 
AND TECHNOLOGY

S till another obstacle to economic devel
opment is lack of education and technolo
gy. Many developing countries do not have 
the h ighly lite rate population or high level 
of technical sk ills needed to build an in
dustria l society. Most do not have money 
to tra in  engineers and scientists.

M any developing countries cannot even 
afford to provide free public education for 
school-age ch ildren. Even in those that 
can, not everyone can take advantage of it.
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Gunnar Myrdal
Gunnar M yrdal was a Swedish 

economist, sociologist, and planner- 
advisor in public affairs for the 
Swedish government. Much of his 
work had been devoted to the eco
nomic problems of the developing 
countries and to the social prob
lems of the more advanced or 
developed countries.

M yrdal, who believed in central 
planning for a ll countries, won in
ternational accla im  for two 
works—An American Dilemma: The 
Negro Problem and Modem Democ
racy (1944) and Asian Drama: An Inquiry Into the Poverty o f Nations 
(1968). An American Dilemma became a classic in its field and was 
cited by the 1954 United States Suprem e Court decision on desegre
gation. Asian Drama did much to introduce the rest of the world to 
the problems of the less-developed countries. In it, M yrdal argued 
that if these countries were to develop econom ically, they would 
have to make reforms in agricu lture, land, health , education, and 
population. He also believed that they would need self-imposed 
social discipline to succeed.

In 1974, M yrdal shared the Nobel Prize in economics w ith 
Friedrich von Hayek.

In many cases, very young children must 
work to help feed their fam ilies. Even if 
school is free, it m ay be a luxury people 
cannot afford. As a result, a large part of 
the population does not have the basic 
skills needed to go on to higher levels of 
education when it is offered.

Although this situation can be overcome, 
it will take time. In countries where most 
of the people have a very low standard of

living, m any people cannot afford to w ait. 
This puts added pressure on an a lready 
depressed economy.

CULTURE AND RELIGION
Perhaps the biggest obstacles to econom 

growth are the attitudes and beliefs of the 
people. Most people who live in advanced
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industrial countries are used to change 
and improvement. If something does not 
work, it is fixed or done differently.
Change is a w ay of life to which people 
are accustomed.

This is not the case, however, in many 
of the very poor countries. They have tra 
ditional economies in which things are 
done certain  w ays because they have a l
ways been done that w ay. Each generation 
lives like the one before it, and nothing 
different is expected.

In some cases, religion is a barrier. In 
India, for exam ple, most people are Hindu, 
a religion that considers cows sacred. They 
cannot be used for food even if the people 
are starving. Cows have free rein and are 
-even allowed to raid  vegetable gardens of 
starving peasants.

Some religions teach that the current ex
istence is m erely a test for those who seek 
everlasting life. Hunger, cold, discomfort, 
and other deprivations are a test. How 
they are endured helps determ ine a per
son’s station in the next life. People who 
believe in these religions and follow' their 
teachings, therefore, are not prim arily in
terested in economic development or any
thing else that m ight relieve them of these 
m any deprivations.

Section Review
1. What are seven m ajor obstacles to the 

economic grow th of th§ m any develop
ing countries?

2. How does each obstacle stand in the 
w ay of economic development?

20.5 South Korea: 
A Study in Development

One of the most successful developing 
nations is the Republic of Korea, also 
known as South Korea. Despite its bleak 
prospects nearly forty years ago, it over
came overwhelm ing odds to become the 
third largest economic power in Asia today 
and the nineteenth largest economy in the 
world. From the late 1950’s until the mid- 
1980’s, South Korean exports grew at rates 
of 25 percent per year. In addition, its real 
GNP per cap ita growth was in the 5 to 10 
percent range.

In the early  1950’s, South Korea was 
one of the poorest nations in Asia. It had 
the highest population density—number of 
people per square m ile of land area—in 
the world. It was also a war-torn economy 
that had to rebuild from scratch.

After the Korean W ar, the United States 
sent foreign a id  to South Korea for both 
strategic and hum an itarian  reasons. How
ever, because the South Korean economy 
was in such bad shape, even massive 
am ounts of foreign a id  would have done 
little  more than m aintain  the country’s 
low standard of liv ing. Thus, for growth to 
take place, the South Koreans had to do 
more than re ly  on foreign aid .

As a resu lt, the South Korean govern
ment decided to focus on labor-intensive 
industries and open its m arkets to free 
trade. They gave businesses incentives to 
encourage them to follow this strategy. In 
addition, they did not try to do everything 
at once. Instead, they focused on a few 
industries so that everyone could gain ex-
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perience producing and exporting for 
world markets.

As a result of these steps, businesses in 
the South Korean economy first began to 
produce inexpensive toys and consumer 
goods for the world m arket. Next, it 
moved into textiles such as sh irts, dresses, 
and sweaters. Then it moved into such 
heavy industry as sh ipbuild ing and steel 
manufacturing. Even later, it produced 
consumer and electronic goods such as 
radios, televisions, m icrowave ovens, and 
home computers. Most recently, it has 
been making a strong bid as a leading 
producer of automobiles.

The South Korean experience shows that 
a country can change an underdeveloped, 
war-damaged economy to a well-devel
oped, highly progressive one. This w as ac
complished by specialization and free 
trade that allowed South Korea to develop 
its comparative advantage. South Korea 
also has demonstrated that the transition 
from a poor, overcrowded nation to a 
major regional power can be achieved 
quicker than most people have previously 
thought possible.

South Korea’s economic growth has made that 
nation an economic power. How w as this 
growth accom plished?

Section Review
1. What were three m ajor problems facing 

the South Korean economy?
2. What economic policies did the South 

Korean government follow?

Chapter 20 Review

Summary
1. The average per cap ita GNP of less 

developed countries is a fraction of 
that in more industrialized countries. 
The less developed countries also ac
count for about one-half of the w orld ’s 
population.

2. The more developed countries of the 
world are interested in developing 
countries for hum an itarian , economic, 
and po litical reasons.

3. Developing countries m ay pass 
through some or a ll of the five stages
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of economic development: prim itive 
equilib rium , a break w ith prim itive 
equilib rium , the takeoff, semi-develop- 
ment, and high development.

4. To develop econom ically, a  country 
must overcome cu ltural and trad ition
al barriers; bring about po litical s ta
b ility  and responsible government; and 
obtain savings that can be turned into 
cap ita l investments.

5. A country can generate financial cap i
ta l in ternally or externally .

6 . It is hard to develop econom ically 
w ith internal funds because the econ
omy must produce more than it 
consumes.

7. A country can obtain external funds by 
attracting  foreign investors; getting

grants from foreign governments; bor
rowing money from foreign govern
ments and private banks; obtaining a 
loan from an international agency such 
as the World Bank, the IFC, or the 
IDA; or jo ining w ith other countries to 
form customs unions, free-trade areas, 
or cartels like OPEC.

8 . External debt of the Third World, 
along w ith cap ita l flight, are major 
barriers to economic development. 
Government; population; natural re
sources; education and technology; and 
culture and religion are also obstacles 
to economic growth.

9. The South Korean economy developed 
by focusing on specialization and in
ternational trade. It is the most suc
cessful of the developing countries.

Building, an Economic Vocabulary
less-developed countries (LDC’s) 
Third World 
prim itive equilib rium  
takeoff
expropriation 
OPEC nations 
International Bank for 

Reconstruction and Development 
World Bank

International Finance 
Corporation (IFC) 

International Develop
ment Association (IDA) 

customs union 
European Economic 

Community (EEC) 
European Common Market

free-trade area 
cartel
external debt 
cap ita l flight 
crude b irth rate 
life expectancy 
zero-population growth 
population density

Reviewing the Main Ideas
1. What is the Third World?

2. Why are other countries interested in 
the developing countries?

3. Why is there economic growth during 
the take-off stage of development?

4. On what is the em phasis in a h ighly 
developed country?

5. What three conditions must a country 
meet to develop econom ically?

6 . Why is it hard for a  poor country to 
generate internal funds?

7. Why does a poor country w ith a large 
agricu ltu ra l base often have difficulty 
achieving economic growth?
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8. What is perhaps the greatest obstacle 9. How did South Korea achieve econom-
to economic growth? ic growth?

Practicing Critical Thinking Skills
Л  ^  "  ----------- -

1. Give reasons and exam ples to support 
the statement that the United States 
has a highly developed economy.

2. If you were able to make a large pri
vate investment in one developing 
country, which would you select? Give 
reasons for your choice.

3. Do a study of the European Common 
Market and the countries that belong

to it. Then explain  why you would or 
would not jo in it if you were the lead
er of a country in the semi-developed 
stage of economic development.

4. Suppose you were the leader of a de
veloping country. Describe the condi
tions that m ight exist in the country. 
Then draw  up a detailed step-by-step 
plan to bring abt»ut economic grow th 
in your country.

Applying Economic Understandings
Reading Maps

Over time, you have probably seen many 
kinds of maps. Some were in classrooms 
and textbooks, and others were used for 
traveling. Maps are important in the study 
of economics because they can help you 
visualize regions for economic analysis.

Look at the map on pages 486 and 487, 
and follow the steps outlined below to 
help you read maps.

1. Read the title of the map to determ ine 
the theme.
(The title is GNP per cap ita , 1983. The 
theme is a comparison of the GNP per 
capita of different nations.)

2. Locate the legend, the list, and exp la
nation of the keys that provide infor
mation related to the theme of the map.

3. Study the legend. Ask yourself such 
questions as, What do the colors 
represent?
(The colors represent different amounts 
of GNP per cap ita .)

4. After you are fam iliar w ith the legend, 
determ ine the basic facts presented in 
the map. (The United States has the 
highest GNP per cap ita . The nations of 
W estern Europe and Japan  also have 
high GNP per cap ita . Additionally, 
m any nations have $400 or less GNP 
per cap ita .)

For further practice in reading maps, 
turn to the maps on pages 494 and 495 
and follow the steps outlined in the exam 
ple above.
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Unit 6 Review

The Unit in Perspective
1. By specializing in producing the prod

ucts it produces best and then ex
changing it w ith  other countries, a 
country can realize gains from interna
tional trade.

2. Over the years, international trade has 
been restricted by tariffs, quotas, and 
other protective m easures.

3. Trading w ith other countries means 
financing international transactions, 
which involves foreign exchange.

4. Trade deficits can cause changes in 
output and employment in both export 
and import industries. In the long run, 
however, trade im balances are self- 
correcting.

5. The three m ajor economic system s of 
the world today—communism , social
ism and cap ita lism —appear on the ec
onomic spectrum as having a greater 
or lesser degree of direction by com
mand and the free m arket.

6 . The m ajor critic of cap ita lism  was 
Karl Marx, who was the creator of 
Communist dogma.

7. Today, the Soviet Union, the Comecon 
countries, and China have Communist 
command-type economies.

8 . Sweden is a socialist state which com
bines private enterprise and govern
ment ownership of tfie means of 
production.

9. Japan  has a cap ita list economy in 
which the government p lays a protec
tive role.

1 0 . N early half of the w orld ’s population 
lives in the less-developed countries. 
These countries are im portant to the 
developed nations because they pro
vide m any scarce raw  m aterials and 
are an im portant market for the goods 
of the developed nations.

11. To develop econom ically, a country 
must generate financial cap ita l and 
overcome such obstacles as population 
and lack of technology.

12. The Republic of Korea underwent 
rap id economic development by focus
ing on a program  of specialization and 
international trade.

The Unit in Review
1. On what is international trade based?

2. What are the m ajor argum ents for pro
tection that act as barriers to in terna

tional trade? Of these, which is the 
most valid?

3. How is international trade financed?
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4. What happens when a country imports 
more than it exports? How is this 
unbalance influenced by flexible exchange 
rates?

5. What characteristics differentiate the 
three major economic system s from 
one another?

6 . What effects have Karl M arx’s theories 
had on the economic and political devel
opments of the Soviet Union?

7. How has the Soviet economy changed 
since 1917? What problems does it still 
face?

8 . W hat are some of the problems facing 
Comecon countries today? The People’s 
Republic of China? Sweden? Jap an? W hat, 
if anyth ing, is being done to solve these 
problems?

9. W hat are the stages of economic devel
opment? Why are they im portant?

10. What are the three w ays developing 
nations can secure financing for eco
nomic growth and development?

11. How does cu lture and religion work 
against economic development in 
m any countries?

gBuilcling Consumer Skills
Estimating Your Net Worth

If someone were to ask you w hat you 
are worth in dollars and cents, you proba
bly would have difficulty answ ering. You 
should, however, know your net worth for 
tax purposes and future planning. In add i
tion, banks, colleges, and universities often 
require net worth statem ents from persons 
requesting loans or financial assistance. 
The following exercise w ill help you esti
mate your net worth.

1. Make a list of your assets—w hat you 
own. Include the following: Cash and 
Cash Equivalents (cash on hand, in 
checking accounts, and in savings ac
counts; life insurance policies cash 
value; money owed you); Personal Prop
erty (furniture and other household

item s, cars, jew elry , etc.); Real Estate; 
Investments (stocks, bonds, m utual 
funds, etc.). Place a  do llar amount on 
each item under Cash and Cash Equiva
lents and an estim ated m arket value on 
each of the other item s.

2. Make a list of your liab ilitie s—w hat you 
owe. Include the following: Current 
B ills (rent, u tilit ies , taxes, charge ac
count balances, insurance prem ium s, 
taxes, etc.); Amount Owed on Loans 
(m ortgage, auto loan, etc.); Taxes Due. 
Place a do llar amount on each item .

3. Total your assets and then your liab ili
ties. Subtract your total liab ilitie s  from 
your total assets. The result is your net 
worth.
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Fundamental 
Economic Problems
Every country, including the United States, wants to achieve economic security. 

For countries to be able to do so, they must first overcome certain problems such 
as large population growth, poverty, and shortages o f resources.
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Population, 
Income, and Poverty
I f  a free society cannot help the many who are poor, it cannot save the few who 

are rich. John F. Kennedy



After reading this chapter, you w ill be able to:

•  Trace the rate of population growth in the United S tates from 
1790 to the present.

•  Explain how the distribution of income is analyzed and the 
reasons for income inequality .

•  Describe some federal programs designed to end poverty.

•  Debate the effects of the w ar on poverty.

21.1 Population_____
All societies are concerned about their 

populations. Population means people; 
people make things work and are responsi
ble for the w ay in which things are done. 
People are the ones who benefit from the 
fruits of their efforts.

If a country’s population grows too fast, 
it may have too m any mouths to feed.
This holds down output growth on a per 
capita basis. If, on the other hand, a coun
try’s population grows too slow ly, it m ay 
not have enough productive resources to 
achieve economic growth.
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In the United States, population data is 
collected every ten years by the Bureau of 
the Census. In addition, projections and 
estim ates are made every year on the basis 
of thousands of sam ples taken from a ll 
over the country.

The population of the United S tates has 
grown a great deal since colonial tim es. In 
1790, it w as a little  less than 4 m illion. 
Between 1790 and 1860, it grew at an 
average rate of 2.5 percent a year. From 
the Civil W ar until World W ar I, the aver
age fell to 2.13 percent. From then until
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factor involved is that more indiv iduals 
are living alone today than ever have 
before.

Each census also indicates the center of 
population—the point where the country 
would balance if it were flat and every 
American weighed the sam e. In 1790, the 
year the first census was taken, the center 
was east of Baltim ore. Since then, it has

moved slow ly w estw ard . By 1970, it was 
in a  cornfield near M ascoutah, Illinois. 
According to the latest census taken in 
1980, it is on a farm  about 45 m iles (76.5 
kilom eters) south of S t. Louis, M issouri.

Economists also are concerned w ith 
changes in where people live as w ell as 
the make up of the population. For exam 
ple, the illustration  on page 512 shows the

Figure 21-2

POPULATION IN THE UNITED STATES: 
DISTRIBUTION BY AGE, 1970 AND 1984
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The population trees above shows the d istribution of population for 1970 and 1984.
As people are born every year, they are counted in the lowest level. As they get older, 
they work their w ay to the top.
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projected shifts in population between 1984 
and 2000. According to the m ap, popula
tion as a percentage of the total w ill drop 
in the Northeast and the Central Plains 
states, but w ill be offset by growth in the 
West and the South.

Population shifts are im portant to a 
number of groups. Political leaders, for 
exam ple, are concerned about such shifts 
because they affect voting patterns. Com
m unity leaders are interested because pop
ulation shifts im pact such services as san i
tation, w ater, and education. Businesses 
are concerned because they affect the loca
tion of new plants and the development 
and sale of new products.

Population m ay also be studied w ith a 
population tree—a d iagram  that shows the 
breakdown of population by age. When 
two such "trees” are compared, as in the 
figure on page 513, changes in the compo
sition of the population are more easily  
seen.

The figure shows several things. First, 
the tree on the left, which represents 1970, 
is larger at the bottom than at the top.
This means that there are more young 
people than elderly in the population. Sec
ond, it is a little  lopsided at the top 
because women generally outlive men. 
Third, there is a bulge at the bottom of 
the tree. This is because the largest per

centage of population is concentrated in 
two brackets—ages five to nine and ten to 
fourteen.

In the second tree, which represents 
1984, the bulge is s till there, but it has 
moved up because the people are now 
older. It has also gotten sm aller because 
some of these people have died. New addi
tions to the population are not as large as 
they were in the past because of the de
c lin ing b irth rate.

At some future tim e, the bulge in the 
m iddle of the tree w ill work its way to the 
top. When this happens, a  larger part of 
the total population w ill be elderly . As a 
resu lt, there w ill be greater need for wel
fare and retirem ent benefits, as w'ell as 
hospitals, nursing homes, and other health 
care fac ilities. Many of these payments 
and services w ill have to be provided by a 
sm aller proportion of people in their work
ing years.

Section Review
1. W hat is the center of population? In 

what direction has it moved since 1790?
2. Why are households sm aller today than 

in the past?
3. How is the population of the United 

S tates expected to shift between 1984 
and 2 0 0 0 ?

21.2 Income
In the United S tates, as elsewhere, ev

eryone does not have the same income. 
Economists use the term d istribution of 
income to describe the w ay in which in
come is distributed among ind iv iduals, 
fam ilies, households, and other groups.

DISTRIBUTION OF INCOME
Economists have several different ways 

of analyz ing the distribution of income. 
The most common is to rank a ll families 
from highest to lowest; break them into
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quintiles, or fifths; and then look at the 
amount of income earned by each fifth.

The illustration below shows how this is 
done. The table shows that in 1985, the 
lowest fifth received 4.6 percent of the 
total income earned by a ll fam ilies. The 
second fifth received 10.9 percent, the m id
dle fifth 16.9 percent, the fourth fifth 24.2 
percent, and the highest fifth 43.4 percent. 
This information is then plotted on a 
Lorenz Curve—a curve that shows how 
much the actual d istribution of income 
varies from equal distribution. In Graph

B, the percent received by the lowest quin- 
tile is plotted as point a . Then, the amount 
received cum ulatively by the lowest and 
next-to-lowest qu intiles is plotted as point
b. This process continues until the cum ula
tive values of a ll the qu intiles are plotted.

Graph В shows that if a ll fam ilies re
ceived the sam e income, the Lorenz Curve 
would appear as a diagonal line running 
from one corner of the graph to the other. 
But since a ll fam ilies do not receive the 
same income, the curve showing the actual 
income d istribution is not a d iagonal. The

Figure 21-3

DISTRIBUTION OF INCOME 
BY FAMILIES IN THE UNITED STATES

Quintiles
Source: U S Bureau of Census [ ^ ]  Inequality of income
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area on the graph between the diagonal 
and the curse shows the degree of inequal
ity that exists. The larger the area , the 
more unequal the income distribution.

In addition, economists look at how in
come is distributed between sexes and eth
nic groups. In 1985, the median white fami
ly income in the United States was $29,152. 
Non-white families are broken into two sep
arate categories, black and Spanish origin. 
Black families had a median income of 
$16,786; families of Spanish origin had a 
median income of $19,027.

REASONS FOR 
INCOME INEQUALITY

There are a number of reasons why the 
incomes of various groups m ay be differ
ent. They include education, w ealth , d is
crim ination, ab ility , and monopoly power

EDUCATION. Some people receive higher 
incomes than others because they have 
more education. This puts them in a better 
position to get higher paying jobs that 
require a higher level of sk ills . Although 
there are exceptions to this, there general
ly is a strong relationship between median 
income and levels of education. This can 
be seen in the table below.
WEALTH. Income also tends to vary be
cause some people hold more w ealth than 
others. The d istribution of w ealth  is, in 
fact, even more unequal than the distribu
tion of income. When wealth-holders are 
ranked from highest to lowest, the top 
fifth has 75 percent of a ll the w ealth  in 
the country. The bottom two fifths, which 
is 40 percent of the people in the country, 
have less than 2  percent of the total 
w ealth .

This c learly  has an im pact on people’s 
ab ility  to earn  income. W ealthy fam ilies 
can send their ch ildren to expensive col-

T ab le  21-A

THE RELATIONSHIP BETWEEN 
INCOME & EDUCATION
LEVELS OF EDUCATION MEDIAN INCOME IN ($)

Male Female
Elementary
Less than 8  years 7,530 4,413 
8  years 10,325 5,167
High School
1-3 vears 12,529 5,559 
4 years 18,825 7,839
College
1-3 years 21,378 10,473
4 years 28,206 13,644
5 years or more 32,891 19,684
Note: Data is for persons 25 years and over. 
Source: U.S. Bureau of Census
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Profile

Thomas Sowell
Thomas Sowell is a  noted 

American economist who has been 
associated w ith the University of 
California; Stanford U niversity’s 
Hoover Institute on W ar, Revolu
tion and Peace; and President Rea
gan ’s Economic Policy Advisory 
Board.

Sowell is the author of two 
controversial works, Ethnic Ameri
ca: A History’ and Markets and 
Minorities. In these, he attacks 
what he believes to be myths 
about employment and income in 
the United S tates. He also tries to show that the free enterprise 
system  has worked for every group, bar none. One of his principal 
themes is that rac ia l prejudice is not the only cause of income 
differences between blacks and whites. In his view , much of the 
income gap can be explained by age differences, fam ily size, and 
place of residence.

Sowell believes that in trying to help m inorities, government has 
become more foe than friend. In his view , the problems of m inori
ties can best be solved by less government and more indiv idual 
effort. He also argues that quotas have harmed m inorities, that the 
m inimum wage lim its choice, and that parents should be given 
money to spend at the school of their choice.

/930-

leges and universities. Or, they can afford 
to set them up in business so that they 
can earn a high income. Even if the 
wealthy choose not to work, they can in
vest some of their money in corporate or 
tax-free investments which w ill bring them 
income.
DISCRIMINATION. Another factor that 
has a bearing on the distribution of in

come is d iscrim ination. Women, for exam 
ple, m ay not be promoted to executive 
positions in certain  companies because 
male executives believe they cannot handle 
the pressures of the job. Im m igrants or 
ethnic m inorities m ay be denied member
ship by certain  unions on the grounds that 
certain  ethnic groups "don’t belong’’ in 
certain  professions.
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While d iscrim ination of this kind is 
against the law  today, it still takes place 
in some communities. When it does occur, 
it causes m inority groups to be "crow ded” 
into other labor markets where oversupply 
drives down the wages workers receive for 
their labor.
ABILITY. Some people earn more income 
because they have certain  natural ab ilities. 
One of the clearest exam ples of this is the 
professional athelete who earns m illions of 
dollars every' year. Top professionals like 
W alter Payton, Fernando Valenzuela, and 
M artina Navratilova earn high incomes be
cause they have a special ab ility  or talent. 
The same is true of popular m usicians, 
performers, or stars like Eddie Rabbitt, 
Stevie Wonder, M ichael J . Fox, and 
Whitney Houston.
MONOPOLY POWER. Another important 
reason for differences in the d istribution of 
income is the degree of monopoly power 
held by certain  groups. Unions, for exam 
ple, have a certain  amount of power. 
Through the process of collective bargain 
ing, they have been able to obtain some
what higher wages for their members. 
Union carpenters, electricians, truck driv
ers, auto workers, and other blue-collar 
workers— industrial or factory workers 
who receive wages—generally are paid 
higher wages than those workers who are 
not members of unions.

Some white-collar workers—clerica l, 
business, or professional workers who gen
erally  are salaried—also hold a certain

amount of monopoly power. Doctors, for 
example, have been very successful in lim
iting the number of people in their pro
fession. M edical schools can accept only a 
certain  number of students. If they accept 
more than this number, they run the risk 
of losing accreditation by the American 
M edical Association. This lim its the supply 
of doctors and affects prices.

The access to m edical schools is a key 
part of the m edical profession’s monopoly 
power and sets it apart from most other 
professions. A young person who cannot 
get into m edical school because it already 
is full, generally chooses another kind of 
school and a different profession. Without 
the proper education, there is no other 
choice.

On the other hand, a person who wants 
to become a law yer or a CPA, for example, 
gets the education first and then worries 
about passing the licensing exams. If the 
person fails the exam s, he or she can keep 
try ing until the exams are passed. Because 
of this, these professions a lw ays w ill have 
a group of people ready and w aiting to 
take availab le  jobs. This makes it harder 
for those who a lready hold jobs in the 
profession to carve out a monopoly posi
tion. In the m edical profession, however, 
there is no group w aiting  on the "outside.’

Section Review
1. On what is the Lorenz Curve based?

What does it show?
2. Why do incomes differ?

21.3 Poverty Programs
Poverty is a problem that must be faced 

by a ll societies and a ll countries. As long 
as income is not d istributed equally  
among a ll people, someone has to be at

the bottom of the income scale. That 
"someone” m ay be too old, too young, or 
too ill to work. On the other hand, that 
someone m ay be w illing  to work but can
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This fam ily o f five in Arkansas is typ ical o f m any other fam ilies across 
the nation whose only income is from  w elfare. W hat kinds o f help do 
social w elfare net program s provide?

not find a job. Or, that person m ay be 
content to depend on others to provide for 
his or her needs. G enerally, however, that 
"someone" is a combination of a ll of these 
people.

Poverty is a relative measure that de
pends on the level of prices, the general 
standard of living, and the incomes earned 
by others. What m ay seem like poverty to 
one person m ay, on the other hand, seem 
like riches to another. For this reason, 
governments define poverty by a poverty 
level—a minimum income below which a 
person or fam ily lacks the means to pro
vide even the basic needs.

In 1986, the poverty level in the United 
States, excluding Alaska and H aw aii, for a

fam ily of four w as $11,000. The poverty 
level for a fam ily of four in H awaii was 
$12,650 and $13,750 for Alaska. N orm ally, 
about 12 to 14 percent of the total United 
S tates population have incomes below 
poverty levels in any given year.

W iping out poverty has proved to be a 
difficult task. Many poor people are too 
young or too old to find jobs or have 
obligations in the home that make it im 
possible for them to work. Many others 
s im ply live in the wrong place. Companies 
often build new plants on the outskirts of 
town because the land costs less and they 
have better access to m ajor h ighw ays. But, 
a t the sam e tim e, much of the potential 
labor force m ay live m iles aw ay in the
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central c ity . If the city does not have an 
adequate transportation system  to provide 
service to the new plants, they w ill draw  
workers from suburbs, and those in the 
central city w ill rem ain unemployed.

Over the years, the government of the 
United States has instituted a number of 
programs to help the needy. Most come 
under the general heading of welfare and 
are part of the broad social welfare net 
programs—programs designed to help the 
needy, but place a lim it on the ab ility  of 
poor fam ilies to buy and consume. These 
programs provide three basic kinds of 
help—income assistance, general assist
ance, and assistance in the form of social 
serv ice programs. A fourth kind of help is 
based on the market and tries to incorpo
rate the incentives of the market system .

INCOME ASSISTANCE
Programs that provide direct cash assist

ance to those in need fall into the category 
of income assistance. One such program  is 
Aid to Families with Dependent Children 
(AFDC). Under it, a fam ily in need because 
of the death, continuous absence, or per
manent d isab ility  of a parent can receive 
cash payments.

Although the program is subject to 
broad guidelines, individual states can de
termine whether a fam ily is e lig ib le  for 
benefits and how' large the benefits should 
be. For this reason, benefits vary w idely 
from state to state.

Another income assistance program  is 
the Supplemental Security Income (SSI), 
which makes cash paym ents to blind or 
disabled persons over the age of 65. The 
program was adm inistered o rig in ally  by 
the states. But, because benefits varied so 
much from state to state, the federal gov
ernment took it over in 1979.

GENERAL ASSISTANCE
Programs that do not provide direct 

cash assistance fall into the category of 
general assistance. One exam ple of this is 
the food stam p program , which serves mil
lions of Americans. Food stamps are gov- 
ernm ent-issued coupons that can be re
deemed for food. They m ay be given or 
sold to e lig ib le lowr-income persons. If, for 
exam ple, a person pays 40c for a $1 food 
coupon, that person is getting a do llar’s 
worth of food for a fraction of its cost. The 
program , which began in 1961 and became 
law  in 1964, is different from other pro
gram s because it is based* solely on in
come. Age, race, and physical condition 
p lay no part in determ ining e lig ib ility .

Another general assistance program is 
M edicaid—a joint federal-state medical in
surance program . Under the program , the 
federal government pays about 60 percent 
of health-care costs, and the state pays the 
rest. M edicaid also serves m illions of 
Americans. Most of these are children, 
blind, d isabled , and/or persons over the 
age of 65.

SOCIAL SERVICE PROGRAMS
Over the years, the ind iv idual states 

have developed a w ide variety of social 
service program s to help the needy. These 
include such areas as ch ild  abuse, foster 
care, am ily  p lanning, job tra in ing, child 
welfare, and day care.

Although the states control the kinds of 
services provided by the program s, the 
federal government m atches part of the 
cost. To be elig ib le  for m atching funds, a 
state must file an annual service plan. If 
the plan is approved, the state is free to 
select the social issues it wishes to ad
dress, set the e lig ib ility  requirem ents, and
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Case Study: Career
'"ШЯЯШЯЯЯЯШЯШШШШШ

Statistician
A statistic ian  works w ith  nu

m erical data that generally is ob
tained from experim ents and sur
veys. This often means being 
involved in the design, execution, 
and interpretation of a sam ple.
This is a survey of a sm all portion 
of the population that reveals cer
tain characteristics of the popula
tion in general. The statistic ian  
must be able to make decisions 
about where to obtain the needed 
data, the size and structure of the 
sample group, and how workers 
should tabulate the returns.

A sta tis tic ian ’s tasks vary according to the area in which he or 
she works. Most statistic ians work in private industry. Others, 
however, work for the government or teach at colleges and universi
ties. Those in private industry might work for m anufacturing firms 
and develop surveys to determ ine consumer acceptance of a new 
product. They also m ight design sam pling procedures to measure 
the quality  of products coming off the assem bly line. Or they might 
work for a public opinion agency like a television rating service and 
use a sam ple of a few thousand homes to make predictions about 
the size of the national audience w atching certain  shows each week. 
These projections often are used to determ ine the rates m ajor 
networks charge advertisers. Those who work for the federal gov
ernment might gather and interpret data on which estim ates of 
gross national product, unem ploym ent, and inflation can be based.

No m atter in which area a statistic ian  works, he or she must 
deal w ith the collection, organization, and interpretation of num eri
cal data. Therefore, he or she must be good in m athem atics and 
able to analyze problems in a logical and organized fashion. Most 
statistic ians are required to have the equivalent of a  college degree 
in statistics or m athem atics. In some cases, graduate study in either 
of these areas is helpful, as are courses in physics, po litical science, 
biology, or economics. More recently, fam ilia rity  w ith computers, 
which are used extensively to analyze data, also is recommended.
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Food stam ps are gov
ernm ent-issued cou
pons that can be re
deem ed by low-income 
people to purchase 
food. How is eligibili
ty fo r this program  
determ ined?

*

decide how the program is to be carried  
out.

MARKET INCENTIVES
Some approaches proposed to reduce 

poverty focus on w ays to use the incentive 
of the market to help those in need. One 
such approach is the negative income tax. 
Another is through enterprise zones.
NEGATIVE INCOME TAX. The negative 
income tax is a type of tax that would 
make cash paym ents to certain  low-income 
groups below the poverty line. For this 
reason, it is called a “negative” income 
tax. For exam ple, the federal government 
might set an income level below which 
people did not have to pay taxes. Then, 
the federal government would pay a

certain  amount of money to any person 
who earned less than the level.

For exam ple, a person who earned no 
income during a year might receive $3000. 
That person’s total income for the year 
would then be $3000. Another person who 
ac tu a lly  earned $3000 might receive $1500 
from the government. This would bring 
that person’s income to $4500 for the year. 
A third person who made $6000 for the 
year would receive nothing from the gov
ernm ent. But, because the income was not 
over the set level, that person still would 
not have to pay taxes.

A fourth person, however, who earned 
more than $6000 would have to pay some 
taxes. In addition, as income got higher, so 
would the taxes. For exam ple, a person 
w ith an income of $ 1 0 , 0 0 0  might pay a tax 
of $1500, while a person w ith an income 
of $15,000 might pay $3000.

522 FUNDAMENTAL ECONOMIC PROBLEMS



Case Study: Issue

Is Workfare a Good Idea?
Because of rising welfare costs, m any state and local governments 

require those who receive welfare to provide labor as a condition 
for receiving welfare. When welfare recipients provide labor in 
exchange for benefits, this is known as workfare. These people are 
often required to assist police, fire, sanitation, and highw ay crews, 
or perform other types of com munity-service work. Such work is 
required of alm ost everyone except for those w ith  young children, 
the disabled, and elderly  persons.

*
Those who favor workfare believe that those who are ab le to 

work, should do so. In addition, they argue that m any on workfare 
receive on-the-job tra in ing and employment sk ills necessary for 
them to join the workforce. These supporters say that m any people 
would not be on welfare roles if they knew they had to work for 
benefits.

Those who oppose workfare believe that such a system  exploits 
those who need public assistance. An unemployed accountant, for 
exam ple, m ay feel em barrassed collecting garbage, raking leaves, or 
sweeping floors. Many on workfare claim  that the jobs assigned to 
them are ones they dislike in the first p lace, and would never take 
even if they learned the required skills. And, the amount of hours 
worked is closely tied to the benefits received. Yet, they often must 
work at near m inim um  wage levels. Thus, m any say they are made 
to feel as if they are being punished because they need public 
assistance.

1. Why is workfare popular w ith m any state and local govern
ments? Who is required to partic ipate?

2. Why do many people support the concept of workfare?
3. Why do some on workfare oppose the concept?
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The negative income tax would be cost- 
effective because it could be used in place 
of existing welfare programs. It would 
elim inate costly welfare programs yet still 
allow people to have money that they 
could spend as they saw  fit. Government 
would save because it would have fewer 
adm inistrative costs. The tax also would 
prevent those who are not tru ly needy 
from depending on government support. 
Even though the tax is not used today, 
many people feel it would be a reasonable 
alternative to the existing social welfare 
net programs.
ENTERPRISE ZONES. Special enterprise 
zones are areas where companies can lo
cate free of certain  local, state, and federal

tax law s and operating restrictions. This 
would benefit not only businesses, but 
area residents as w ell. People without jobs 
could find work w ithout worrying about 
transportation, and run-down areas would 
begin to grow again .

Section Review
1. Why is poverty hard to measure?

2. What three kinds of help does the gov
ernment provide for the needy? What 
does each involve?

3. What are two approaches to poverty 
that focus on w ays to„ use market incen
tives to help the needy? What are the 
characteristics of each?

21.4 Progress Against Poverty
Over the years, debate has continued 

about whether the w ar on poverty is being 
won or lost. One reason is the w ay in 
which the poverty level is defined. In 1986,

for exam ple, the poverty level for a non
farm fam ily of four w-as $11,000. Some 
people believed that a fam ily would have 
had a hard tim e m aking ends meet at that

.Many have debated w hether governm ent has done enough to fight back 
against poverty. W hy is there so much disagreem ent on this subject?

DID 40U EVER  FIND OUT 
WHATEVER BECAM E OF 
THE AMT1 - IW E  RT У 
PROGRAM, WtUINGTOH ?

THE PROGRAM WAS NEVER 
RENEWED, N IPPER ...

V

LOW 
RATINGS 
IN WASH
INGTON /
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Understanding Sources

Poverty Levels
The following artic le  appeared in the August 27, 1986 edition of 

The Wall Street Journal. Read the artic le  and answ er the questions 
that follow.

WASHINGTON—The 
nation’s poverty rate 
edged down to 14% last 
year from 14.4% in 
1984, but represented 
the fifth consecutive 
year of relatively high 
poverty levels, the Cen
sus Bureau said.

In 1985, 33.1 million

Americans lived below 
the poverty threshold, a 
statistically insignificant 
decrease of 600,000 from 
the year before, the bu
reau said. Their num
bers shrank 1.6 million 
in 1984, but between 
1981 and 1983, 3.5 mil
lion people joined the

ranks of the poor.
The poverty threshold 

for a family of four rose 
to $10,989 in annual 
cash income last vea£, 
from $10,609 in 1984.

The report is based on 
a nationwide survey last 
March of about 60,000 
households.

1. How did the poverty rate change between 1984 and 1985?
2. According to the artic le , is the poverty rate considered high or 

low from a h istorical viewpoint?

level. Others argued that the figure w as 
too high because fam ilies were receiving 
more transfer paym ents and other forms of 
governmental assistance than in the past. 
Many argued that a poverty-level fam ily in 
the 1980’s was much better off than a 
poverty-level fam ily in the 1950’s.

Before a good deal of headw ay can be 
made on the w ar on poverty, incomes of 
families in the lowest income brackets 
need to be raised. The 1986 tax reform act 
benefited some fam ilies since nearly 6  m il
lion low-income persons were taken off the 
tax rolls. These fam ilies now have more 
real income to spend. The reform b ill 
alone, however, w ill not boost a ll fam ilies 
out of poverty and into higher income 
brackets.

N early everyone agrees that one of the 
best weapons in the fight against poverty 
is a healthy and growing economy. If the 
economy is stab le, more employment op
portunities are ava ilab le  for a ll Americans, 
enabling everyone the chance to work. 
This, in turn, puts more people above the 
poverty line. They then are better ab le to 
pay taxes and to support those who are 
less fortunate than themselves.

Section Review
1. In 1986, what w as the poverty level for 

a fam ily of four?

2. Why is there debate about whether 
progress has been made in the w ar on 
poverty?

POPULATION, INCOME, AND POVERTY 525



Chapter 21 Review

Summary

1. Since colonial tim es, the population of 
the United States has grown consider
ab ly, households have become sm aller, 
and the center of population has 
moved westward.

2. The term distribution of income is 
used to describe how income is d is tr i
buted among indiv iduals, fam ilies, 
households, and other groups.

3. The Lorenz Curve shows how much 
the actual distribution of income 
varies from equal distribution.

4. Income differences from one group to 
another may be due to education,

w ealth , d iscrim ination , ab ility , or mo
nopoly power.

5. Government program s designed to 
help the needy fall into three cate
gories—income assistance, general as
sistance, and social service.

6 . The negative income tax uses the in
centive of the market to help the 
needy by m aking cash paym ents to 
those w ith incomes below the poverty- 
level.

7. To make headw ay on the w ar against 
poverty, more of the country’s income 
must be diverted to people in the 
lowest income bracket.

я ВшШта an Economic Vocabulary
center of population w hite-collar workers Supplem ental Security
population tree poverty level Income (SSI)
distribution of income social w elfare net programs food stam ps
Lorenz Curve Aid to Fam ilies w ith negative income tax
blue-collar workers Dependent Children (AFDC) enterprise zones

Я  Reviewing the Main Ideas

1. What is the most common w ay of ana- 3. W hat can happen to the income of a 
lyzing the distribution of income? group w ith high monopoly power?

2. How do discrim ination and ab ility  af- 4. For what reason is poverty a relative 
feet the d istribution of income? m easure?
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5. Why do many people think a negative ternative to the existing social welfare
income tax would be a reasonable al- net program s?

Practicing Critical Thinking Skills
1. A philosopher once said , "Poverty is a 

state of m ind.” As an economist, how 
would you refute this statem ent?

2. Do you think the negative income tax 
is a reasonable alternative to social

w elfare net program s? Why or why 
not?

3. How do you define poverty? Do you 
think progress has been made in the 
fight against poverty?

¥

Applying Economic Understandings
Verifying a Theory

Economists often have to verify or deter
mine the truth of a theory. There are 
several steps that can be taken to do this.

1. Gather evidence to support or disprove 
the theory. Then, organize the evidence 
to make a comparison.

2. Analyze the evidence. S tudy each point 
to make sure it relates to the topic and 
to other points.

3. Weigh the evidence. Then, determ ine if 
your evidence supports or disproves the 
theory' by asking questions.

One way to verify or disprove the theo
ry; ‘‘Some people receive higher incomes 
than others because they have more educa
tion,” would be to first choose some occu
pations. Then, classify each according to 
the level of education required. Estimate 
the income earned by each and exam ine 
the results using the chart given.

To examine the results of the investiga
tion, the following questions were asked 
and then answered about the occupations 
listed in the chart.

Annual
O ccupation E ducation  R equ ired S a la ry

accounts payable
clerk 2 years college $15,600

computer operator
trainee high school 11,000

teacher 4 years college 17.500
engineer 5 years or more

college 28,000
fast food clerk 8 years 7,176
typist 1-3 years high school 10,400

1. Which occupations require the most 
education? The least?

2. Which occupations pay the best sa lary? 
The least?

3. As the educational level increases, do 
the sa laries increase?

The result of the analysis supports the 
theory that some people receive higher 
incomes than others because they have 
more education.

For further practice in this sk ill, follow 
the steps given above (choosing different 
occupations and using your local classified 
advertisem ents) to determ ine if you can 
verify the sam e theory.
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J.  ,

. . .  the view  o f  earth from  spa ce dramatizes the image o f  man as inhabiting a 
small, clo sed  spaceship, destination unknown and resou rces limited.

Kenneth Boulding

The Resource Challenge



Ch®jter 22
After reading this chapter, you w ill be ab le to:

•  Recognize that the depletion of v ita l resources is a m ajor global 
problem.

•  Explain the w ays in which economic incentives influence the 
usage, abuse, and conservation of v ita l resources.

•  Discuss the reasons for pollution and two w ays -in which it can be 
controlled.

t t7

22.1 Demand for Resources
One of the m ajor problems facing coun

tries today is that the demand for many 
vital resources is outrunning the supply. 
Concern for resource shortages is not new 
It can be traced back to the eighteenth- 
century economist Thomas M althus, who 
argued that population would grow faster 
than its ab ility  to feed itself. M althus 
feared that if remedies were not found, in 
time the world’s population would be re
duced to a condition of subsistence—the

state in which the population produces 
barely enough to support itself.

M althus, however, did not foresee the 
huge advances in productivity that a l
lowed an increasing standard of liv ing to 
accom pany a growing population. He also 
did not foresee the fact that fam ilies m ight 
choose to have fewer ch ildren. As a result, 
his predictions were not en tirely accurate 
for the advanced industria l countries. They 
may have been closer to correct, however,
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Profile

Thomas Malthus
Thomas M althus w as an En

glish economist, sociologist, and 
member of the clergy who pio
neered modern population study.
He believed that the m ajor reason 
for the extrem e poverty of some 
people was that the w orld ’s popu
lation was growing faster than the 
food supply.

In 1798, M althus published his 
ideas about population and the 
food supply in An Essay on the 
Principles o f  Population. In it, he 
argued that poverty and distress 
could not be avoided because population increases at a geometric
rate (1, 2, 4, 8 , 16........... ), w hile food supplies increase at an
arithm etic rate (1, 2, 3, 4, . . .). In other words, both population 
and the food supply would double in 25 years. In the next 25 years, 
population would double aga in  to four tim es its original size, but 
the food supply would increase to only three times what it was 
orig inally . At the end of a 100-year period, then, population w ill 
have increased 16 times and the food supply only 5 times.

At first, M althus saw  only three things that could check the 
growth of population—w ar, fam ine, and disease. Several years later, 
he revised this line of thinking and added a fourth check—"m oral 
restra in t.” S ing ly or together, these factors could raise the death 
rate and/or lower the b irth rate . In M althus’ view, however, these 
restraints on population growth would not be enough to prevent the 
standard of liv ing for most of the world from rem ain ing at the 
subsistence level forever. The increases in the food supply would 
eventually be offset by population growth, and the great mass of 
hum anity never could improve its lot.

One of M althus’ other theories w as that of d im in ish ing returns, 
which has become an im portant tool of economic ana lysis . He 
argued that additions of labor and fertilizer would increase the yield  
per acre of land only up to a certain  point. Once that point was 
reached, the increases would become sm aller and sm aller. Eventual
ly , they would not be worth the cost of the extra labor and fertilizer. 
Later, the sam e reasoning was applied to industry'.
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This child is one of many a ll over the world 
who suffer from hunger. What effect does pop
ulation have on the food supply?

for many of the developing countries, 
which tend to have larger fam ilies and 
greater populations.

In m any of these countries, poverty is 
w idespread, especia lly in the larger cities. 
The Indian c ity  of C alcutta, for exam ple, is 
home to 8  m illion people. It is one of the 
most crowded and poorest c ities in the 
world. It is estim ated that hundreds of 
thousands of "street dw ellers” beg or 
search for food in the c ity  dumps and 
refuse piles by day. At night they sleep on 
the sidewalks.

At present, the world population is 
growing at about 1.7 percent a year. W hile 
this m ay not seem like a  very large in
crease, the consequences can be enormous 
over tim e. In 1986, for exam ple, the world 
population w as estim ated to be about 5 
b illion people. If the population keeps 
growing at this rate, the world population 
w ill be over 6  b illion by the end of the 
century and nearly 15 b illion by 2050. 
Stated  differently, the population of the 
world w ill more than double from the 
tim e a high school senior graduates in 
1990 until he or she retires at age 65.

Section Review
1. W hat is one of the m ajor problems fac

ing most countries today?
2. Who w as Thomas M althus? What was 

his theory about population?

22.2 Resources and Economic Incentives
Population is not the only pressure on 

resources. Some im portant resources are 
being depleted w ith no effort being made 
to replace them for the generations to 
come. Others are being polluted at an 
alarming rate. Gas, w ater, land, and food 
all are important resources that have been 
threatened. The degree to which each is 
used or abused, however, often depends on 
economic incentives.

ENERGY
Energy is a precious resource for any 

country. As a factor of production, energy 
belongs to the " lan d ” category and is, 
therefore, needed before production can 
take place. In one form or another, it 
makes life more comfortable. In the form 
of gas, it powers cars. In the form of 
e lectric ity , it heats and cools homes.
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In the past, the price of energy was 
re latively  low, demand was high, and con
sumption tended to grow rap id ly . Between 
1900 and 1970, for exam ple, energy con
sumption in the United S tates doubled 
almost every 14 years. Because prices were 
re latively low, automobiles tended to be 
big and heavy and got poor gas m ileage. 
Houses tended to be large, spacious, and 
poorly insulated. People tended to live 
some distance from where they worked

and spent hours traveling to and from 
their jobs.

All this cam e to a halt, however, in 1973 
when the oil-producing countries of the 
Middle East placed an embargo—a restric
tion on the export or import of a commod
ity  in trade—on oil sales to the West. The 
em bargo caused energy shortages in many 
parts of the world and drove up prices. 
Shortly after, the OPEC nations agreed 
among themselves to set even higher

Figure 22-1

AMERICA'S ENERGY SOURCES. 1850-2000

i Coal 
N uclear

*A unit o f energy equal to one quadrillion  British therm al units.

Source: Energy, a special report. National Geographic. February, 1981
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Understanding Sources

O il Prices, Production, and Reserves
The following report appeared in The Wall Street Journal on 

November 3, 1986. Read the paragraph and answ er the ques
tions that follow.

Even $18-a-Barrel Oil W on't Halt Plunging U.S. Output

The decline in 
U.S. petroleum pro
duction triggered 
by this year's oil- 
price collapse is ac
celerating. Battered 
domestic producers 
say even an $l8-a- 
barrel price won't 
turn things around.

At 8.7 m illion 
barrels a day, do
mestic output of 
crude oil is down 
300,000 barrels a 
dav since the start

of 1986, reversing 
four consecutive 
years of increase. 
The stage is set for 
further and bigger 
drops. The gap has 
to be filled w ith 
foreign oil imports, 
which are rising at 
a fast rate because 
of increased petro
leum demand.

Oil industry exec
utives say that an 
increase in oil 
prices from the

current average of 
$ l4 -a-barre l—half 
that of a year 
ago—might slow 
the erosion in U .S .'- 
petroleum produc
tion. Eventually, 
they say , the pro
duction slide could 
even be halted—if 
oil prices were to 
rise high enough to 
spur a resurgence 
of exploration in 
the U.S.

1. What happened to the production of crude oil in the United 
States between 1985 and 1986?

2. What accounted for the change in production?
3. Why does the textbook state that "the amount of energy 

reserves are a function of price”?

prices for their oil exports. During the 
1970’s, the price of oil went from less than 
$5 to more than $35 a barrel.

During this period, oil w as bought 
directly from agencies representing OPEC. 
Some oil, however, w as traded on the 
Amsterdam spot m arket—a cash m arket 
where oil is openly bought and sold at 
prices set freely by supply and demand. 
Sometimes, the spot market prices were as

much as $ 1 0 -to- $ 1 2  a  barrel h igher than 
the OPEC price. Other tim es, they were 
lower than the OPEC price.

In 1981, prices began to fall because of a 
worldw ide glu t—substantia l oversupply of 
oil. There were several m ajor causes. One 
w as a recession that was taking place in 
most countries. W ith fewer goods being 
produced, less energy w as needed in pro
duction, and the demand for oil and gas
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The Americans in this cartoon have no sym pathy for the OPEC represen
tatives drowning in a sea of o il. M any Americans felt OPEC had taken 
advantage of the oil shortage. What did OPEC do during the shortage?

declined in industry. Another was that 
people had learned to conserve energy.
S till another was the alternatives many 
countries had found to high-priced oil. The 
m ajor reason, however, w as that the high 
price of oil encouraged a ll nations to prod
uce more. F inally, by 1986, OPEC lost the 
ab ility  to control the supply of o il. As a 
result, the price of oil dropped briefly to 
under $ 1 0  a barrel.

RENEWABLE ENERGY SOURCES. Be
fore 1973, there was very little incentive to 
develop renewable energy sources such as 
solar, hydroelectric, or w ind power. The 
oil embargo and soaring oil prices, howev
er, provided the incentive. Americans be
came concerned about cost and about 
their dependence on foreign countries for 
energy. As a result, they began to look for 
alternatives.

One alternative w as so lar power, which, 
until recently, had been of interest mostly 
to inventors and scientists. After the em
bargo, however, the federal government 
began issuing grants to researchers to help 
them find w ays to bring down the cost of 
so lar energy. Congress passed law s giving 
taxpayers credits for in sta lling  energy-sav
ing devices in their homes. This en
couraged m any homeowners to insulate, 
in sta ll storm windows, and equip their 
homes w ith solar-powered w ater heaters.

Another a lternative w as hydropower, 
which, in the past, had been used to 
power the m ills and factories of the North
east. The power w as re liab le , and, at the 
tim e, its source—w ater—w as free. The 
draw back was that most dam s were small 
and could not d istribute power very' effi
c ien tly to other locations. Later, when oil 
could be obtained cheaply from the Middle
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East, w ater power became less im portant. 
As a result, by the late 1950’s most of the 
commercial power dams in the United 
States had been abandoned. When oil be
came more expensive, however, steps were 
taken to bring some of the dams back into 
use. Today, it is estim ated that hydro
power could reduce imported oil usage by 
close to 2 0  percent.

A third alternative w as electric ity  gen
erated by w ind. In the early  1980’s, sales 
of w ind-driven equipm ent for electrica l 
generation amounted to hundreds of m il
lions of do llars. Many "w ind farm s” were 
built, and produced enough electric ity  to 
power a medium-size c ity .

Other a lternatives included wood for use 
in stoves and gasohol—a fuel that is a

Figure 22-2

SOLAR RESOURCES: 
AVERAGE DAILY RADIATION IN THE UNITED STATES

e<7

16,000 О
to 20.000

Source: Energy, a  special report,
National Geographic. February 1981

M iam i

□  8000— 12,000 □  16,0(H)— 20.000 

] ]  12,000— 16,000 Ц  Over 20,000 

Solar radiation in kilojoules* per square meter 

*Unit of energy about equal to a British thermal unit
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Profile

Sylvia Porter
Sylv ia  Porter is an economist 

and journalist who is known to 
many Americans for her c lear and 
tim ely advice on money m atters.

She has published more than a 
dozen books including How to Live 
Within Your Incom e, Sylvia Porter's 
Money Book for the 80's, Your Own 
Money, and her annual Sylvia Por
ter's In com e Tax Guide. In addition, 
she has authored numerous artic les 
and columns on nearly every topic 
of interest to consumers.

In her w ritings, she has a lw ays /9/3-
sought to give consumers the information, tips, and advice 
necessary to make w ise choices. She was a leading spokesperson of 
the consumer movement before it became a popular cause. Her 
advice often went beyond financial information and frequently 
included such tips as how to w rite a resume and look for a  job.

She w as named "Woman of the Decade” by the Ladies Home 
Journal in 1979 and one of Am erica’s 25 most influential women in 
the 1982 World Almanac. Her columns, books, and other w ritings 
continue to inspire and guide consumers in a variety of areas.

mixture of 90 percent unleaded gasoline 
and 10 percent grain  alcohol. Although 
gasohol has not caught on as fast as sup
porters first hoped, it still has a  sm all 
share of the market in some areas. Wood 
and coal stoves, on the other hand, have 
grown rap id ly in popularity , especially in 
high-cost energy areas like the industrial 
Northeast. Other less-known alternatives 
also have been developed by private indus
try. Major food firms like Kroger, for ex
am ple, have made progress in converting 
chicken w aste to fuel in the form of meth

ane gas that can be recycled for industrial 
and com m ercial use.

NONRENEWABLE ENERGY 
SOURCES. The high price of oil also in
creased interest in such nonrenewable en
ergy sources as natural gas, oil from shale 
and tar sands, coal, and nuclear power. 
During the 1960’s, for exam ple, there was 
little  interest in the natural gas locked 
deep in the earth . Deep w ells were expen
sive to dig. Since the federal government 
was keeping the price of gas very low to
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protect consumers, there w as little  incen
tive for producers to d rill for it. For this 
reason, much less natural gas was recov
ered than could have been.

Congress tried to stim ulate gas discovery 
and production by lifting the price con
trols on deep gas—pockets of natural gas 
15,000 feet or more below the earth ’s sur
face. This increased its price to three or 
four times that of gas found above 15,000 
feet. As a result, much of the recent ex
ploration for gas has been devoted chiefly 
to deep gas.

The lack of interest on the part of oil 
and gas producers in d rillin g  for shallow 
gas is consistent w ith the Law of Supply, 
which m aintains that the lower the price 
paid to producers, the less w ill be brought 
to market. Also consistent w ith  the law  is 
the effort by producers to produce the 
higher-priced deep gas.

In the end, the efforts to keep gas prices 
low to help the consumer had significant 
side effects. As long as gas w as cheap, 
people found m any w ays to use it. They 
heated their homes and sw im m ing pools 
with gas and built their factories and tech
nology around it. This w as fine as long as 
the price of gas rem ained low. Once the 
prices began to rise, however, people 
found they were locked into using a prod
uct they would prefer to abandon. The 
high price of oil, along w ith the rising 
price of gas, forced consumers and indus
try to look for a lternative energy sources. 
Oil companies began experim enting w ith 
ways to extract oil from shale deposits in 
the western United States and from hydro
carbon deposits, or tar sands, in Canada.

Interest was renewed in coal, which was 
the m ajor source of energy in the United 
States until the late 1940’s. At that tim e, it 
became cheaper and easier to transport oil 
and gas than coal. Today, nearly two 
thirds of the w orld ’s known coal reserves 
are in the United S tates, the Soviet Union,

and China. It is estim ated that at the 
present rate of consumption, the reserves 
could last more than 2 0 0  years.

Interest also grew in nuclear energy, 
which today generates about 1 0  percent of 
the com m ercial e lectric ity  used in the 
United States. The future of nuclear 
power, however, is not certa in  for several 
reasons. For one, nuclear energy produces 
h ighly hazardous by-products, the safe d is
posal of which poses a m ajor problem. For 
another, construction costs of nuclear reac
tors are staggering. Lastly , m any people are 
not yet convinced that nuclear power does 
not present a danger to health and the 
environment. The 198£ m elt down of the 
reactor in Chernobyl rem inded the world 
of the hazards of nuclear power.

In practice, then, the amount of energy 
reserves is a  function of price. Not long 
ago, for exam ple, it w as thought that the 
reserves of natural gas in the United 
S tates would last only another 30 years or 
so. That prediction, however, w as made 
when the price of natural gas w as low. If 
the price were higher, less would be 
bought, and the given reserves would 
stretch further. At the sam e tim e, the 
h igher price would encourage more ex
ploration, and more reserves would be 
found. As a resu lt, the supplies would last 
even longer.

OTHER RESOURCES
There has been a growing aw areness in 

recent years that resources besides those 
used to generate energy m ay be in trouble. 
These include w ater, land, and food.
WATER. In the recent past, American 
concern w ith  w ater focused ch iefly on the 
pollution of the coun try’s w aterw ays. 
Today, how'ever, the focus is on the av a il
ab ility  of w ater and the fact that it is in
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Nuclear energy is con
sidered an alternative 
energy source. Its 
future, however, is 
uncertain especially 
after the meltdown at 
Chernobyl in May 
1986. What other rea
sons make the future 
of nuclear power 
uncertain?

*

critica l supply in m any parts of the coun
try. Recently, for exam ple, it w as estim at
ed that more than 80 percent of the w ater 
consumed in the United States w as used 
in agricu lture. Most of this w as used in 
the form of surface irrigation , which has a 
high evaporation rate. As a  resu lt, much of 
it is lost into the atmosphere rather than 
being consumed by the crop.

Farmers have been ab le to tap large 
sources of w ater from rivers, stream s, 
ponds, and aquifers—underground w ater
bearing rock formations. The aquifers sup
ply nearly 40 percent of the w ater used by 
farmers and are the source of fresh w ater 
for m any com munities. One of the largest 
aquifers in the country is the O gallala 
aquifer, which supplies w ater to the High 
Plains states from Texas to Nebraska. The 
pumping is so heavy, however, that the 
aquifer's w ater table has been dropping at 
a rate of about three feet a year. Some 
experts have gone so far as to predict that 
it w ill run out of w ater w ith in  the next 40 
or 50 years.

The shortage of w ater also is a problem 
in California. Southern California hoped to 
solve its problem by using a canal to bring 
in w ater from the Sacram ento River, 
which is in the northern part of the state. 
Northern Californians, however, were not 
pleased w ith  this idea. They feared they 
would end up w ith  too little  w ater for 
their own needs causing them to pay more 
for the w ater they a lready  use.

Like energy, w ater w as an inexpensive 
resource until recently. When it w as avail
ab le in large am ounts and at very low 
prices, farm ers used a great deal of it in 
areas not su itab le for farm ing otherwise. 
Consumers also tended to use it freely. 
They w atered their law ns; washed cars; 
used large-capacity w ashing machines; 
filled bathtubs; and ran  showers for long 
periods of tim e. When w ater became 
scarce and its price went up, how
ever, consumers began to wash their cars 
less often, install w ater-saving devices in 
the bathroom, and reduced other usage of 
w ater around the home.
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Farmers also are affected by the w ater 
shortage—even when they take most of 
their w ater out of the ground. Often, this 
is done w ith pumps driven by electric ity 
or natural gas. When w ater tables fall 
because of pumping, it costs more to 
pump the w ater. As long as farmers con
tinue to make a profit on their crops, they 
probably w ill be w illing  to pay the higher 
price for the water.

In time, the falling w ater table w ill 
make some of the shallow  w ells useless, 
and deeper, more costly ones w ill have to 
be drilled in their p lace. When this hap
pens, the price system  w ill come into p lay 
again. Deeper wells w ill be dug for profit
able crops, while unprofitable crops w ill 
be abandoned.

In the end, the price system  w ill work to 
help establish an equ ilib rium  between the 
rising cost of recovering w ater and the 
depleted w ater tables. Although some 
crops and fields w ill be abandoned, they 
are likely to be the ones that were the 
least productive in the first p lace. As a

resu lt, the actual amount of agricu ltu ra l 
output w ill not be much less than it is at 
present.

LAND. Another valuab le natural resource 
subject to the dem ands of a growing world 
population is land. Land, however, is dif
ferent from other resources p rim arily  be
cause it is im m obile and cannot be moved 
from one place to another. It also is fixed 
in supply.

A growing population often tends to oc
cupy some of the best farm land, which 
means it cannot be used for farm ing. In 
the ea rly  days, for exam ple, m any of the 
settlers located in riVfer va lleys because the 
land w as fertile enough to farm  and the 
river provided transportation. As time 
went on, however, the population grew. 
Towns and cities took the place of the 
early  river settlem ents. As com munities 
grew, factories, roads, and houses were 
built on the fertile land near the river.
This forced the farm ers to move to the 
outskirts.

Irrigating sprayers 
such as this one are 
fairly common in the 
United States. Why is 
water an important 
resource?
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As this pattern of growth repeated itself 
many times a ll over the country, some of 
the finest farm land ended up beneath ex
pressways, shopping centers, and housing 
developments. This is especia lly true today 
in the fertile river basin areas of Califor
nia. Since m any farmers w illin g ly  sold 
their land to the industrial and housing 
interests, this trend would be hard to re
verse today.

When the farmers sold their land, they 
often relocated in areas where the land 
was less fertile but, at the sam e tim e, cost 
less. Since the proper combination of 
inputs depends on both the cost and the 
productivity of inputs, the decisions to re
locate where they did made sense. Since 
then, the development and av a ilab ility  of 
fertilizers, pesticides, herbicides, and other 
technology advances have kept the farmers 
far ahead of other sectors of the economy 
as far as productivity is concerned.

FOOD. There is a  c r itica l shortage of food 
on a global scale today. Many Americans, 
however, find this hard to believe because 
the United S tates is not suffering from 
such shortages.

One of the reasons for this is that in the 
United S tates, the federal government has 
instituted target prices or support prices— 
legal floor prices that producers are enti
tled to receive by law . When market prices 
fall below the support levels, the govern
ment either buys the crops outright or 
makes a cash paym ent for the difference.

In M ay, 1986, the target or support 
price, for exam ple, for w heat w as $4.38 a 
bushel. The demand and "supply of wheat 
on the m arket set the price closer to $3.38 
a bushel. Even so, farm ers received the 
target price. They sold wheat in the mar
ket for $3.38 and then received the addi
tional $ 1 .0 0  a bushel, or a "deficiency 
paym ent,” from the government.

This is an under
ground storage facility 
in M issouri. The cost 
of storing d a iry  sur
pluses and other items 
is a m atter of debate 
in the U.S. Why does 
the U.S. have such 
surpluses?
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Dairy products are handled a little  dif
ferently. The government sets a certain  
price and then buys any surplus that can
not be sold at that price. For the most 
part, production is in the form of m ilk, 
which then is processed into cheese, dry 
milk, and butter so it can be preserved 
longer. By the end of March, 1986, the 
government owned 248 m illion pounds of 
butter, 607 m illion pounds of cheese, and 
953 m illion pounds of non-fat, or pow
dered, m ilk. On a per cap ita basis, this 
amounted to nearly 7.5 pounds of butter, 
cheese, or powdered m ilk for every person 
in the country.

Storing the surplus is an expense and a 
problem. Today, it costs the government 
over $1 m illion a day for storage. It leases 
warehouse space around the country and 
even uses underground caverns. Wheat has 
even been stored in the holds of old battle
ships and on open ground near Palo Alto, 
California.

All the surplus is not stored. Some is 
redistributed to schools in the form of 
low-cost lunches. Some is used to feed the 
armed forces. Most of the surplus, how'ev- 
er, is allowed to spoil or is destroyed. The 
Department of Agriculture has opposed ef
forts to give aw ay any of the surplus in 
the belief that giving it aw ay would re
duce the consumer demand for agricu l
tural products. Although the Department 
has sold crops to foreign countries at re
duced prices, it w ill not sell them in the 
United States for less because it might 
drive agricu ltu ra l prices down.

Price supports have proven to be so 
attractive that farmers often try to in
crease production. In order to restrict out
put, Congress authorizes allotments— 
quotas on the number of acres that can be 
devoted to a certain  crop. The allotm ents 
are particu larly  im portant in the tobacco 
and peanut industries in which price sup
ports have had a long history of congres

sional support. Many farm ers are required 
to have allo tm ents to qualify for the price 
supports. W ithout the price supports, there 
is litt le  reason to grow the crop.

By taking advantage of modern methods, 
American farm ers today can produce more 
output per cap ita  than ever before. This 
extra output has driven prices down. Price 
supports were instituted to help keep 
farm ers’ incomes up. Even today, m any 
farm ers w ill argue that the problem w ith 
farm ing is that there are too m any farm 
ers. M any would like to see an end to 
price supports in certain  crops so that 
prices could be established by the forces of 
supply and dem and. These prices, they 
feel, would reflect more accurate ly  the 
true value of farm  output.

The problem of an  adequate food supply 
in the United States, then, is one of d istri
bution rather than production. Quite sim 
ply, people who cannot afford to buy food 
do not get as much as they need, even if a 
surplus lies rotting in government w are
houses. In the rest of the world, however, 
the problem is one of both d istribution 
and production.

Section Review
1. What w as the oil em bargo? What effect 

did it have on the United S tates?
2. W hat are three renewable energy 

sources that serve as an alternative to 
oil?

3. W hat is deep gas? Why has much of the 
recent gas exploration been devoted to 
it?

4. On what is the American concern w ith 
w ater focused today? W hy?

5. Why is land different from other re
sources? What effect has this had on 
farm ing?

6 . W hat are price supports? How do they 
affect farm ers?
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22.3 Pollution
Pollution is the contam ination of a ir , 

w ater, or soil by the discharge of poison
ous or noxious substances. It is a problem 
that most countries today must face. It is 
important to understand why pollution 
exists and to determ ine w hat can be done 
about it.

INCENTIVE TO POLLUTE
For years, factories have located along 

the banks of rivers so they could dump 
their refuse into the moving w aters. Some 
factories, which generated smoke and 
other a ir  pollutants, located further aw ay 
from the w ater, but their ta ll smokestacks 
still blew the pollutants far and wide.

Others tried to avoid the problem by dig
ging refuse pits on their property and 
burying their toxic wastes.

In a ll three cases, factory owners simply 
were trying to lower production costs by 
using the environment as a gian t waste- 
disposal system . From an economic point 
of view , the reasoning w as sound. Firms 
get an  edge when they lower production 
costs. Those who produce for the least cost 
make the most profits. Pollution, then, 
from the point of view  of the firm  makes 
sense. It m ay even mean"the difference 
between surv ival and failure.

The costs of pollution to society as a 
whole, however, are huge. For exam ple, 
acid rain—a m ixture of w ater and sulphur 
dioxide that makes a  m ild form of sulphu

This lake in M ichi
gan has been severely 
polluted. Why are 
m any American w a
terw ays polluted?
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ric acid—falls over much of North America 
stripping countless rivers and stream s of 
aquatic life. Other areas are choking from 
fertilizer and raw  sewage that disrupt the 
ecology.

There is no argum ent about the fact that 
the costs of pollution are high. What many 
people cannot agree on, however, is what 
is the best w ay to solve the problem.

CONTROLLING POLLUTION
Basically, there are two w ays by which 

pollution can be controlled. One is w ith 
legislated standards, and the other is 
through tax incentives.

Legislated standards include law s that 
specify the m inim um  standards of purity 
for air, w ater, and auto em issions. For 
example, Congress has declared that a ll 
automobiles sold in the United States 
must meet certain  pollution standards. If 
they do not meet the standards, the En
vironmental Protection Agency w ill not 
certify them, and they cannot be sold 
domestically.

Even though affected industries have ob
jected to them, some legislated  standards 
have worked quite w ell. The auto industry, 
for example, com plained loudly for years 
that it could not meet the standards. Yet, 
when pressed to do so, most auto m anu
facturers managed to meet them. Some 
other companies, however, did not fare as 
well. They decided to close down rather 
than to spend the money needed to up
grade their aging cap ita l stock.

An alternative to legislated standards is 
to have companies pay tax on the amount 
of pollutants they release. The size of the 
tax would depend on the severity of the 
pollution and the quantity of toxic sub
stances being released.

Suppose, for exam ple, a  com m unity is 
trying to reduce a ir  pollution caused chief-

Despite legislation , a ir  pollution is still a prob
lem in many parts of the United S tates. How 
can tax incentives help solve the problem?

ly  by four factories, each of which releases 
large quantities of coal dust into the a ir . A 
tax of $50 for every ton of coal dust 
released into the a ir  could be applied to 
each factory. The total tax each paid over 
the course of the year would depend on 
the number of tons of dust discharged. 
Devices attached to the top of the factory’s 
smokestacks during a one-week period 
could be used to measure the amount of 
d ischarge. Once the average rate of d is
charge is established, the factory could be 
billed accordingly.

Each company would have the choice of 
paying the tax b ill or removing the pollu
tants themselves. Suppose two factories
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C ase Study: Career
шшяшщшшшшшшяшшяшшшшвшшшвшяшш 
Economic Geographer

An economic geographer com
bines the skills of a geographer and 
an economist. He or she deals w ith 
the geographic distribution of such 
economic activ ities as m anufactur
ing, m ining, agricu lture, trade, and 
communications.

In other words, the economic 
geographer uses his or her knowl
edge of land forms, c lim ate , human 
resources, and other geographical 
features to help determ ine and an
alyze what economic activ ity  is 
best-suited to a particu lar area.
The knowledge also m ay be used to determ ine and analyze why an 
economic activ ity  takes place where it does. To help in this task, the 
economic geographer uses maps, ae ria l photographs, census reports, 
and statistics.

Economic geographers m ay work for local, state , or federal 
government; private industry; or colleges and universities. In gov
ernment or industry, they can offer valuab le information and advice 
to planners who want to attract a certain  kind of economic activ ity  
to a  particu lar area. They can do the sam e for firm s that w ant to 
know where to set up new plants or businesses.

Economic geographers must have formal tra in ing in both eco
nomics and geography. As a resu lt, they generally have the back
ground to work as clim atologists, com m unity development specia l
ists, land economists, regional planners, site researchers, and trans
portation planners. No m atter w hat job title  they hold, however, 
they should enjoy reading, studying, and research. They also should 
be able to work on their own and to com municate ideas c learly  both 
o ra lly  and in w riting. Since they m ay have to do some field work in 
areas that are not fu lly developed, they also must be w illin g  and 
able to adapt to different social and cu ltura l environments.

In most cases, a bachelor's degree is required for entry level 
positions. For those w ishing to teach or to advance to senior or 
adm in istrative positions in government or business, a m aster’s de
gree or Ph.D. is becoming essential. At present, the num ber of 
positions open to economic geographers s till is lim ited .
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find that if they install scrubbers, they 
can remove the coal dust for $40 a ton— 
$ 1 0  a ton less than the tax would cost 
them. Most likely , they would choose 
to install the scrubbers rather than have 
to pay the tax. This means that the com
munity w ill have two less factories to pol
lute its a ir . If, as a result of this, the 
quality of the a ir  is su itab le, nothing fur
ther needs to be done.

If, however, the quality  of the a ir  s till is 
below the desired level, the tax can be 
raised to $60 or $70 a ton. This might 
cause a third factory to install its own 
pollution equipm ent. If the a ir  s till is not 
clean enough, the com munity then could 
raise the tax again  until the fourth factory 
decides to install scrubbers.

This tax approach, suggested by many 
economists, does not try to remove a ll

pollution. It does, however, allow  indiv idu
a l com panies some freedom of choice. It 
also provides for some flex ib ility  that leg
islated standards lack and m ay prevent 
some plants from closing en tirely .

There a lw ays w ill be some firms that 
would rather pay the tax than clean up 
their own pollution. These firm s, however, 
help fund the pollution clean-up cam paign. 
This means that consumers w ill not have 
to fund the effort out of their income, 
sales, or property taxes.

Section Review
1. W hat is pollution? W hat is the m ajor 

incentive for it?  .•

2. What are two w ays in which pollution 
can be controlled? W hat are the charac
teristics of each?

22 A  Using Resources
The resource challenge is central to the 

study of economics. Resources become 
scarce when their demand is greater than 
their supply. At tim es, this is due to the 
fact that resources are priced so low that 
they are used in a  casual and inefficient 
manner. Other tim es, it is due to the fact 
that the resources have been "used up .”

In a market economy such as the one in 
the United S tates, the price system  p lays a 
major role in the allocation of resources. It 
tells the people when resources are scarce. 
Then the price associated w ith  the re
sources helps the decision-makers allocate 
them more w isely . For this reason, most 
economists who believe in a market econ
omy tend to be optim istic about the fu
ture, especially if the price system  is a l
lowed to function and fulfill its role in the 
economy.

Wisely_______________
W hether or not other countries ad just to 

the resource challenge depends on the w ay 
in which they make their economic deci
sions. Those w ith  command-type econo
m ies need vast quantities of information 
before they can make any decisions. This 
information then has to filter through 
layers of bureaucracy. Although econo
m ists do not a lw ays agree as to which 
system  is better suited to deal w ith  the 
problem of scarce resources, at present the 
m arket economies of the world are proving 
more able to cope w ith the crisis.

Section Review
1. Why is the demand for resources 

greater than their supply?

2. Why do free market economists tend to 
be optim istic about the future?
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Chapter 22  Review

Я Summary
1. One of the m ajor problems today is 

that the demand for m any v ita l re
sources is outrunning the supply.

2. In 1973, the oil-producing countries 
placed an em bargo on oil sales to the 
West, which led to energy shortages 
and higher oil prices.

3. In 1981, oil prices fell because of an 
oil glut caused by a recession, less 
demand for oil and gas, and the devel
opment of other sources of energy.

4. Three energy sources being used as 
alternatives to oil are so lar power, 
hydroelectric power, and wind power.

5. The high price of oil led to increased 
interest in nonrenewable energy 
sources.

6 . Other natural resources in short sup
p ly in m any parts of the United States 
are w ater and land.

7. The United S tates does not suffer from 
a c r itica l food shortage because of the 
price supports paid  to farm ers by the 
federal government.-*

8 . In the United S tates, the problem of 
adequate food supply is one of d istri
bution rather than production.

9. Another problem today is pollution, 
which can be controlled by legislated 
standards and tax incentives.

10. In a m arket economy, the price system 
tells people when resources are scarce 
and helps decision-m akers allocate re
sources more w isely .

Building, an Economic Vocabulary_________
subsistence glut aquifers allotments
embargo gasohol target prices pollution
spot market deep gas support prices acid rain

Reviewing the Main Ideas
1. What is the relationship between pop

ulation and the demand for resources?

2. What is the difference between renew
able and nonrenewable energy sources?

3. What were the side effects of efforts in 
the 1960’s to keep gas prices low to

protect consum ers? W hat happened 
when the prices rose?

4. W hat w ill happen to the price of water 
when some of the shallow  w ater wells 
become useless? How w ill this affect 
agricu ltu re?
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5. How does the problem of adequate 6 . What is the role of the price system  in
food supply in the United States differ the allocation of resources in a market
from that in other countries? economy?

Practicing Critical Thinking Skills
1. Explain how the Laws of Demand and 

Supply app ly to the resource chal
lenge.

2. Do you think the federal government 
should continue to provide price sup
ports to farm ers? Defend your answer.

3. Discuss the advantages and d isadvan
tages of using legislated  standards and 
tax incentives to control pollution.

4. List ten w ays in which Americans 
could use resources more w isely than 
they are at present.

Applying Economic Understandings
Placing Information in 
Order of S ignificance

Determining how im portant one piece of 
information is compared to others is an 
important skill when studying economics. 
To do this, another sk ill is autom atically 
being performed—placing information in 
order o f  sign ifican ce, or arranging it in 
order from the most important to the least 
important. The following guidelines w ill 
help you develop this skill.

1. Find the sentence that expresses the 
main idea. It is the most im portant. 
Without it, none of the other informa
tion has anyth ing to which it can re late .

2. Determine which statem ents support 
the m ain idea. These are next in impor
tance. They describe, explain , or give 
details about the m ain idea. To help 
find these statem ents, look for signals— 
words or phrases used to signal a sup
porting statem ent. Examples are : the 
reasons for, the fo llow ing characteristics, 
and for example.

3. Determine w hat information is unim 
portant or incidental, giving details  that 
m ay be interesting but not necessary to 
understand or support the m ain idea. 
This information is least im portant.

Read the following paragraph, each sen
tence of which is numbered and classified 
according to its order of significance.

(1) The costs of pollution to society are 
huge. (Main idea; g iv es m ean ing to supporting 
sta tem ents) (2) For example, the acid rain 
that falls in the industrial Northeast is strip
ping countless rivers and streams of aquatic 
life. (Supporting sta tem en t; explains h ow  po l
lu tion hurts so cie ty )  (3) Fertilizers and chemi
cals used by many farmers are entering the 
w ater supply and contaminating it. (Support
in g sta tem en t; explains h ow  po llu tion  hurts 
so cie ty )  (4) Tax incentives can be used to 
help solve the problem. (Inciden ta l; not n eed
ed  to understand h ow  pollu tion  hurts so ciety )

For practice in this sk ill, use the guide
lines to help you place the information 
found in any three paragraphs of Chapter 
2 2  in order of significance.
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Unit 7 Review

The Unit in Perspective
1. All countries today must be concerned 

about population, distribution of in
come, poverty, and resource depletion 
and pollution.

2. The rate at which population grows 
affects the economic growth of a 
country.

3. Income is not d istributed equally 
among individuals and groups because 
of such factors as education, w ealth , 
discrim ination, ab ility , and monopoly 
power.

4. Poverty is a relative m easure generally 
defined by a poverty level.

5. Over the years, the government of the 
United States has tried to combat pov
erty by instituting special program s, 
most of which are social welfare net 
programs.

6 . Some approaches proposed to reduce 
poverty, such as the negative income 
tax and enterprise zones focus on w ays 
to use the incentive of the market to 
help the needy.

7. Despite efforts to reduce poverty 
progress towards that goal remains 
slow.

8 . Many v ita l resources are scarce 
today—even in the United States— 
chiefly because their demand is greater 
than their supply.

9. Recently, the high cost of oil has led 
to increased interest in a lternative en
ergy sources. These include so lar, hy
droelectric, and w ind power; natural 
gas; shale o il; ta r sands; coal; and 
nuclear power.

10. Other resources, such as w ater, land, 
and food, are being depleted without 
being replaced; are being polluted at a 
rap id  rate; or are in short supply.

11. Pollution occurs in a  m arket economy 
because it lowers the cost of produc
tion for ind iv idual firms. Pollution can 
be controlled by requiring it to be 
reduced or by changing the economic 
incentives that encourage pollution.

The Unit in Review
1. How is the population of the United 

States changing? How is it expected to 
change in the im m ediate future?

2. How is the d istribution of income m ea
sured? How is it shown graph ica lly?

3. W hat is the relationship between the 
d istribution of income and poverty?

4. W hat are some steps taken in the past 
to combat poverty? What are some 
which can be taken in the future?
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5. What relevance do Thomas M althus’ 
theories have to the m ajor problems 
facing most countries today?

6 . What resource problems are facing most 
countries today? What has caused them?

7. W hat effects do population, d istribution 
of income, poverty, and the supply of 
resources have on economic growth?

8 . W hat are the causes of pollution? What 
are two w ays to control it?

Building Consumer Skills
M aking a Household Budget

Almost every budget has a category 
which covers household expenses and in
cludes everything from food to towels. The 
following exercise w ill help you buy w isely 
for a household on a weekly or monthly 
basis.

1. Make a list of the item s you intend to 
buy. Ask youise lf the following about 
each item : Why do I want th is? Do I 
rea lly  need this? Can I afford th is? Can 
I w ait until this goes on sale? Cross out 
any items you do not need or you can 
w ait to buy on sale.

2. Select the stores in which you w ill shop 
on the basis of convenience of location, 
price policy, quality  of merchandise, 
and general reputation. Be fam iliar 
w ith a store before you buy anyth ing in 
it. That w ay, you w ill know when a sale 
is rea lly  a sale , whether or not items 
are over priced, and if goods can be 
returned.

3. Look up each item  in a consumer m aga
zine or booklet. Such publications tell 
you what you can and cannot expect 
from a product and w ill help you deter
m ine the best buy for you.

4. When shopping, keep the following in 
mind:

•  When buying food, a lw ays shop alone 
and w ith a list. Buy only what is on 
the list. Do not shop when you are 
hungry.

•  Fancy packaging and a high price do 
not necessarily mean q ua lity  or con
venience. Do not buy on the basis of 
brand name alone.

•  Q uality is relative. Buying the highest 
q ua lity  towels to be used only for 
special occasions is not rea lly  neces
sary , but buying them for everyday 
use for the next few years m ay be a 
savings in the long run.
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Time and the human potential are the two most p reciou s resources. Nothing else 
com es close. Dr. R ichard L. L esher
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Epilogue

A FRAMEWORK 
FOR DECISION MAKING

As a science, economics is devoted to an 
analysis of the w ay in which people cope 
with the problem of scarcity . Because scar
city is a universal problem, the study of 
economics is im portant to everyone.

Through the study of economics, a per
son learns that choices must be made. He 
or she begins to discover that there are 
different w ays to analyze a problem and 
that alternatives must be considered. The 
person also begins to see the need for 
decision-making tools that can help w ith 
choices.

In essence, then, when a person studies 
economics, he or she learns about w ays 
that help to solve problems. In other 
words, economics provides a framework 
for decision m aking and helps a person 
become a better decision maker.

As the economist Kenneth Boulding 
pointed out, economics has evolved to the 
point where it is now a generalized theory 
of choice. When people study economics, it 
is im portant that they understand the w ay 
in which it helps them become better deci
sion makers capable of m aking better 
choices.

ECONOMICS AS A SCIENCE. As a social 
science, economics is concerned w ith how 
people deal w ith scarcity . As a science, 
however, economics is not w ithout some

drawbacks. One is that it a lw ays w ill be a 
bit inexact. This is because it deals w ith 
people, and people are unpredictable at 
tim es. They m ay do one thing in one 
situation and something to tally  different in 
another situation . V^hen people study eco
nomics, then, they rea lly  study themselves. 
They exam ine the w ays in which they 
react to high prices, to low prices, to the 
needs of others, and to the w ays in which 
others go about solving their problems.

A m ajor part of economics is devoted to 
the description of the world around us. 
This includes the three different forms of 
business organizations—proprietorships, 
partnerships, and corporations. It also in
cludes the labor m arket—the number of 
workers who belong to unions, the income 
received by labor, and the measures of 
em ploym ent and unem ploym ent. Another 
thing into which economics delves is the 
m otivational factors that make the econ
omy work. In the case of a  free enterprise 
economy like that of the United States, for 
exam ple, the motivation is profit. The 
profit motive is the driv ing force that en
courages functional institutions to bring 
resources and consumers together.

In short, the study of economic activ ity  
deals w ith more than a description. It is 
also concerned w ith the m otivational fac
tors that help people make decisions, w ith 
how things work, and w ith how things are. 
It is not concerned, however, w ith ques
tions about how things should, or ought, 
to be.
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Today, it is important that people have some 
knowledge of economics. With what is the 
study of economics concerned?

A REASONED APPROACH
Economic decision m aking requires a 

careful, reasoned approach to problem 
solving. The Joint Council on Economic 
Education, a national nonprofit organ iza
tion dedicated to the improvement of eco
nomic literacy in the United States, rec
ommends five steps to economic decision 
making. These are listed below.

1. State the problem or issue.
2. Determine the personal or broad social 

goals to be obtained.
3. Consider the principal alternative means 

o f  achieving these goals.
4. Select the economic concepts needed to 

understand the problem and use them to 
appraise the merits o f  each alternative.

5. Decide which alternative best leads to 
the attainment o f  the most goals or the 
most important goals.

These steps c learly  show how important 
a system atic approach is when m aking

decisions. They also illu strate  how impor
tant it is to consider a ll approaches and 
alternatives to a problem.
DECISION MAKING TOOLS. To help in 
the decision m aking process, the economist 
m ay choose from a num ber of "tools.” 
These include the decision m aking grid, 
supply and dem and, m arginal ana lysis , 
s tatistics, and formal models.

The decision m aking grid  has become 
more im portant recently. It forces a person 
to state a problem, and then identify the 
range of a lternative solutions and the cri
teria needed to evaluate a lternatives. The 
grid  forces a person to follow the "rea
soned approach” outlined earlier.

Two other tools are supply and demand. 
The Law of Demand, for exam ple, is noth
ing more than a broad generalization of 
the w ay people react to a  range of prices 
for a certa in  product. When prices are 
high, consumers tend to buy less than they 
would otherw ise. When prices are low, 
consumers tend to buy more than they 
would otherw ise. The Law of Demand, 
then, sim ply reflects the w ay in which 
people tend to react to the "s ign a ls” sup
plied by the price system .

The sam e is true for supply. Producers 
tend to produce more of a  product when 
the price is high and less when it is low. 
This behavior can be described as the Law 
of Supply. When supply is put together 
w ith dem and, they exp lain  the w ay prices 
are determ ined. They can even help ex
plain  the shortages and surpluses that may 
result if someone or something interferes 
w ith the price m echanism .

Another tool is m arginal ana lysis . The 
study of economics shows that economists 
are more concerned w ith measures like 
total cost or total profit than w ith those 
like average cost or average profit. This is 
because people tend to make decisions "at 
the m arg in .” A producer, for exam ple, w ill 
be more likely to produce one more unit of
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Over the years, the role of government 
has grown to the point where it cares for 
some of the less fortunate. It also has 
other powers, including the right to make 
decisions about national defense and the 
m ilitary. In addition, government makes 
decisions on the allocation of output, espe
c ia lly  in he area of social and welfare 
needs. Almost a ll of these decisions, how
ever, are made through elected officials 
pledged to represent the people. Although 
a ll of the decisions m ay not be made by 
the markets, most people are more com
fortable knowing that some basic protec
tion has been provided for those who need 
it the most.

OTHER ECONOMIC SYSTEMS. Coun
tries w ith other economic system s also 
face scarcity and make the decisions that 
affect allocation. Traditional economies, 
for exam ple, provide evidence of the un i
versal nature of economics.

Like other economies, trad itional econo
mies must deal w ith the problem of scar-

This craftsm an lives in a trad itional economy. 
How does a trad itional economy d iffer from a 
command one?

city  and make decisions about w hat, how, 
and for whom to produce. Beyond this, 
however, the study of the trad itional econ
omy loses interest. Decisions are made in 
a " trad itio n a l” m anner—the sam e w ay 
they were made by parents, grandparents, 
and great-grandparents. As a resu lt, tradi
tional societies tend to be static  w ith  little 
growth or change taking place.

This is not the case, however, w ith com
mand economies. Countries that have a 
strong central control over economic deci
sion m aking have made great strides in 
brief periods of tim e. These strides, howev
er, have been made at the cost of great 
sacrifice on the part of the people.

The Soviet Union, for exam ple, went 
from one of the largest peasant economies 
in the world to a lead ing industria l power 
in a  few generations. At the sam e time, 
however, the people had to make do with 
long hours, low pay, poor working condi
tions, and the v irtual absence of consumer 
goods. Even so, success w ith industria liza
tion has made the Soviet Union a growth 
model that has been followed by other 
countries.

Recently, there has been some question 
as to whether command-tvpe economies 
like the Soviet Union and the Comecon 
countries can deliver on their promises. 
There are m ajor problems involved in the 
complex task of coordinating a ll economic 
decisions through a central p lanning agen
cy. For one, m any central planners are too 
far removed from the factory floor to be 
aw are of the im portance of their decisions. 
For another, m any factories have a  hard 
tim e m otivating workers to perform to the 
best of their ab ilities.

Then, too, growth means that more deci
sions must be made. It also means that 
the problem of com m unication becomes 
more complex. If the q u a lity  of the deci
sion m aking is not satisfactory before the 
growth occurs, it probably w ill not be
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much better afterw ards, or it m ay be 
worse.

Although command economies are capa
ble of massive change over longer periods 
of time, they are somewhat resistant to 
gradual change. In both the Soviet Union 
and the People's Republic of China, large 
numbers of people were forced to live on 
huge state-owned co llective farms in an 
effort to boost agricu ltu ra l output.
The central planners, however, are 
less able to cope w ith the problem 
of gradual change on a week-to-week or 
month-to-month basis. Sm all requests 
often get lost in the bureaucracy, and 
minor changes are often not made.

Command economies, then, tend to lurch 
along from one great p lan to the next, 
while market economies tend to make 
their adjustm ents more gradually . Socia l
ist economies, on the other hand, incorpo
rate a m ixture of m arket and command. 
The attractiveness of economies like those 
of Sweden, Denmark, and Finland seems 
to be due to the great m any social and 
welfare services provided by the govern
ment. However, these economies also have 
to face the problem of scarc ity . As it turns 
out, no country can afford to spend more 
than it has. This can be seen most v ivid ly 
in Sweden today.

Societies, then, have organized them
selves differently to cope w ith the problem 
of scarcity. Some have made progress 
while others have not. The fundamental 
problem, however, rem ains the sam e—how 
to most effectively use scarce resources to 
achieve maximum output.

SEARCH FOR STABILITY 
IN AN UNCERTAIN WORLD

It has been said that only two things are 
certain in this world—death and taxes.

This is ju st another w ay of saying that un
certain ty has become a fact of life. In the 
field of economics, as elsewhere, a great 
deal of tim e and effort is devoted to the 
problems caused by uncertainty.

ECONOMIC GOALS. To a certain  extent, 
the economic goals of most Americans are 
closely linked to the country’s political 
goals. Freedom, for exam ple, is just as 
highly valued in an economic sense as it is 
in a po litica l sense. Workers value their 
right to choose for whom they work and to 
select w hatever occupation they desire. 
Producers value their right to produce the 
goods and services thef choose.

W hile these basic freedoms exist in a 
free enterprise economy like that of the 
United States, they are not possible in 
some other countries. In m any command 
economies, for exam ple, students are often 
given aptitude tests that determ ine the oc
cupations they w ill be allow ed to enter. In 
m any of these sam e countries, the govern
ment owns the factories and the means of 
production, and there is no free enterprise.

Other broad economic and social goals 
such as efficiency, equ ity , security, full em 
ploym ent, price s tab ility , and economic 
growth are also im portant. Collectively, 
the goals give people a w ay to gauge the 
performance of their economic system .

It is not a lw ays possible to achieve a ll of 
these economic goals at the sam e tim e. 
Some ind iv iduals, for exam ple, m ay feel 
that high tax rates for one group, but not 
another, vio late the concept of equality . Or 
a company m ay feel it has lost some free
dom if it is forced to deal w ith  a union. 
The union, on the other hand, m ay feel 
it is not being treated ju s tly  if it cannot 
negotiate w ith the em ployer.

At tim es, then, economic goals do con
flict. The conflict can be resolved in the 
po litical arena by people casting their 
votes for the politicians of their choice.
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Even if a ll the economic goals are not 
achieved, they are im portant because they 
provide the m easuring stick by which the 
American people evaluate the performance 
of the economy. If the economy does not 
measure up to the goals the people have 
set, it can be modified. This, in fact, is ex
actly why there is a modified free enter
prise economy in the United S tates today.
POLITICAL AND ECONOMIC STABILITY.

It is generally agreed that economic sta
b ility  and growth are desirable. What 
must be kept in mind at the sam e time, 
however, is that economic and political 
s tab ility  are m utually dependent. It is not 
easy for a country to have a growing and 
healthy economy if it does not have a sta
ble government. Foreign investors, for ex
am ple, m ay shy aw ay from countries that 
suffer revolutions or other forms of politi
cal turm oil.

The same is true in reverse. Even if a 
country has a re latively  stab le govern
ment, a weak economy can pose a threat

to the po litical system . A great deal of the 
current po litical unrest in Latin America, 
for exam ple, can be traced to vast differ
ences in the d istribution of income. Many 
poor peasants become revolutionaries sim
ply because the government in power has 
had a hand in taking land or other materi
a l goods from them or has looked the 
other w ay when such things happened. In 
the long run, the existence of a relatively 
strong and stab le central government is 
threatened by the poverty and m isery of 
the m asses.

THE ROAD AHEAD
The road ahead m ay be bumpy because 

today’s world is a dynam ic one that is 
changing constantly. Nonetheless, that 
road need not be unfam iliar. The study of 
economics helps add structure to the com
plex and changing world. Economics pro
vides the framework for reference so that 
ana lysis , explanation, and prediction can 
take place.

Because of this, the study of economics 
can help people cope w ith the uncertainty 
that lies ahead. Although people, prob
lems, and sometimes even institutions 
come and go a ll the tim e, m any of the 
underlying behaviors and relationships 
rem ain the sam e.

Epilogue Review
1. To w hat is a m ajor part of economics 

devoted?
2. W hat are the five steps to economic 

decision m aking?
3. How do decision m aking tools help the 

economist?
4. Why do economic goals sometimes con

flict?
5. How are po litical and economic stab ili

ty dependent on each other?

In the United States, economics and politics 
often go together. What are some common 
economic and political goals?
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Budgeting

According to many financial planners, the best w ay to increase 
w ealth is not through more income but through better use of 

the resources one already has. You can move toward better use of 
your resources by taking the tim e to plan your expenditures so that 
you can live w ith in  your means. This can be accom plished by 
making a budget—a plan that matches expenditures w ith income. 
Budgeting can help you m anage your money better and prevent you 
from buying goods and services you do not rea lly  need or cannot 
afford.

The first step in setting up a budget is to obtain a spreadsheet— 
a large sheet of paper w ith columns for weeks and months and rows 
for different types of expenditures. If you cannot find one in your 
local office supply store, you can make your own. The next step is to 
decide whether you want to set up your budget on a weekly, 
monthly, or yearly  basis. Most people set up annual budgets divided 
according to when they get paid . For exam ple, if you get paid every 
two weeks, you m ight want to set up an annual budget w ith  26 
bi-weekly columns. If you get paid monthly, you m ight prefer to set 
up an annual budget w ith 1 2  monthly columns.

The first row of your budget should consist of the income you 
expect to have for each w eekly, bi-weekly, or monthly period. Be 
sure to record your net income—the income received after taxes 
have been taken out. The rem ainder of the rows should be used to 
list your expenditures by category. The number of categories w ill 
depend on your needs and your finances. Prioritize your expendi
tures, listing first those things you must pay, such as rent and 
u tility  b ills . Make sure you have a category for m iscellaneous 
expenditures to take care of the unexpected, such as a last-m inute 
gift you m ight have to buy. Since you rea lly  cannot know how m any 
unexpected expenditures you w ill have, allow  five to ten percent of 
your net income for this category. Also, set up a category for repairs 
or m aintenance of items you m ay own, such as a car. Such items 
are likely to be too large to absorb in the m iscellaneous category. 
Lastly, keep in mind that it is more efficient and sometimes easier 
to spread larger expenditures across tim e. For exam ple, your car 
insurance m ay be due every six months. Rather than try to budget 
the entire paym ent in one or two periods, set aside enough money 
each period so that you have the entire amount on hand when the 
b ill arrives.
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Monitor your budget as you go along to make sure that the 
amounts you have allo tted for each category are reasonable. For 
exam ple, you m ay discover after a month or so that you have not 
set aside enough for groceries. If you find that a  category does not 
reflect your actual spending, ad just it. An im portant benefit of a 
budget is that it can show you where you need to increase or 
decrease your spending.

When you make your budget, rem em ber that you are designing 
a system  that w ill work for you. You must be comfortable w ith  the 
budget you set up.

1. Why is m aking a budget im portant?
2. What are the steps involved in m aking a budget?
3. What does it mean to monitor a budget?

j*
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Buying Insurance

f you read newspapers or m agazines, w atch television, or listen  to 
the radio, you have seen or heard m any different advertisem ents 

for insurance. W hile you m ay not like the advertisem ents or agree 
w ith a ll their c laim s, their product is im portant. Almost everyone 
needs some kind of insurance. Your parents, for exam ple, m ay have 
several types of insurance—insurance on their home to protect it in 
case of theft, fire, or natural d isaster; insurance on their automobile 
to provide for them in case of accident or d isab ility ; insurance on 
their health to cover them if they are hospitalized or ill for a vlong 
time. The stores in which you shop m ay have insurance to protect 
them against employee theft or to cover customers hurt or injured 
while shopping. The doctor you see when you are ill, the school that 
you attend, and the c ity  and state in which you live a ll carry  some 
types of insurance.

There are some questions you—and every other consumer—must 
answer before buying any insurance—Why do I need it? ; W hat kinds 
are there?; What kind(s) do I need?; Which companies have the best 
rates? The answers to some of these questions are sim ple. You need 
insurance to protect yourself. How much and what kind of insurance 
you need depends on your life style , your job, your age, and m any 
other things. B asically , you need enough insurance to protect your 
belongings and potential income, but not so much that paying for it 
strains your budget.

There are six m ajor types of insurance that you should consid
er—whole life, term , health , autom obile, homeowners, and property 
liab ility .

Whole life insurance, sometimes ca lled  ordinary life insurance, 
pays money to your survivors in the event of your death. It also 
carries a provision for savings against which you can borrow. You 
m ay also collect the savings in one large sum when you retire. 
Although this type of insurance can be expensive, it offers a combi
nation of coverage to those who cannot buy ind iv idual coverages 
separately.

Term insurance offers one type of coverage only—paym ent to 
your survivors in the event of your death. It is re latively inexpen
sive, w ith a $50,000 policy generally costing about $300 a  year.

Health insurance covers m edical and hospital b ills  if you be
come ill. Some health insurance policies also cover m edication. A 
good policy covers approxim ately 80 percent of m edical expenses.

■  I
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Automobile insurance can provide several different kinds of 
coverage, including liab ility , co llision, and term  and health. Liability 
coverage protects you from claim s and law su its if you cause an 
accident. Collision covers dam age to your automobile if another 
vehicle hits it. Most people driv ing new cars want collision coverage. 
Most people driv ing olders cars worth only a few hundred dollars 
often find that it is not worthwhile.

Homeowner insurance covers a homeowner when his or her 
home or property has been dam aged. Mortgage lenders generally 
insist that a  homeowner carry this type of insurance until his or her 
mortgage has been paid in full.

Property liability insurance protects renters and homeowners 
against claim s of negligence filed by others when an accident occurs 
on the renter’s or homeowner’s property. It w ill protect the home
owner or renter when, for exam ple, a person who trips or falls on a 
broken step on the renter’s or homeowner’s property files or sues to 
collect dam ages for his or her in juries.

Deciding exactly what insurance to buy can be difficult and 
confusing. One reason for this is that different insurance companies 
often offer the sam e type of insurance under different names. This 
makes it hard for the consumer to know whether or not insurance 
agents representing different companies are ta lk ing about the same 
kind of policy. Another reason is that the product—coverage—is 
invisib le. The consumer cannot te ll how much the policy w ill pay 
until something happens for which he or she wants to collect 
paym ent.

There are , however, several things that w ill help you when 
buying insurance. First, keep in mind that group policies—policies 
offered to a group of people, generally by an em ployer or organ iza
tion—tend to be less expensive than ind iv idual policies purchased 
from an insurance agent. Second, a lw ays consult more than one 
agent before buying a policy. Describe your needs carefu lly to each 
agent, and ask each to recommend a  policy and provide a w ritten  
list of benefits and estim ate of costs. Inform each agent that you are 
consulting other agents and intend to compare costs and benefits 
before m aking any decision. Base your decision as to which policy to 
buy on the results of your comparison.

1. Why do consumers need insurance?
2. What are six m ajor types of insurance?
3. What are some im portant things to consider when buying 

insurance?
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Filing an Income Tax Form

■ I f  you work, you probably have to file income tax forms w ith the
1  federal government and, in some cases, w ith the state and/or city 

in which you live or work. The first step in filing income tax forms 
is to fill out a w ithholding statem ent w ith your em ployer. The 
federal w ithholding form, known as a  W-4, asks for such information 
as your name and address, social security number, m arita l status, 
and any special allowances for d isab ilities or dependents. This form 
is shown below. The purpose of the W-4 is to help your em ployer 
determ ine how much money to withhold from each of your pay
checks. For this reason, it is im portant for you to complete the form 
properly. If you do not, your em ployer m ay not w ithhold enough 
money, and you w ill have to pay add itional taxes.

Your pay stubs and the receipts for your expenditures are 
important records and should be kept together in a safe place. By 
law , in Jan uary  of every year, you must receive from your em ployer 
a W-2 form, which sum m arizes your earnings for the year. Check the 
information on your pay stubs against that on the W-2 to make sure 
that it is correct. Some expenditures are tax deductible and w ill 
save you money by lowering your taxes. You must be able to prove,

г* ™  W-4 Em ployee’s W ithholding Allowance Certificate
Department ot theiieasury ► F o r  P riv a cy  A c t and  P a p erw ork  R e d u ctio n  A ct N o tice , see in s tru ctio n s .
1п1бгпэ1 Kevenue 5>ervice

O M B  N o 1546-0010

Hi87
1 Typ e  or print your full nam e 2 Your social security num ber

H om e address (n u m b e r and street or rural route) ( CD Single □  M arried 

3 Marital J Q  M arried, but w ithhold at higher Single rate 
Status I Note. Ц  m 3 r n e ( j  Dui 1щ а ц у  separated, or spouse is a 

V. nonresident alien, check the Single box
City or tow n, state, and Z IP  code

4 Total num ber of allowances you are claim ing (from  the W orksheet on page

5 Additional am ount, if any, you want deducted from  each pay (see Step 4  or 

61 claim  exem ption from w ithholding because (see Step 2  above and check
• П  la st year 1 did not owe any Federal incom e tax and had a right to a

3 )

page 2 )  .....................................................................

oxes below that apply):
ull refund of A L L  incom e tax w ithheld A N D

$

b HI This year 1 do not expect to owe any Federal incom e tax and expect to have a right to a full refund of
A L L  incom e tax withheld If both a and b apply, enter the year effective and " E X E M P T "  here ► 

с If you entered " E X E M P T "  on line 6 b. are you a full tim e student?

Year

19

□ Y e s  [ No
Under penalties of perjury. 1 certify that 1 am entitled to the number of withholding allowances claimed on this certificate or. if claiming e*empt»on from withholding, that I am 
entitled to claim the exempt status
Employee's signature ► Date ► . 19

7 Em ployer’s nam e and address (E m p lo y e r: C o m p le te  7, 8 . and  9  o n ly  if se nd ing  to IR S ) 8  Office 
code

9  Employer identification number
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however, that you ac tu a lly  made the expenditures. Your proof is the 
receipts that you have saved.

Since tax law s change, it is im portant to be aw are which 
expenditures are deductible. Depending on the current tax laws, 
these m ay include mortgage interest; m edical b ills and pharm aceuti
cal expenses; ch ild-care expenses; alim ony paym ents; such ch arita 
ble contributions as donations to your church or to such non-profit 
organizations as the United W ay; such work-related expenses as 
union dues or uniforms; and uninsured losses from theft or natural 
d isaster.

At the first of each year, the Internal Revenue Service sends out 
tax forms w ith detailed instructions on how to fill them out. If you 
do not receive the forms, or if you m isplace or dam age them, you 
can find the sam e forms at most post offices, public lib raries , or 
banks. By following the instructions, you can complete the forms 
yourself. Or, if you prefer, you can have them filled out jjy a 
professional tax preparer. The fee for this service varies according to 
the com plexity of the return and the amount of tim e it takes to 
prepare it. You generally must file the completed forms by m id
night, April 15.

1. What is a W-4 form? What is its purpose?
2. In preparing to file an income tax form, why are receipts 

im portant?
3. What are some exam ples of tax deductible expenditures?
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Maintaining a Checking Account

Checks have become so common today that they are considered 
one of the m ajor components of the money supply, and most 

consumers find that a checking account is a convenience they must 
have. A person who has a checking account does not have to carry 
around large sums of cash. He or she can pay b ills  w ith a  check, 
often through the m ail. But having a  checking account is one thing, 
and m aintain ing it properly is another. Almost anyone can open a 
checking account, but it takes special care to m ain tain  it.

Checking accounts are not free, unless you are able to deposit— 
and not use—a m inim um  sum of money that generally varies from 
$500 to $1000. If you do not m aintain  the required m inim um , you 
w ill have to pay both a monthly m aintenance fee and an additional 
charge for new checks. Therefore, before opening a checking account, 
you must decide if you need it.

Once you decide to open a checking account, there are several 
things you should do to make sure that it is used effectively. First, 
order checks that have printed on them your full nam e, current 
address, and telephone number. Second, when you w rite checks, 
make sure that a ll figures and amounts are legible. S tart w riting on 
the extrem e left, using a ll the space availab le  so that no one can 
change the amount or add in extra. Be sure to date the checks 
correctly. Also be sure to sign them clearly  and accurately . This w ill 
help bank tellers identify your signature and recognize forgeries. A 
sam ple check that incorporates these procedures is shown below. 
Third, im m ediately after w riting a  check, record in your checkbook

001

f^cb- 2. i9 ee
1-33
280

PAY TO
THE ORDER OF JcvxK \C*V*S

DOLLARS

FIRST STATE BANK 
YOUR CITY. STATE

c o u o o o o u i :  з so e. a  I'M*
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the date on which the check w as w ritten , to whom it w as w ritten , 
and the amount for which it was w ritten .

For m any people, the most difficult task involved in m aintain ing 
a checking account is balancing their checkbook. This should be 
done every month upon receiving a statem ent from the bank. The 
statem ent w ill tell you exactly which of your checks the bank has 
received and which of your deposits it has recorded. It w ill also tell 
you what the balance in your account is at the tim e the statem ent 
was issued. At the sam e tim e, the bank w ill also send you the 
cancelled checks listed in the statem ent. It is up to you to reconcile 
your account—make sure your balance agrees w ith the balance 
indicated by the bank.

The first step in reconciling your account is to take the checks 
returned to you by the bank and put them in num erical order. Next, 
in your checkbook, m ark each check entry w ith an  X or some other 
symbol to show that the check has been processed. As you do this, 
compare the amount of each check w ith the amount you recorded in 
your checkbook to make sure they m atch. Then, list the checks you 
wrote but that were not returned to you or deducted from your 
account. Total these amounts then add this total to the balance you 
have w ritten  in your checkbook. Subtract from this any fees or 
charges indicated on the bank statem ent, such as a monthly service 
charge or a  charge for new checks, and compare this balance w ith 
the balance on the bank statem ent. If no m istakes were m ade, your 
balance and the one shown by the bank should m atch.

If the two balances do not m atch, you must go back and look 
for m istakes. Check to make sure that a ll your deposits and checks 
were recorded accurately and that no subtraction or addition errors 
were made. If the error does not show up, check the handw ritten 
amount on each check against the com puter code on the bottom of 
the check to see if the bank operator recorded it properly. If you 
still have not found the error, ca ll your bank and discuss the 
problem w ith the appropriate person there. If you do not c lear up 
the error im m ediately, it w ill carry  over to the next month, m aking 
balancing your checkbook next month even more difficult. If the 
balance gets too far out of line, a  check m ay bounce—be returned 
for insufficient funds—which w ill cost you a fee of $10 or $15. If a 
number of checks bounce, it could give you a bad credit rating.

If you follow the above guidelines, m aintain ing a checking 
account is not difficult. Most people agree that, despite the tim e and 
cost involved, having a checking account is worthwhile.

1. Why is having a checking account convenient for m any 
consum ers?

2. How do you balance a checkbook?
3. What does it mean for a  check to bounce?
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Preparing a Resume

A t one time or another, you probably w ill need to look for a job. 
One of the most critica l parts of this process is preparing a 

resume. A good resume provides a brief, neatly typed history of your 
strengths, ab ilities, and accom plishm ents. Very often, whether or not 
a prospective em ployer decides to interview  you depends on his or 
her reaction to your resume.

Before you start w riting your resum e, conduct an inventory of 
your strengths and weaknesses by asking yourself questions like 
these: What kinds of sk ills and talents do I have? W hat is m yw o rk  
history? How much formal education have I had? W hat were my 
grades and class standings? In what activ ities have I partic ipated? 
What physical handicaps do I have that m ight lim it my ab ility  to 
work? What are my goals? Do I want full tim e or part-tim e 
em ploym ent? What kind of work do I want to do? What sa lary  
would I be w illing  to accept?

When you have answered these questions, organize the entries 
on your resume. Begin w ith your name, address, and telephone 
number. This tells an em ployer where he or she can reach you.
Then, indicate the position or kind of position you are seeking. Next, 
list a ll your relevant work experience, beginning w ith your most 
recent job. Include the dates of your em ploym ent, the nam es of the 
companies for which you worked, and the positions you held. Go 
next to your education, listing the schools you have attended. 
Potential em ployers are interested in your education and how you 
have performed in school.

Next, list any special honors or aw ards you have received and 
any activ ities in which you have been or are involved. Lastly, 
provide at least three references, a ll of whom know you w ell enough 
to vouch for your ab ilitie s  or strengths. Do not use relatives as 
references, and do not use more than one or two teachers.

The illustration  that follows is an exam ple of a  resume. Keep in 
mind, however, that since a  resume should fit an ind iv idual’s 
strengths and weaknesses, its format can vary.

1. Why is a resume an im portant step in finding a job?
2. What kinds of questions should you ask yourself when prepar

ing a resum e?
3. What kinds of things should you list on a resum e?
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Bobby Little 
4144 Valley Court 

Cranston, Illinois 60505 
(312) 676-2242

Position Desired:
Seeking part-time employment during the school year: Prefer to 

work one afternoon or evening per week plus one day of the weekend; 
willing to work full time during the summer.
Work Experience:

June 1986-Present: Part-time Cook, McDonald’s, Inc., Cranston, 
Illinois

January 1986-May 1986: Part-time Stock Clerk, Brown’s Hardware
Store, Cranston, Illinois

Education:
Senior at Scott High School, Class of 1988, currently an'honors 
student

Honors and Awards:
•  First Place Medal (computer division), State of Illinois Science Fair, 

for project entitled "NYSE: The Stock Market Simulation,” April, 
1988

•  Air Force Best Overall Project Award, State of Illinois Science Fair, 
April, 1988

•  First Place, Computer Division, Blake County Science Fair, May, 
1988

•  Outstanding Physical Education/Health Student Award, Scott High 
School, Spring 1986

Special Interests
•  Computers, strategy games, playing the guitar
•  Member of Scott High School Chess Club (September 1986-May 

1988)
•  Member of Scott High School Spanish Club (September 1985-Mav 

1988)
References:

Mr. Allen Williamson 
Head, Department of Science 
Scott High School 
Cranston, Illinois 60505 
(312) 676-3633

Mr. Richard Adams 
McDonald’s, Inc.
Cranston, Illinois 60505 
(312) 676-8970

Mr. John Brown
Owner, Brown’s Hardware Store 
Cranston, Illinois 60505 
(312) 622-3414
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Rights of Consumers

I I  ow m any of the following federal law s are you fam ilia r w ith?

Consumer Leasing Act 
Fair Credit B illing Act 
Magnuson-Moss W arranty Act 
Truth-in-Lending Act 
Fair Credit Reporting Act 
Federal Wage Garnishment Act 
Fair Debt Collection Practices Act

The federal government has passed a ll of these acts in recent years 
to protect you, the consumer. If you do not know what protection 
they offer you, it would be well worth your w hile to look them up.

In addition to the help provided by the above acts, you have 
certain  rights of which you should be aw are so you can put them to 
use when necessary. The following are just a few things you should 
know.

1. If you receive merchandise you did not order through the 
m ail and for which you are b illed , you have the right to keep 
the m erchandise without paying for it.

2. If you com plain in w riting about an error in a b ill and the 
seller does not respond w ith in  two months, you have the 
right to keep up to $50 of the amount you stated w as in 
error.

3. If a moving company does not pick up and deliver household 
goods at the agreed-upon tim e, you have the right to charge 
them for any motel and dining expenses you incur as a 
result.

4. If a m ail-order company does not fill your paid order in 30 
days, you have the right to dem and your money back.

5. If you report in w riting your lost or stolen credit card 
im m ediately, you are liab le for only $50 worth of purchases 
not made by you.

6 . If you are refused credit, insurance, or a  job, you have the 
right to receive the name and address of the consumer 
reporting agency that provided the information on which the 
refusal w as based.

7. If you are "bum ped” from an airp lane flight because the 
a irline overbooked that flight, you have the right to a refund
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for your fare as w ell as to a seat on another plane to take 
you to your destination.

8 . If you are over 18 years of age, you have the right to see 
most school records and have them corrected if they are not 
accurate.

9. If you, as a consumer, go to Sm all C laim s Court, you do not 
have to be represented by a law yer.

10. If you buy something from a door-to-door salesperson, you 
have three days in which to change your m ind about the 
purchase.

These are only a few of your specific rights as a consumer. In 
general, you have four basic rights. These were outlined in 1962 by 
President John F. Kennedy in a  special message to Congress. Accord
ing to President Kennedy, consumers have the right to safety, the 
right to be informed, the right to choose, and the right to be heard. 
These four rights protect you against goods and services that are 
dangerous to life, lim b, and health , and against false or m isleading 
advertising, inaccurate labeling, and deceptive practices. They also 
help provide you access to a  variety of products at different prices 
and to facts that enable you to get full value for your money. In 
addition, they allow  you to obtain legal redress of com plaints and 
grievances when the m arket place fails.

Although knowing your rights is im portant, it is only part of the 
picture. Using those rights is the other part. Honest, well-based 
com plaints should be voiced where they w ill do some good. Com
plain ing to your best friend, boyfriend or girlfriend, or relatives m ay 
make you feel better, but it w ill not prevent the sam e thing from 
happening to someone else. Complain where it w ill do some good— 
to the store m anager, the company president, or the board of 
directors. If this does not do any good, contact your local Better 
Business Bureau. If that fails, w rite or ca ll the appropriate state or 
federal agency. These include the Federal Trade Commission, the 
Interstate Commerce Commission, the Office of Interstate Land Sales 
Registration, the Office of Consumer Affairs (a ll located in W ashing
ton, D.C.), and the Food and Drug Adm inistration (located in 
Rockville, M aryland).

1. As a consumer, what are your rights if you receive m erchan
dise through the m ail that you did not order?

2. If you have been denied cred it, what are your rights?
3. What are four basic rights of consumers?
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Responsibilities of Consumers

onsumers have certain  rights. At the sam e tim e, however, they
also have certain  responsibilities. These include the obligation 

to be honest, to supply correct information, to report harm ful and 
dangerous goods, and to disclose instances of wrongful consumer 
dealings.

Being honest means not taking goods without paying for them 
and not tolerating such actions by others. Businesses work hard to 
produce goods and services for consumers. They compete w ith  one 
another to offer their products at the lowest com petitive prices. 
When someone shoplifts—steals goods on d isp lay at a  store—all 
consumers are hurt because it forces stores to raise their prices to 
cover the cost of the goods they have lost.

Supplying correct information means being truthful when filling 
out product surveys. As part of the w arran ty  on their goods, 
m anufacturers often include a short questionnaire designed to col
lect information about the consumers who are most likely to buy 
their product. One reason they do this is to determ ine the best 
audience at which to target their advertising. Another reason is to 
compile and m ain tain  a list of the ind iv iduals who buy their 
products in the event that, at a  la ter date, those ind iv iduals have to 
be notified of a product defect or improvement.

Reporting harmful and dangerous goods means m aking m anu
facturers aw are of the danger or potential danger of their product. A 
consumer m ay discover, for exam ple, that a baby toy has sharp 
m etal edges or that, after it has been used a few tim es, an  electrica l 
appliance develops a short c ircu it in its w iring. In m any cases, 
m anufacturers are unaware of problems w ith  their products, and it 
is up to the consumer to make them aw are by reporting problems to 
the appropriate company or agency as soon as possible. There are 
several agencies set up to investigate and deal w ith such com plaints. 
In the case of autom obiles, for exam ple, the United S tates Depart
ment of Transportation m ain tains a toll-free "Auto Safety H otline” 
for just this purpose.

Disclosing instances of wrongful consumer dealings means re
porting experiences w ith  such unfair practices as false or m isleading 
advertising, fau lty packaging, or overcharges for goods or services 
provided. Reporting such incidences can be accom plished by w riting 
a letter of com plaint to the m anufacturer. Like the le tter that 
follows, it should c learly  identify the problem , be specific about the
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corrective action you w ant taken, and include a ll the necessary 
documentation.
If the m anufacturer does not respond to your le tter or resolve the 
problem to your satisfaction, it is up to you to contact other sources 
of help such as the Better Business Bureau or a m edia hotline.

Consumer responsibilities and rights are much like two sides of 
a coin—they go together w ith each supporting the other. When you 
fulfill your consumer responsib ilities, you are helping other consum
ers as much as you are helping yourself.

1. How does shoplifting hurt consumers?
2. Why should consumers report harmful and dangerous goods 

to m anufacturers?
3. What kinds of information does a  le tter of com plaint contain?

Your Street Address 
Your C ity, S ta te , Zip Code 
Date

Person in Charge 
Company Name 
Street Address 
C ity, S tate , Zip Code 
D ear_________ :

On (date), I purchased (indicate nam e, seria l number, model number 
or name) from (store name and location). Unfortunately, the product has 
not performed satisfactorily because (describe problem).

To solve this problem, I would appreciate (state the specific action or 
actions you want taken). Enclosed are copies (do not include orig inals) of 
my records (receipts, guarantees, w arran ties, cancelled check or charge 
slip , model and seria l numbers, contracts, etc.).

Iam  looking forward to your reply and resolution of my problem. I w ill 
w ait (reasonable time for action) before seeking th ird-party assistance. You 
may contact me at the above address or by telephone at (home and/or office 
number).

S incerely,
(Your Name)
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Borrowing Money

t one time or another, alm ost everyone buys the use of money,
or borrows. In each case, the borrower assum es some risks. And, 

in each case, he or she has a "good” reason for borrowing. In truth, 
however, there are right reasons and wrong reasons for borrowing 
money. The wrong reasons include borrowing to buy something on 
im pulse, to make you feel better because you are depressed, or to 
make you more im portant in someone else ’s eyes. They also include 
borrowing to gam ble, to make a  risky investment or to buy sgme- 
thing that w ill be worn out or useless before it is paid for. It is just 
as wrong to borrow so you can live beyond your income or because 
you expect to get a raise , an inheritance, or w in the lottery.

Being in a great deal of debt is dangerous and can lead to 
personal bankruptcy. If, however, you have a  leg itim ate need to 
borrow money, there are some things to keep in mind.

1. Do not borrow so much that if you become ill or lose your 
job, you no longer w ill be financially stable.

2. S tagger your debts. Spread out your paym ents so they are not 
a ll due at the sam e time.

There are several places other than fam ily or friends to which 
you can go for a loan—life insurance com panies, savings institutions, 
credit unions, com m ercial banks, re ta il organizations, finance com
panies, pawnshops. Several types of loans are ava ilab le  to consum
ers including installm ent sales cred it, installm ent cash cred it, single 
lump sum credit, open-ended or revolving cred it, and credit card  loans.

Installm ent sales credit, the most common type of loan av a il
ab le, is generally taken out to buy such m erchandise as household 
furniture or appliances. The consumer makes an in itia l deposit on 
the goods, and then agrees to pay the balance, plus interest and 
service charges, in equal installm ents over a period of time.

Installm ent cash credit is a direct cash loan often used for 
vacations, home improvements, or other personal expenses. No down 
payment is required, but the loan, plus interest and other charges, 
must be repaid in equal installm ents over a specified period of time.

Single lum p sum credit is a direct cash loan that requires that 
the amount borrowed plus interest be repaid on a specified day.

Open-ended or revolving credit allow s consumers to purchase 
goods and services from merchants on cred it, often w ithout a down 
paym ent. In some cases, the loan m ay have a provision that allows 
the entire balance to be repaid w ith in  30 days w ithout any interest
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charges. Monthly paym ents are required thereafter, w ith  interest 
being computed on the outstanding balance.

Credit card loans are loans made through the use of a bank 
credit card . The paym ent plans for this type of loan vary w idely. In 
some cases, annual fees are charged for use of the card , w hile in 
others, interest m ay be charged on the outstanding balance. In still 
others, the balance m ay have to be paid in full at the end of the 
month, or monthly installm ent paym ents m ay be made.

Regardless of the type of loan you obtain , you, as a consumer, 
are entitled by law  to information about the cost of cred it. F irst, the 
consumer is entitled to know the finance charge— the total do llar 
amount the credit w ill cost, including interest charged plus any 
carrying or service charge. Secondly, the borrower is en titled to 
know the annual percentage rate (APR)—the interest cost of the 
loan on a yearly  basis. Since repaym ent schedules differ, фе APR 
is your guide to the true cost of the loan.

No m atter what type of loan you app ly for, you must be a  good 
credit risk. To determ ine this, the lender checks on character, ab ility  
to repay the loan and cap ita l assets. If you can answ er "yes” to the 
following questions, you probably would be considered cred itab le: 
Does your employment history show that you can keep a job? Is 
your job stab le? Have you paid off your previous loans, including 
charge accounts, prom ptly and on schedule? Are your assets greater 
than your liab ilitie s?  Do you own your own home or have you lived 
in the same rented home for an extended period of tim e?

Before agreeing to lend anyth ing, lenders w ill often check w ith  a 
credit bureau—an agency that collects credit and other information 
on consumers to determ ine cred itab ility . If your credit history—a 
record of debt and paym ent history—is not good or is in doubt, you 
probably w ill be denied credit. Thus, to m ain tain  a good credit 
rating , debts should be paid on time.

Once your request for a loan is granted, you should check to 
make sure that the contract for the loan does not include the 
following:

1. An add-on clause, which allow s the se ller to keep title to an 
entire list of item s until a ll paym ents on the loan have been 
completed.

2. A balloon clause, which makes the final paym ent larger than 
the other monthly paym ents.

3. An acceleration clause, which allow s the lender to demand an 
im m ediate paym ent in full if one paym ent is not made.

1. What are some wrong reasons for borrowing?
2. What kinds of loans are availab le  for consumers?
3. What is a credit rating? Why is it im portant to m ain tain  a 

good one?
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Paying for C ollege

College costs have risen stead ily  in recent years. As a resu lt, even 
fam ilies who have saved for years for their son’s and daughter’s 

education may find they do not have enough to pay a ll the costs.
For parents on a tight budget, state colleges and universities and 
community colleges offer the most value because they generally cost 
up to 40 percent less than most private schools.

If you need financial a id , regardless of the reason, it is best to 
get started in your search in your jun ior year or early  in your senior 
year of high school. Check w ith your guidance counselor about 
federal aids and state, m ilita ry , ethnic, and fraternal grants. Gen
era lly , students whose fam ily income is low are elig ib le for some aid 
even if their grades are low. Students from m iddle-income fam ilies, 
on the other hand, generally are e lig ib le for less a id  and then only if 
they have good grades. These students w ill have to re ly more on 
subsidized student loans and special scholarships. Students from 
high-income fam ilies generally are not elig ib le  for any a id  at a ll.

In general, financial a id  comes in three basic forms, no m atter 
what the source m ay be—loans, which must be repaid ; scholarships 
and grants, which need not be repaid ; and jobs. Most big financial- 
aid  sponsors give out their money through colleges. For this reason, 
the financial aid  office of the college(s) of your choice is one of the 
first places to contact. Most colleges send out financial aid  app lica
tions only upon request, so it is im portant to app ly for forms ahead 
of tim e to file when you app ly for adm ission. M issing the appointed 
deadline w ill reduce your chances for aid .

B asically , there are four m ajor types of student loans. One is the 
National Direct Student Loan, which is granted only to needy 
students. The funds come from the federal government, but the 
students who receive them are chosen by ind iv idual colleges. The 
loan is interest-free w hile you are in school. S tartin g  nine months to 
one year after graduation, you have ten years in which to repay the 
loan at low interest. To app ly for this type of loan, contact the 
financial a id  office at the college(s) of your choice.

A second type of loan is the Government Guaranteed Student 
Loan. This loan is made by financial institutions, which are guaran
teed repaym ent by the federal government. W hile you are in school, 
the government pays the interest, which is generally 9 percent. Once 
you graduate, you have ten years for repaym ent. Like the National 
Direct Student Loan, this loan is granted to you rather than to your 
parents. To app ly, contact financial institutions.
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A third type of loan is a bank loan, which you or your parents 
w ill have to begin repaying w hile you are s till in college. Although 
interest rates vary on this type of loan, they generally are higher 
than those on government loans. A fourth type of loan is the special 
student loan offered by colleges, civic and professional groups, and 
other organizations. The interest rates vary on these loans.

There are as m any, or more, kinds of scholarships as there are 
loans. In most cases, income p lays no part in e lig ib ility . The 
following are just some of the kinds availab le .

1. National, state, and college m erit scholarships, which are 
aw arded on the basis of academ ic excellence.

2. Athletic scholarships, which are aw arded to students who 
excel in a sport or sports.

3. Talent scholarships, which are aw arded to students gifted in 
the arts. ¥

4. Reserve Officers’ Training Corps scholarships, which are 
aw arded to students w illing  to spend four years in the arm ed 
forces after graduation.

More detailed information on scholarships can be found in The 
Л’5 and B's: Your Guide to Academic Scholarships, which can be 
bought for $4.25 from Octameron Associates, P.O. Box 3437, Alexan
dria , Va. 22302. It is im portant to app ly for every aw ard  for which 
you feel you m ay qualify . There is no lim it on the number for which 
you can app ly nor on the num ber you can receive.

Although grants also are availab le , they generally are for the 
needy only. For those who qualify , Pell Grants can be used at any 
accredited college, vocational schools, technical institutes, nursing 
schools, and the like. Grades p lay no role in e lig ib ility .

The third basic kind of financial a id  is in the form of a job. 
Several different programs fall into this category. One is the College 
W ork-Study Program sponsored by the federal government. To be 
e lig ib le , you must be a full-tim e student who would not be ab le to 
attend school without the job. Another program  is cooperative 
education. Under this program , you work six months and go to 
school six months each year. W hat you earn on the job w ill pay 
your tuition.

These are just a few of the possib ilities for financial a id . There 
are m any more. The im portant things to remem ber are to start your 
investigation early , that you can borrow from more than one 
program , and that there are people and publications to help you.

1. If you need financial a id  for college, when should you begin 
your search?

2. What are three forms of financial a id ?
3. What kinds of scholarships are availab le?
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Renting an Apartment

Everyone needs a place to live and renting also has some advan
tages. There is no large down paym ent nor cash outlay for taxes, 

m ajor repairs, or m aintenance. In addition, your commitment lasts 
only as long as your rental contract. This gives you more financial 
flex ib ility .

If you determ ine that your best course is to rent an apartm ent, 
it is im portant that you take tim e to make sure you choose w isely . 
Before you even begin to look for the apartm ent, ask yourself the 
following questions:

1. What would be the best location in terms of getting back and 
forth from work or school and convenience to shopping?

2. Do I want a furnished or unfurnished apartm ent?
3. How much space do I need to have adequate storage and be 

comfortable?
4. How much rent can I afford to pay? (Monthly rent plus 

related expenses should not be more than one w eek’s take- 
home pay.)

You can try to find an apartm ent by yourself by consulting the 
classified section of newspapers or the bulletin  board at work and 
by asking friends for recommendations. Or, for a fee, you can have a 
rental agent look for you. In either case, do not agree to rent an 
apartm ent until you have seen it for yourself. The best tim e to do 
this is during the evening or on the weekend when other tenants 
and neighbors are at home. That w ay, you w ill be able to te ll how 
noisy or quiet the apartm ent and area are and what the neighbors 
are like. If possible, try to talk to some of the people in the 
neighborhood, apartm ent complex, or build ing to learn the advan
tages and disadvantages of moving into the area.

Inspect the apartm ent and the surrounding area carefu lly for the 
following:

1. Is the build ing w ell-bu ilt, w ell-m aintained , and w ell-lit?
2. Is the apartm ent the right size? Does it have a convenient 

floor plan, enough w all space for your furniture, and ade
quate lighting and electrica l outlets?

3. How m any windows are there? Do they open and close 
easily?  Are there screens and storm windows?

4. Is the apartm ent air-conditioned? Does it have its own 
heating and cooling controls?
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5. Do m ajor appliances such as a stove and refrigerator come 
w ith the apartm ent? If so, in what condition are they?

6 . Is the apartm ent carpeted? Are there drapes, b linds, or 
shades for the windows?

7. Does the build ing have fire w a lls?  Smoke alarm s?
8 . Are laundry equipm ent and storage facilities availab le?
9. Is there trash collection or disposal? W here? How often? By 

whom? Who pays for it?
10. What kind of burg lary protection is there?
11. What are the parking facilities?

Once you have selected the apartm ent you w ant, you probably 
w ill have to sign a lease, a w ritten  agreem ent between you and the 
landlord that states the m ajor terms of your occupancy. It generally 
includes a description of the rental property; the amount of rent to 
be paid and the dates on which it is due; how much deposit is 
required and what it covers and under w hat conditions it m ay be 
forfeited; and how long the lease is in force and under what 
conditions it m ay be renewed. The lease also should include the 
conditions under which the rent m ay be raised and by how much; 
who pays for specific u tilities  and repairs; what a lterations you can 
make on the property; how much notice you must give before 
moving; whether or not you can rent the apartm ent to someone else; 
and whether or not ch ildren, pets, or roommates are allowed. Make 
sure the lease states that the landlord cannot enter the apartm ent in 
your absence without checking w ith you first. It is not uncommon 
for a landlord to enter an em pty apartm ent to make repairs or to 
show it to a prospective tenant.

In addition to reading the lease carefu lly , there are several other 
things you should do before signing it. First, take an  inspection tour 
w ith  the landlord. Point out and w rite down a ll the dam age you can 
see to w alls , floors, app liances, and fixtures. Keep the orig inal list 
for yourself, and send a copy via registered m ail to the landlord to 
be attached to the lease. That w ay , you cannot be held responsible 
for dam age done before you moved into the apartm ent. Second, 
check to see if a security deposit is required in addition to the rental 
deposit. If it is, determ ine the amount and when and under what 
conditions it w ill be returned. Insist that this information be includ
ed in the lease. Third, find out who pays for personal in jury or loss 
of personal property due to the land lord ’s negligence. F inally, make 
sure a ll the blanks in the lease are filled in or crossed out and a ll 
verbal contracts you made w ith the landlord are included.

1. Before looking for an apartm ent, what kinds of questions 
should you ask yourself?

2. When is the best tim e to look for an apartm ent?
3. What is a lease? What does it include?
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Consumer Protection A gencies

Competitive markets protect consumers. In a purely com petitive 
m arket—one that has a large number of buyers and sellers, 

identical products, independent action by buyers and sellers, infor
mation about the products being sold, and freedom to enter or leave 
it—it is unlikely that dishonest or incompetent producers can take 
advantage of consumers. Thus, purely competitive markets help 
ensure low prices and high quality.

If, on the other hand, the market is dominated by imperfect 
competition, the consumer is at a disadvantage. There may not be 
enough producers to ensure competition. There may be too few 
products from which to choose. Or, the information about the 
products may be inadequate, preventing consumers from making 
wise choices.

To make up for differences in market conditions, legislation has 
been passed to protect consumers by making imperfect markets 
behave more like competitive ones. Various agencies have been set 
up by Congress to protect consumers. Some of these agencies serve 
as a clearinghouse for information, while others make sure that the 
information furnished is accurate and reliable. Still others ensure 
that the products perform as promised.

The following list provides the names and addresses of some 
agencies set up to protect consumers and the area of specialization 
of each.

Commission 
5401 Westbard Avenue 
Bethesda, Md. 20207 
(301) 492-6800 
800-638-2772 (toll free)

Office of the Secretary 
Consumer Product Safety

Assistant Staff Director 
Commission on Civil Rights 
1121 Vermont Avenue, N.W. 
Room 500
Washington, D.C. 20425 
(202) 376-8307

Agencies
F o r P rob lem s w ith  
o r  C om pla in ts  About:
Discrimination on m atters such 
as employment, housing, 
workman's compensation, or 
educational benefits if there is 
possible discrimination based on 
race, color, religion, sex, age, 
nationality, or physical 
handicap.
Accidents due to unsafe or 
dangerous consumer products, 
including toys, home appliances, 
playground equipment, and 
clothing.
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Office of Consumer Affairs 
Room 5725
Department of Commerce 
Washington, D.C. 20230 
(202) 377-5001

Consumer Assistance and Small 
Business Office 

Federal Communications 
Commission 

1919 M Street, N.W.
Room 254
Washington, D.C. 20554 
(202) 632-7000
Division of Consumer and 

Community Affairs 
Federal Reserve Board 
Washington, D.C. 20551 
(202) 452-3946
Auto Safety Hotline 
Department of Transportation 
Washington, D.C. 20590 
(202) 426-0123 
800-424-9393 (toll free)

Sale or promotion of goods or 
services that do not measure up 
to advertised claims. Some 
examples include retirement 
land or homes in other states, 
mail order items, insurance, 
product warranties, home 
entertainment equipment, and 
recreation and travel.
Radio, television, telephone, or 
other communications products 
and services; interference with 
the reception of the above 
services caused by CB radios, or 
other sources of disturbance.

*
Denial of credit, overcharging of 
interest for consumer loans, 
failure to disclose all interest 
cost information on a consumer 
installment loan.
Automobile safety and product 
failure, child and infant car 
seats and restraint systems.

Federal Inform ation Centers
If you have any questions about a service or agency in the federal government, 
you may want to contact the Federal Information Center (FIC) nearest you. These 
agencies are prepared to help consumers find needed information or to locate the 
right agency for help with problems.

Colorado Georgia
Colorado Springs (303) 471-9491

Alabama
Birmingham (205) 322-8591 
Mobile (205) 438-1421
Alaska
Anchorage (907) 271-3650 
Arizona
Phoenix (602) 261-3313 
Arkansas
Little Rock (501) 378-6177 
California
Los Angeles (213) 894-3800 
Sacramento (916) 551-2380 
San Diego (619) 293-6030 
San Francisco (415) 556-6600 
Santa Ana (714) 836-2386

Denver (303) 236-7181 
Pueblo (303) 544-9523

Connecticut
Hartford (203) 527-2617 
New Haven (203) 624-4720

Florida
Ft. Lauderdale (305) 522-8531
Jacksonville (904) 354-4756
Miami (305) 350-4155
Orlando (305) 422-1800
St. Petersburg (813) 893-3495
Tampa (813) 229-7911
West Palm Beach (305) 833-7566

Atlanta (404) 221-6891 

Haw aii
Honolulu (808) 546-8620 

Illinois
Chicago (312) 353^*242 

Indiana
Gary (219) 883-4110 
Indianapolis (317) 269-7373

Iowa
From all points in Iowa 
(800) 532-1556 (toll free)
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Kansas
From all points in Kansas 
(800) 432-2934 (toll free)
Kentucky
Louisville (502) 582-6261 
Louisiana
New Orleans (504) 589-6696 
M aryland
Baltimore (301) 962-4980
M assachusetts
Boston (617) 223-7121
Michigan
Detroit (313) 226-7016 
Grand Rapids (616) 451-2628
M innesota
Minneapolis (612) 349-5333 
Missouri
St. Louis (314) 425-4106 
From elsewhere in Missouri 
(800) 392-7711 (toll free)
Nebraska
Omaha (402) 221-3353 
From elsewhere in Nebraska 
(800) 642-8383 (toll free)
New Jersey
Newark (201) 645-3600 
Trenton (609) 396-4400

New Mexico
Albuquerque (505) 766-3091
New York
Albany (518) 463^421 
Buffalo (716) 846-4010 
New York (212) 264^464 
Rochester (716) 546-5075 
Syracuse (315) 476-8545
N orth Carolina
Charlotte (704) 376-3600
Ohio
Akron (216) 375-5638 
Cincinnati (513) 684-2801 
Cleveland (216) 522^1040 
Columbus (614) 221-1014 
Dayton (513) 223-7377 
Toledo (419) 241-3223
Oklahom a
Oklahoma City (405) 231-4868 
Tulsa (918) 584-4193
Oregon
Portland (503) 221-2222

Pennsylvania
Philadelphia (215) 597-7042 
Pittsburgh (412) 644-3456

Rhode Island
Providence (401) 331-5565

Tennessee
Chattanooga (615) 265-8231 
Memphis (901) 521-3285 
Nashville (615) 242-5056

Texas
Austin (512) 472-5494 
Dallas (214) 767-8585 
Fort Worth (817) 334-3624 
Houston (713) 229-2552 
San Antonio (512) 224-4471

Utah
Salt Lake City (801) 524-5353 

Virginia
Norfolk (804) 441-3101 
Richmond (804) 643-4928 
Roanoke (703) 982-8591

W ashington
Seattle (206) 442-0570 
Tacoma (206) 383-5230

W isconsin
Milwaukee (414) 271-2273

1. What is a purely competitive market? How does it work to a 
consumer’s advantage?

2. What happens if the market is dominated by imperfect competition?
3. What action has Congress taken to make up for differences in 

market conditions?
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Table Л-А

WORLD POPULATION, 1983, (IN THOUSANDS)
Afghanistan ПЛ. Greece 9840 Norway 4133
Albania 2841 Greenland 52 Oman 1131
Algeria 20,577 Grenada 91 Pacific Islands, Trust Terr. 141
American Samoa 34 Guadeloupe 318 Pakistan 89.729
Angola 8202 Guam 113 Panama 19,624
Antigua and Barbuda 78 Guatemala 7932 Papua New Guinea 3190
Argentina 29,627 Guinea 5830 Paraguay 3211
Australia 15,369 Guinea-Bissau 863 Peru 17,877
Austria 7549 Guyana 802 Philippines 52,055
Bahamas 222 Haiti 5300 Poland 36,571
Bahrain 391 Honduras 4093 Portugal 10,099
Bangladesh 95,497 Hong Kong 5313 Puerto Rico 3295
Barbados 253 Hungary 10,699 Qatar 281
Belgium 9856 Iceland 237 Reunion 523
Belize 153 India 733,248 Romania 22.553
Benin 3801 Indonesia 155,669 Rwanda 5674
Bermuda 58 Iran, Islamic Republic 42,503 Saint Christopher and Nevis 45
Bhutan 1187 Iraq 14,654 Saint Lucia 131
Bolivia 6034 Ireland 3508 Saint Vincent "* 107
Botswana 998 Isle of Man 68 Sao Tome and Principe 103
Brazil 129,662 Israel 4097 Saudi Arabia 10,421
Brunei 208 Italy 56,836 Senegal 6211
Bulgaria 8939 Ivory Coast 9472 Seychelles 64
Burkina Faso 6457 Jamaica 2258 Sierra Leone 3588
Burma 35,492 Japan 119,259 Singapore 2502
Burundi 4465 Jordan 3247 Solomon Islands 254
Cameroon 9562 Kampuchea, Dem. пл . Somalia 5086
Canada 24,907 Kenya 18,902 South Africa 31.551
Cape Verde 315 Kiribati 60 Spain 38,228
Central African Republic 2470 Korea. Dem. People's Rep. 19,185 Sri Lanka 15,416
Chad 4789 Korea, Republic of 39.951 Sudan 20,807
Channel Islands 130 Kuwait 1672 Suriname 374
Chile 11,682 Lao PDR 3657 Swaziland 705
China 1,019,102 Lebanon ПЛ. Sweden 8331
Colombia 27,515 Lesotho 1451 Switzerland 6482
Comoros 368 Liberia 2057 Syrian Arab Republic 9606
Congo, People's Republic 1777 Libya 3447 Tanzania 20,771
Costa Rica 2379 Luxembourg 365 Thailand 49,169
Cuba 9782 Macao 304 Togo 2836
Cyprus 655 Madagascar 9452 Tonga 104
Czechoslovakia 15,415 Malawi 6626 Trinidad and Tobago 1149
Denmark 5114 Malaysia 14,863 Tunisia 6886
Djibouti 345 Maldives 168 Turkey 47,279
Dominica 74 Mali 7175 U.S.S.R. 272,500
Dominican Republic 5961 Malta 360 Uganda 13,881
Ecuador 8216 Martinique 311 United Arab Emirates 1206
Egypt 45,169 Mauritania 1629 United Kingdom 56,334
El Salvador 5232 Mauritius 993 United States 234,496
Equatorial Guinea 359 Mexico 75,011 Uruguay 2969
Ethiopia 40,900 Mongolia 1803 Vanuatu 127
Faeroe Islands 45 Montserrat 13 Venezuela 17,257
Fiji 670 Morocco 20,801 Viet Nam 58,538
Finland 4863 Mozambique 13,083 Virgin Islands (U.S.) 101
France 54,652 Namibia 1089 Western Samoa 161
French Guiana 77 Nepal 15,738 Yemen Arab Republic 7595
French Polynesia 156 Netherlands 14,362 Yemen, PDR 1974
Gabon 797 Netherlands Antilles 256 Yugoslavia 22,800
Gambia, The 697 New Caledonia 145 Zaire 29.671
German Dem. Republic 16,699 New Zealand 3203 Zambia 6259
Germany, Federal Republic 61,421 Nicaragua 2999 Zimbabwe 7856
Ghana 12,818 Niger 6062
Gibraltar 30 Nigeria 93,642
Adapted from The World Bank Atlas, 1986; reproduced by permission of The World Bank (Washington, D C ).
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Figure A -2

WORLD POPULATION BY REGION 
AND SELECTED NATIONS, 1983
North and Central America Europe

South America

Brazil

U S S R .

Africa

N igeria

100 million people

Asia and the Pacific

Adapted from The World Bank Atlas, 1986; reproduced by permission of The World Bank (Washington. D C.).

Figure A-3

GNP PER CAPITA AND POPULATION GROWTH

Countries with 
a GNP per capita 
of more than $1635

$401 $1635

$400 and less

Population in 1983
Population in 2000 

(at current growth rates)

100 million people

Adapted from The World Bank Allas. 1986; reproduced by permission of The World Bank (Washington. D C ).
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Figure A -4

INFANT MORTALITY RATE IN 
16 LARGEST DEVELOPING COUNTRIES, 1983

Adapted from The World Bank Atlas, 1986; reproduced by perm ission of The World Bank (W ashington, D.C.).

Figure A-5

LIFE EXPECTANCY AT BIRTH 
IN 16 LARGEST DEVELOPING COUNTRIES

V  ч .̂о<‘
'nations in ascending order of GNP per capita, except for Viet Nam and Iran. Figures on GNP per capita 
unavailable for those nations.

Adapted from The World Bank Atlas. 1986; reproduced by perm ission of The World Bank (W ashington, D C.).
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Figure A -6 Figure A -7

UNITED STATES 
POPULATION, PRESENT 
AND PROJECTED_______
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Source: Statistical Abstract o f  the United States, 1986

UNITED STATES 
POPULATION BY RACE 
AND ORIGIN, 1980

•

!Pi a
I I White 1 I Black 

I I Hispanic a  Native American 

1 I Asian and Pacific Islander Other 
Source: Statistical Abstract o f the United States, 1986

Figure A-8

UNITED STATES POPULATION BY AGE, 1970-2000

В ,970

Under 5 Years 
i 25-44 Years
Source: Statistical Abstract o f the United States. 1986
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Table A-В

WORLD GROSS NATIONAL PRODUCT

II
Country or 
territory

GNP at market prices 
Real

Millions growth 
of current rate 

U.S. dollars (percent) 
1983 1973-83

Country or 
territory

GNP at market prices 
Real

Millions growth 
of current Rate 

U.S. dollars (percent) 
1983 1973-83

Afghanistan n.a. n.a. Egypt 31,320 9.1
Albania n.a. n.a. El Salvador 3550 -0 .2
Algeria 47,720 5.8 Equatorial Guinea 

Ethiopia
n.a. n.a.

American Samoa 150 0.4 4840 2.7
Angola n.a. n.a. Faeroe Islands 500 4.5
Antigua and Barbuda 130 3.6 Fiji 1190 3.0
Argentina 74,340 -0 .2 Finland 52,090 2.6
Australia 176,170 2.3 France 572,610 2.4
Austria 69,660 2.6 French Guiana n.a. n.a.
Bahamas 900 2.0 French Polynesia 1280 5.4
Bahrain 4,100 6.4 Gabon 2740 -3 .4
Bangladesh 12,400 5.5 Gambia, The 200 2.3
Barbados 1,010 2.4 German Democratic Rep n.a. ПЛ.
Belgium 89,970 1.6 Germany, Federal Rep 700,450 2.1
Belize 170 5.6 Ghana 4080 -1 .5
Benin 1110 5.3 Gibraltar 140 1.2
Bermuda 780 4.5 Greece 38,490 2.9
Bhutan n.a. n.a. Greenland 400 1.7
Bolivia 2890 0.3 Grenada 80 2.6
Botswana 910 10.5 Guadeloupe n.a. n.a.
Brazil 241,910 4.4 Guam 730 -0 .8
Brunei 4,270 3.5 Guatemala 8790 3.7
Bulgaria n.a. n.a. Guinea 1,720 2.2
Burkina Faso, 1,170 3.7 Guinea-Bissau 160 2.1
Burma 6,460 5.9 Guyana 450 -1 .0
Burundi 1,050 3.9 Haiti 1,560 3.0
Cameroon 7,840 6.8 Honduras 2,760 3.9
Canada 305,940 2.1 Hong Kong 32,240 9.3
Cape Verde 100 6.9 Hungary 22,960 5.3
Central African Republic 700 0.6 Iceland 2,430 2.1
Chad n.a. n.a. India 192,940 4.2
Channel Islands 1,440 0.8 Indonesia 86,900 6.8
Chile 22,080 2.2 Iran, Islamic Republic n.a. n.a.
China 306,060 6.1 Iraq n.a. n.a.
Colombia 38,740 4.1 Ireland 17,490 2.2
Comoros n.a. n.a. Isle of Man 410 0.9
Congo, People’s Republic 2,170 7.6 Israel 21,580 3.1
Costa Rica 2,540 2.4 Italy 363,100 2.1
Cuba n.a. n.a. Ivory Coast 6,700 4.5
Cyprus 2,400 n.a. Jamaica 2,860 -2 .3
Czechoslovakia n.a. n.a. Japan 1,204,330 4.2
Denmark 59,020 1.5 Jordan 4,220 10.9
Djibouti n.a. n.a. Kampuchea, Dem. n.a. n.a.
Dominica 70 1.0 Kenya 6,430 4.7
Dominican Republic 6,910 3.5 Kiribati 30 -11.2
Ecuador 11,670 5.0 Korea, Democratic
Korea, Republic of 80,280 7.0 People's Rep. n.a. n.a.

Adapted from The World Bank Allas. 1986; reproduced by permission of The World Bank (Washington. D C.).
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Kuwait 27,080 8.4
Lao PDR n.a. n.a.
Lebanon n.a. n.a.
Lesotho 810 6.4
Liberia 990 2.0
Libya 29,170 3.6
Luxembourg 5,330 3.5
Macao n.a n.a.
Madagascar 2,930 0.0
Malawi 1,390 4.1
Malaysia 27,720 7.2
Maldives n.a. n.a.
Mali 1.110 4.3
Malta 1,250 9.7
Martinique 1,320 n.a.
Mauritania 780 2.4
Mauritius 1,150 3.6
Mexico 163,510 5.0
Mongolia n.a. n.a.
Montserrat 30 5.1
Morocco 15,750 4.5
Mozambique n.a. n.a.
Namibia 1,820 4.1
Nepal 2.480 3.1
Netherlands 141,730 1.4
Netherlands Antilles n.a. n.a.
New Caledonia 960 0.1
New Zealand 24.690 0.6
Nicaragua 2,630 -1 .3
Niger 1,460 5.3
Nigeria 71,710 1.5
Norway 57,820 3.4
Oman 7,050 9.4
Pacific Islands, Trust Terr. 150 1.1
Pakistan 34,710 6.2
Panama 4,140 4.8
Papua New Guinea 2,430 1.3
Paraguay 4,250 8.5
Peru 18.590 1.3
Philippines 39,270 5.3
Poland n.a. n.a.
Portugal 22,490 2.6
Puerto Rico 12,530 1.2
Qatar 5,950 -3 .1
Reunion 2,050 1.7
Romania n.a. n.a.
Rwanda 1,550 5.7

Saint Christopher and Nevis 60 1.3
Saint Lucia 140 5.3
Saint Vincent 90 4.0
Sao Tome and Principe 40 2.3
Saudi Arabia 127,330 9.2
Senegal 2,730 2.4
Seychelles 160 4.3
Sierra Leone 1,180 1.7
Singapore 16,650 8.0
Solomon Islands ■* n.a. n.a.
Somalia 1,270 2.5
South Africa 73,160 2.8
Spain 182,350 1.7
Sri Lanka 5,130 5.2
Sudan 8,250 5.8
Suriname 1,270 3.8
Swaziland 610 3.2
Sweden 103.640 1.0
Switzerland 105,300 0.8
Syrian Arab Republic 17,190 8.0
Tanzania 4,900 2.6
Thailand 40,380 6.3
Togo 790 2.2
Tonga n.a. n.a.
Trinidad and Tobago 7,850 5.1
Tunisia 8,920 5.9
Turkey 58,860 3.5
U.S.S.R. n.a. n.a.
Uganda 3,050 -2 .1
United Arab Emirates 28,660 11.6
United Kingdom 517,110 1.0
United States 3,300,560 2.4
Uruguay 7,340 2.5
Vanuatu n.a. n.a.
Venezuela 66,020 2.4
Viet Nam n.a. n.a.
Virgin Islands (U.S.) 850 1.9
Western Samoa n.a. n.a.
Yemen Arab Republic 4,170 7.4
Yemen, PDR 1,020 7.4
Yugoslavia 56,820 4.4
Zaire 5,040 -0 .6
Zambia 3,620 0.6
Zimbabwe 5,800 3.5
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Figure A-10 Figure A - l l

DISTRIBUTION OF 
GNP PER CAPITA, 1983

GNP PER CAPITA 
GROWTH RATE, 1983

Graph represents the percentage of 
world population by G \P  per capita.
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I I $401 to $1635 □  No Data 
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Adapted from The World Bank Allas, 1986; reproduced by 
permission of The World Bank (Washington. D C.).

Figure A-12

AVERAGE GNP PER CAPITA, 1983
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Ability-to-Pay Principle o f Taxation belief 
that taxes should be paid according to level 
of income regardless of benefits received 
(p. 215)
absolute advantage country's ability  to 
produce more of a product than another 
country (p. 440)
accelerated depreciation use of deprecia- 
tion over a shorter than norm al period of 
time to reduce taxes (p. 229)
accelerator change in investm ent spending 
caused by a change in consum ption spend
ing (p. 419)
acid rain pollution in the form of acid rain 
mixed with rain (p. 542) 
agency shop arrangem ent under which 
non-union workers m ust pay union dues 
(p 190)
aggregate dem and total dem and by all 
sectors of the economy (p. 354) 
aggregate supply total am ount of goods 
and services produced in one year (p. 349) 
agricultural banks banks w ith more than 
one-quarter of their loans and investm ents 
in the agricultural sector (p. 294)
allotments quotas lim iting farm  acreage 
that can be used for some crops (p. 541)
American Stock Exchange (AMEX) asso
ciation that handles the purchase and sale 
of corporate stocks; second largest stock 
market in the United States (p. 335) 
annual percentage rate  (APR) true interest 
cost of a loan (p. 573) 
annually balanced budget budget with 
expenditures equal to revenue (p. 257) 
appropriations bill legislation earm arking 
money for certain  expenditures (p. 242) 
aquifers porous rock form ations that hold 
underground w ater (p. 538)

assets property, possessions, and claim s on 
others that are owned by individuals, busi
nesses, or governm ents (p. 284) 
autom atic stab ilizer incom e-boosting pol
icy that autom atically  comes in to  play when 
the economy is weak (p. 419) 
autom ation production w ith m achinery 
and equipm ent ra ther than  people (p. 401)"

В
balance of paym ents accounting sum m ary 
of funds earned from  exports and spent on 
im ports (p. 447)
balance sheet listing showing assets, lia
bilities, and net w orth a t a given point in 
tim e (p. 284)
balanced budget budget in which revenue 
equals expenditures (p. 241)
Balanced Budget and Em ergency Deficit 
Control Act 1985 law requiring a balanced 
federal budget by 1991; also known as 
G ram m -Rudm an-H ollings (p. 259)
balloon clause makes final paym ent on 
debt m ore than  twice the regular paym ent 
(p. 573)
bank holding com panies com panies that 
hold stock of and control one o r m ore banks 
(p  309)
bankers acceptance money m arket item  
that prom ises paym ent by a bank (p. 337)
bankruptcy condition of being unable to 
pay bills; insolvency (p  58) 
barom etric price leadership price 
announcem ents by a com pany that are usu
ally regarded as trend-setting (p. 164) 
ba rte r economy moneyless economy that 
has to rely on trade and exchange (p. 271) 
base year year used as a point of com 
parison in a price index o r o ther statistical 
series (p. 204)
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Benefit Principle of Taxation belief that 
taxes should be paid according to benefits 
received regardless of level of income 
(p  214)
Better Business Bureau business spon
sored non-profit organization providing 
information to consum ers about local com 
panies (p. 67)
bill consolidation loan consum er loan 
m ade to pay off all outstanding debts 
(p  334)
black market illegal m arket where a wide 
variety of goods are available (p  476)
blue-collar workers wage-eam ers in facto
ries and sim ilar jobs (p. 518) 
board of directors representatives elected 
by common shareholders to set policies and 
goals and to hire professional m anagers of a 
corporation (p. 55)
bonds formal promises to repay borrowed 
money (p. 56)
bourgeoisie M arxist term  for capitalists 
(p. 464)
boycott protest in the form of a refusal to 
buy, including attem pts to convince others 
to do the sam e (p. 185)
break-even point am ount of ou tput needed 
if the firm is to recover its costs; production 
where total cost equals total revenue (p. 145) 
budget item ized sum m ary of probable ex
penditures for a given period (p. 558)
bullion heavy bars of precious m etal, usu
ally gold or silver (p. 275)
business cycles periodic changes in real 
GNP with recession and expansion (p. 381)
business fluctuations erratic  m ovem ents of 
real GNP over tim e (p. 381)
business organization economic in stitu 
tion that produces in hopes of earning a 
profit (p. 48)

С
capital tools, factories, m achines used in 
production; factor of production (p. 17)
capital consumption allowances deprecia
tion in the national income accounts (p. 361)

capital flight transport of currency, foreign 
exchange, or o ther m onetary w ealth out of a 
country (p. 497)
capital good m anufactured tool or equip
m ent used in production; factor of produc
tion (p. 13)
capital market m arket where money is 
loaned for more than  one year (p. 337)
capital-intensive production m ethod using 
more capital than labor (p. 480) 
capital-to-labor ratio average am ount of 
capital available per worker (p. 375)
capitalism economic system in which the 
means of production are  privately owned 
(p. 34)
capitalists land and factory owners who 
hire labor for production; bourgeoisie 
(p. 464)
cartel group of producers acting together 
to control the price of a good (p. 496)
cash surrender value refund on prem ium  
of an insurance policy when canceled 
(p  330)
center of population point that represents 
the hypothetical "center of balance” of the 
U.S. population (p. 513)
central bank central banking institu tion 
where bankers bank; the Federal Reserve 
System in the United S tates (p. 284)
certificates of deposit (CD’s) receipts cer
tifying that funds have been loaned to a 
financial institu tion  (p. 332)
Chamber of Commerce non-profit o rgani
zation of local businesses whose purpose is 
to prom ote com m on in terests (p. 67) 
change in demand shift of the dem and 
curve; new and different am ounts of output 
dem anded at every price (p. 103) 
change in quantity demanded change in 
am ount people will buy as a result of a 
price change; m ovem ent along the dem and 
curve (p. 103)
change in quantity supplied change in 
am ount offered for sale in response to a 
change in price; m ovem ent along the supply 
curve (p. 125)
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change in supply different am ount offered 
at each and every possible price in the m ar
ket; shift of the supply curve (p. 126) 
charter w ritten governm ent perm ission 
allowing a corporation to be formed (p. 54)
civilian labor force p a rt of the population 
over 16 years old and working, or actively 
looking for work (p. 181)
Clayton Antitrust Act 1914 law passed to 
outlaw price d iscrim ination (p. 92) 
closed shop illegal arrangem ent under 
which workers m ust join a union before 
they can be hired (p. 190)
co-op cooperative association (p. 63) 
coin m etallic com ponent of a nations 
money supply (p. 277)
collateral security given to guarantee 
repayment of a loan or obligation (p. 294)
collective bargaining process during 
which labor and m anagem ent discuss pay, 
benefits, and working conditions (p. 65)
collective farms farm s controlled and par
tially owned by the state bu t worked by 
families who share in the profits (p. 471) 
collectivize force com m on ow nership of 
the means of production (p. 468) 
collision insurance policy covering 
damage to vehicles in an accident (p. 571)
collusion agreem ents, usually  illegal, 
among producers to fix prices, lim it output, 
or divide m arkets (p. 164)
Comecon Council for M utual Economic 
Assistance m ade up of Poland, East Ger
many, Czechoslovakia, Hungary, Rom ania, 
and Bulgaria (p. 475)
command economy society where a cen
tral authority makes most m ajor economic 
decisions (p. 28)
commercial banks financial institu tions 
that accept deposits, issue checks, and make 
short-term  loans (p. 279) 
commercial paper unsecured short-term  
debt obligations issued by com panies 
(p 337)
commodity money money that has u tility
apart from its use as money (p. 273)

common stock ow nership shares in a cor
poration that allows ow ners to vote for 
board of directors, bu t has last claim  on div
idends and assets (p. 55) 
communism economic and  political sys
tem characterized by com m on ow nership of 
the m eans of production and the absence of 
social class (p. 461)
company unions unions organized, sup
ported, and som etim es even controlled by 
the em ployer (p. 185)
comparable worth .doctrine  stating  that 
pay should be based on degree of difficulty 
rather than  type of work perform ed 
(p. 201)
comparative advantage coun try ’s ab ility  to 
produce a product relatively m ore effi
ciently than ano ther country  (p. 440) 
complements goods that increase the 
usefulness o r value of o ther goods (p. 105) 
Comptroller of the Currency Federally 
appointed official who supervises the 
National Banking System  (p. 281)
compulsory arbitration situation requiring 
labor and m anagem ent to use a m ediator to 
reach a binding settlem ent (p. 191) 
conglomerate firm w ith four o r m ore busi
nesses producing unrelated  products, none 
of which is responsible for a m ajority  of its 
sales (p. 61)
conspicuous consumption consum ption 
for the purpose of im pressing others w ith 
wealth, status, or position (p. 15)
constant dollars dollar m easure adjusted  
to remove distortions of inflation; sam e as 
real dollars (p. 204)
consumer cooperative nonprofit associa
tion that buys consum er products for its 
m em bers a t below -retail prices (p. 63) 
consumer good tangible econom ic product 
used by consum ers to satisfy w ants and 
needs (p. 13)
consumer price index statistical series 
used to m easure changes in the prices of 
consum er products (p. 365)
consumer sovereignty doctrine that the 
consum er rules the m arket (p. 15)
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consumers those who use economic prod
ucts to satisfy wants and needs (p. 15) 
consumption act of using up goods and 
services to satisfy w ants and needs (p. 15) 
Continental Currency paper money issued 
by the Continental Congress in 1775 (p. 274) 
cooperative nonprofit association of people 
that works to benefit m em bers welfare; 
co-op (p. 63)
copyright exclusive claim  of an au tho r o r 
a rtist to his or her work (p. 89)
corporate income tax tax on profits paid 
by corporations to governm ent (p. 222) 
corporation form of businesses recognized 
as a separate legal entity  w ith all the rights 
and responsibilities of an individual (p. 54) 
craft union union of workers who have a 
common skill or share the sam e kind of 
work; same as a trade union (p. 184)
credit bureau agency that com piles credit 
histories of consum ers and makes them  
available to m erchants (p. 565)
credit history consum ers record of bor
rowings and repaym ents (p. 565) 
credit union service cooperative that 
accepts deposits from , and makes loans to, 
members at favorable rates (p. 64)
creditor person or business to whom 
money is owed (p. 293)
creeping inflation barely noticeable rise in 
the price (p. 404)
crowding-out effect growing inability of 
private investors to secure funds because of 
high interest rates caused by heavy govern
ment borrow ing (p. 255)
crude b irth  rate num ber of live b irths per 
1000 population (p. 499)
currency paper currency part of a nations 
money supply (p. 277)
current GNP GNP m easured in inflation- 
distorted dollars; nom inal GNP (p. 365)
customs duty tax on im ported  goods 
(p  223)
customs union group of countries w ith no 
tariffs among themselves and uniform  tar
iffs to non-m em bers (p. 495)

cyclical unem ploym ent unem ploym ent 
due to swings in the business cycle (p. 400) 
cyclically balanced budget budget bal
anced over the course of the business cvcle 
(p. 259)

D
deep gas natural gas located 15,000 feet or 
more below the surface (p. 537) 
deficit spending situation where expendi
tures exceed revenues (p. 249)
deflation decline in the general price level 
(p. 403)
dem and willingness to purchase repre
senting desire and ab ility  to satisfy a want 
or need; sam e as effective dem and (p. 12)
dem and curve dow nw ard-sloping curve 
showing quan tity  dem anded at each possi
ble price in the m arket; graphical represen
tation of the dem and schedule (p. 102)
dem and deposits funds on deposit that can 
be w ithdraw n (p. 278)
dem and elasticity  response of change in 
the quantity  dem anded to a change in price 
(p  108)
dem and schedule table that shows the 
quantity  dem anded at every possible price 
in the m arket (p. 101)
dem and-side econom ics policies that 
em phasize the stim ulation  of total dem and; 
Keynesian econom ics (p. 417)
Depository Institu tions Deregulation and 
M onetary C ontrol Act 1980 law allowing 
more com petition am ong financial in stitu 
tions (p. 290)
depreciation gradual w ear and tear on 
equipm ent during production (p. 136)
depression severe drop in real GNP with 
very high unem ploym ent (p. 382)
depression scrip t money issued by towns 
and m unicipalities in the 1930s (p. 384) 
deregulation relaxation of governm ent reg
ulations on business (p. 421) 
devaluation lowering of the gold backing 
of a coun try ’s currency (p. 452)
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discomfort index series representing the 
sum of the inflation and the unem ploym ent 
rates; m isery index (p. 410) 
discount rate interest rate  the FED 
charges to m em ber banks when they bor
row; a tool of m onetary policy (p. 315)
discount window FED teller window where 
m em ber banks arrange for loans (p. 315)
disposable personal income (DI) income of 
the household sector after taxes (p. 362)
distribution of income allocation of 
income among families, individuals (p. 514)
dividend quarterly  profit paym ents to the 
owners of a corporation (p. 55)
Dow Jones Industrial Average stock index 
that gauges the NYSE perform ance (p. 336) 
dual banking system system  under which 
banks can secure a charter from  federal or 
state governm ents (p. 282)

E
easy money policy action to expand the 
money supply and lower the price of credit 
(p. 311)
econometric model model used to predict 
changes in prices, em ploym ent, and GNP 
(p. 388)
economic institutions people and organi
zations that represent o r use productive 
resources to satisfy w ants and needs of pro
ducers and consum ers (p. 47) 
economic model simplified model of the 
world using assum ptions about the likely 
behavior of people and businesses (p. 151)
economic products relatively scarce goods 
and services that are useful and transferable 
to others (p. 12)
Economic Recovery Tax Act 1981 law
designed to stim ulate the economy by 
lowering taxes for people and firms (p. 229)
economic system organized way a society 
provides for the production and d istribution 
of goods and services for its people (p. 27) 
economics study of how people can best 
use scarce resources to satisfy unlim ited  
wants (p. 9)

economy of scale efficient production 
resulting from a larger p lan t size (p. 90) 
effective demand desire to have o r own, 
based on ability  and w illingness to pay; 
same as dem and (p. 99)
elastic relatively large change in quan tity
dem anded or supplied caused by a sm all
change in price (p. 108)
electronic banking transactions m ade
with com puter term inals, telephones, or
rem ote tellers (p. 288)
embargo prohibition of the export or
im port of a product (p. 532)
employed persons people working at least
one hour a week for pay o r at least 15 hours
a week for no pay ЦД a family business (p. 396)
employment rate ratio  of persons working 
to the total num ber in the civilian labor 
force (p. 396)
energy banks banks w ith m ore than  one- 
q uarte r of their loans and investm ents in 
energy-related businesses (p. 294)
enterprise zones depressed areas where 
governm ent regulations have been sus
pended to a ttrac t industry  (p. 524)
entitlements state and federal program s 
that provide economic, health , and o ther 
assistance to qualifying people (p. 419)
entrepreneur person who takes a financial 
risk to establish or m ain tain  a business 
enterprise (p. 36)
equilibrium price price where the qu an 
tity  brought to m arket is equal to the 
am ount purchased; price that leaves neither 
a shortage nor a surplus (p. 151) 
equilibrium wage rate rate at which there 
is neither a surplus nor an excess dem and 
for labor (p. 196)
equity ownership, usually in a business 
enterprise; stock certificates (p. 284) 
estate tax tax levied on the estate  of a 
deceased person (p. 223)
Eurodollars United S tates do llar deposits 
in banks in o ther countries (p. 337)
European Common Market association of 
European countries w ith no tariff barriers
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among themselves and a uniform  tariff for 
non-members (p. 496)
excess reserves bank cash o r FED deposits 
not needed to back custom er deposits 
(p  311)
excise tax tax levied on the m anufacture 
or sale of selected item s (p. 223) 
expansion period of grow th of real GNP; 
period following a recession (p. 382) 
expropriation governm ent confiscation of 
privately owned goods (p. 494)
external debt debt a country  owes to 
other banks and countries (p. 497)

F
fact-finding agreem ent between union and 
m anagem ent to have a neutral th ird  party  
collect facts about a d ispute and present 
non-binding recom m endations (p. 191) 
factor m arkets m arkets where the factors 
of production are  bought and sold (p. 79) 
factors of production land, labor, and cap
ital used to produce goods and services (p. 16) 
family two or more people related by 
blood, m arriage, or adoption living in a 
household (p. 356)
FED see "Federal Reserve System ”
federal budget annual budget of the 
federal governm ent that projects revenues, 
expenditures, and deficits (p. 241)
federal debt total money owed to investors 
by the federal governm ent (p. 250)
Federal Deposit Insurance Corporation 
(FDIC) governm ental agency that insures 
deposits in com m ercial banks (p. 290)
Federal Reserve Notes m odern paper cur
rency issued by the FED (p. 309)
Federal Reserve System  privately owned, 
publicly controlled, central bank of the 
United States (p. 277)
Federal Savings and Loan Insurance Corpo
ration (FSLIC) governm ent agency that 
insures deposits in savings and loans; sim 
ilar to the FDIC (p  328)
fiat money som ething declared to be 
money by o rder of the governm ent (p. 273)

FICA Federal Insurance Contributions 
Act; law that provides for the collection of 
Social Security funds (p. 219)
finance charge total do llar cost of bor
rowed money including service charges, 
fees, and in terest (p. 565) 
finance com pany firm that makes loans to 
consum ers and buys insta llm ent contracts 
from retailers who sell on credit (p. 334) 
financial assets receipts or docum ents 
indicating that a loan or deposit has been 
made; CD's, m ortgages, bonds (p. 327)
financial cap ital money used to buy tools 
and equipm ent (p. 17)
financial system system  of savers, inves
tors, and financial institu tions working 
together to transfer savings dollars to inves
tors (p. 326)
fiscal policy use of spending and taxing 
m easures to achieve desired economic 
results (p. 417)
fiscal year annual planning period used by 
governm ents and businesses, may be differ
ent from the calendar year (p. 242)
Five-Year Plan long-range plan used by 
most Com m unist countries to develop agri
culture and industry  (p. 468) 
fixed cost cost of production that does not 
change as output changes (p. 136) 
fixed exchange rates system  under which 
the prices of foreign currencies are set and 
do not vary (p. 450)
fixed income income that does not adjust 
to changes in the level of prices (p. 41) 
flexible exchange rates system  under 
which supply and dem and set foreign ex
change rates; floating exchange rates (p. 452) 
floating exchange rates see flexible ex
change rates (p. 452)
food stam ps governm ent-issued coupons 
that can be exchanged for food (p. 520)
foreign exchange ano ther na tion ’s cur
rency (p. 450)
foreign exchange futures foreign cu rren 
cies bought or sold in the fu ture at rates 
agreed upon today (p. 453)
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foreign exchange m arket m arket where 
foreign currencies are traded  (p. 450)
Foreign exchange rate price of a coun try ’s 
currency in term s of another (p. 450) 
fractional reserve system system  under 
which banks m ust set aside a portion of 
every deposit (p. 311)
franchise exclusive right to produce o r sell 
a certain product in an area or region (p. 86) 
free enterprise economy m arket economy 
in which individuals and businesses have 
the freedom to operate for a profit w ith lim 
ited governm ent intervention; sam e as p ri
vate enterprise economy (p. 22) 
free products relatively plentiful and 
abundant products that have little o r no 
scarcity value (p. 13)
free traders those in favor of unrestricted  
trade between nations (p. 445) 
free-trade area group of countries w ith 
reduced or no trade barriers am ong them 
selves but w ithout a com m on tariff for non
members (p. 496)
frictional unem ploym ent unem ploym ent 
due to workers changing jobs o r w aiting to 
take new ones (p. 399) 
fringe benefits benefits received by 
employees in addition to wages and salaries 
(p. 52)
full em ploym ent lowest unem ploym ent 
rate thought possible in the economy 
(p. 402)
full-employment budget budget con
structed under the assum ption that people 
are fully employed (p. 259)
futures contracts for delivery of goods at a 
future date at prices agreed upon today 
(p. 337)
futures m arket m arket where futures con
tracts are bought and sold (p. 338)

G
galloping inflation rapid  inflation, as high 
as 300 percent annually  (p. 404) 
gasohol gasoline w ith 10 percent grain 
alcohol content (p. 535)

General Agreement on Tariffs and Trade 
(GATT) in ternational agreem ent to lower 
tariffs and o ther trade barriers  (p. 449) 
general partnersh ip  m ost com m on form of 
a partnersh ip  where all p artners  have 
unlim ited liability  (p. 52) 
geographic m onopoly m arket situation in 
which a firm can act as a m onopolist 
because of its location o r the sm all size of 
the m arket (p. 88)
gift tax tax levied on w ealth transferred  in
the form of a gift (p. 223)
giveback wages and fringe benefits' given
up by workers w hen union contracts are
renegotiated (p. 203)
glut considerable oversupply (p. 533)
GNP gap difference betw een potential and 
actual GNP (p. 409)
GNP in constant do llars GNP w ith infla
tion removed; real GNP (p. 365) 
gold certificates paper currency backed by 
gold in late 1800’s and early  1900s (p. 301)
gold standard  m echanism  providing for 
exchange of paper currency into gold (p. 301)

good tangible econom ic product used to 
satisfy w ants and needs (p. 13)
Gosplan cen tral econom ic planning 
agency of the Soviet econom y (p. 29) 
governm ent m onopoly m onopoly created 
and/or owned by the governm ent (p. 89)

grant-in-aid transfer paym ent from  one 
level of governm ent to ano ther (p. 240) 
Great Depression worst economic decline 
in United S tates history beginning in 1929 
and lasting until 1933 (p. 186)
Great Leap Forw ard C hina’s second Five- 
Year Plan begun in 1958 (p. 476) 
greenbacks m oney used in 1862 to finance 
Civil War; U nited S tates notes (p. 301)
grievance procedure con tractual provision 
that outlines the way future grievance issues 
will be resolved (p. 190) 
gross national product (GNP) total dollar 
value of all final goods and  services pro
duced annually  by an econom y (p. 251)
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gross private dom estic investm ent
investment sector spending in the output- 
expenditure model (p. 357) 
group policy insurance policy offered to 
groups of individuals such as employees at a 
business (p. 571)
growth triangle table showing annual 
rates of growth between dates (p. 380)

H
hom eowner insurance policy covering 
dam age from accidents occurring on policy
holder’s property (p. 561)
horizontal m erger joining of two or more 
companies involved in the sam e type of 
business (p. 61)
household all individuals who reside 
together in a house, apartm en t, or separate 
place of residence; basic un it of the con
sum er sector (p. 354)
hyperinflation extrem e increase in infla
tion that can threaten  confidence in the 
money supply (p. 404)

I
im m ediate period extrem e short run; 
period so short that firms cannot ad just var
iable inputs used in production (p. 157)
imperfect com petition m arket structure  
where pure com petition is not present; 
monopoly, oligopoly, or m onopolistic com 
petition (p. 82)
implicit GNP price deflator index used to 
m easure price changes in GNP (p. 365)
incidence of a tax place where the final 
burden of a tax falls (p. 227) 
income effect change in am ount pur
chased when a consumer's real income 
changes as a result of a change in the price 
of that item (p. 103)
inconvertible fiat money standard
m onetary system in which money cannot be 
converted into gold or silver on dem and 
(p  303)
incorporate legal steps taken to form a cor
poration (p. 54)

independent pricing pricing policy that 
ignores desires of o ther producers in the 
industry (p. 166)
independent unions labor unions not affili
ated w ith the AFL-CIO (p. 189)
index o f leading indicators index used 
to predict business cycle turning points 
(p. 388)
indexing ad justm ent of tax brackets to 
keep abreast of inflation; (p. 231)
indirect business taxes licenses, taxes, and 
other fees a firm pays in o rder to do busi- . 
ness (p. 361)
individual income tax tax levied on wages, 
salaries, and o ther labor income (p. 218) 
industrial union labor union m ade up of 
workers in a given industry  regardless of 
the types of jobs they perform  (p. 184)
industry collectively, all firms engaged in 
producing a certain  product (p. 157) 
inelastic relatively sm all change in quan
tity dem anded o r supplied caused by a large 
change in price (p. 109)
infant industries argum ent belief that 
trade should be restricted  to protect new 
industries (p. 445)
inferior goods cheap food item s for low- 
income families whose consum ption 
appears to be contrary  to the Law of 
Demand (p. 116)
inflated dollars dollar m easures d istorted  
by inflation (p. 407)
inflation rise in the general price level 
(p. 41)
injunction court o rder issued to  prevent a 
com pany or union from taking action dur
ing disputes (p. 192)
insider trading illegal activity  involving 
the purchase or sale of stock based on 
knowledge not available to the investing 
public (p. 339)
installm ent cash credit consum er cash 
loan requiring periodic repaym ent of p rin 
cipal and interest (p. 572) 
installm ent sales credit consum er loan for 
household item s requiring down paym ent at
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tim e of purchase and periodic paym ents 
thereafter (p. 572)
intangible personal property ow nership 
rights to property as opposed to the prop
erty itself; includes stocks, bank accounts, 
mortgages (p. 225)
interest money paid for the use of bor
rowed funds (p. 56)
intergovernm ental revenues money one 
level of governm ent receives from  another 
level of governm ent (p. 223) 
interm ediate products goods that become 
components of o ther goods (p. 350)
International M onetary Fund (IMF) inter
national agency that helps stabilize 
exchange rates and facilitate trade (p. 454)
inventory extra supplies of goods held in 
reserve to meet dem and (p. 52)
investment tax credit (ITC) reduction of 
tax liability based or. the purchase price of 
tools or equipm ent (p. 229)

J
jurisdictional d ispute disagreem ent as to 
which party  should perform  a certain  kind 
of task (p. 189)

К
Keynesian economics policies that em pha
size the stim ulation of total dem and; 
demand-side economics (p. 417)

L
labor hum an abilities and effort used in 
production; a factor of production (p. 16) 
labor m obility ability  and w illingness of 
workers to move from  one area to another 
in search of work (p. 199)
labor productivity m easure of goods pro
duced per worker; m easure of efficiency in 
production (p. 376)
labor union association of workers that 
promotes and defends pay and o ther job- 
related interests of its m em bers (p. 64)

labor-intensive production m ethod using 
more labor than  capital (p. 477)
Laffer Curve economic model relating tax 
rates to tax collections (p. 422) 
laissez faire principle w hat governm ent 
should not interfere w ith business activity 
(p  78)
land natural resources and o ther "gifts of 
nature" used in production; a  factor of pro
duction (p. 16)
Law of Dem and economic rule that states 
that more will be dem anded at lower prices 
and less at higher prices (p. 103)
Law of Supply principle that states that 
more will be brought to m arket at high 
prices and less a tJo w er ones (p. 125)
Law of Variable P roportions economic 
principle which holds that total ou tput will 
change in response to a change in a single 
variable input when all o ther inputs are 
held constant (p. 129)
legal tender any substance declared to be 
money by governm ent decree (p. 300)
less-developed countries (LDC’s) poor 
countries w ith low per cap ita  GNP (p. 485) 
liabilities legal obligations o r debts owed 
to o thers (p. 284)
life expectancy estim ate of the num ber of 
years a person is expected to survive (p. 499)
lim ited liability  requirem ent that an 
ow ners responsibility for the debts of a 
business is lim ited to the ow ners invest
ment; applies to corporations and lim ited 
partners in a partnersh ip  (p. 54)
lim ited life situation in which a firm 
ceases to exist when the owner(s) sell, leave, 
or new ones join; applies m ainly to  p a r t
nerships and sole proprietorships (p. 54)
lim ited partnersh ip  form of partnersh ip  
where one or more partners  contribu te  
financial capital bu t seldom  partic ipate  in 
m anagem ent decisions (p. 52) 
liquidity ease w ith which an  asset can be 
converted to cash (p. 286)
lockout refusal by m anagem ent to allow 
workers to en ter a p lant to work (p. 185)
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long run period long enough for producers 
to change am ount of fixed and variable 
inputs used in m anufacturing (p. 157)
Lorenz Curve curve that shows the vari
ance between the equal and the actual dis
tribution of income (p. 515)
loss leader item sold below cost to a ttrac t 
custom ers (p. 160)

M
macroeconomics theory that deals w ith 
the decision m aking of groups of indi
viduals, businesses, or governm ents (p. 354) 
margin requirem ent m inim um  percentage 
payment required when stock is purchased 
from a broker (p. 316)
m arginal analysis decision m aking that 
evaluates the extra cost of doing som ething 
against the extra benefits to be gained 
(p  144)
m arginal cost extra cost of producing one 
more unit of output (p. 138) 
m arginal product extra output due to the 
addition of one more unit of input (p. 133) 
m arginal revenue extra revenue from  the 
sale of one more unit of ou tput (p. 142)
m arginal utility extra u tility  o r satisfac
tion gained from the consum ption of an 
additional unit of a product (p. 106) 
m arket meeting place or o ther means 
whereby buyers and sellers can get together 
(p. 31)
m arket basket hypothetical collection of 
goods and services typical of purchases 
made by some group (p. 364) 
m arket economy economic system  in 
which supply, dem and, and the price system  
help people make decisions and allocate 
resources (p. 31)
m arket equilibrium  condition of price s ta 
bility where quantity  dem anded equals 
quantity  supplied (p. 150)
m arket structure m arket classification 
according to num ber and size of firms, type 
of product, and type of com petition (p. 79)

M arxists followers of the theories and 
teachings of Karl Marx (p. 463)
m aturity  life or length of a loan (p. 254)
m easure of value com m on denom inator 
w ith which to m easure value; one of the 
functions of money (p. 272) 
m ediation process involving a neutral 
th ird  party  to resolve a d ispute (p. 191)
M edicaid m edical insurance program  
adm inistered jo intly  by the federal and 
state governm ents for low-income people 
(p. 245)
M edicare federal health  program  for 
senior citizens, regardless of incom e (p. 245)
m edium  of exchange mqney or o ther com 
modity generally accepted in exchange for 
goods and services; one of the three func
tions of money (p. 272)
m em ber banks com m ercial banks that are 
mem bers of the FED (p. 303)
m erger the joining of two or m ore com 
panies, som etim es by takeover, to form a 
single business enterprise (p. 59)
microeconomics economic theory dealing 
with decision m aking by individual people, 
businesses, or o ther un its (p. 354)
m inim um  wage lowest legal wage that can 
be paid to m ost w orkers (p. 204)
misery index series representing the sum 
of the inflation and the unem ploym ent 
rates; discom fort index (p. 410)
modified private-enterprise economy
economic system  based on free enterprise 
with some governm ent involvement 
(P  43)
modified union shop arrangem ent under 
which workers have the option to join a 
union but do not have to do so to keep their 
jobs (p. 190)
m onetarism  school of thought that em pha
sizes the controlled grow th of the money 
supply as a cure for inflation and economic 
instability (p. 423)
m onetary policy actions by the Federal 
Reserve System  to control the availability 
and cost of credit (p. 311)
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m onetary standard  m echanism  designed 
to keep the money supply useful and reli
able; a gold standard  (p. 299) 
m onetary unit coun try ’s basic currency 
component (p. 276)
monetize the debt expansion of the money 
supply to offset governm ent borrow ings and 
keep interest rates stable (p. 319)
money m edium  of exchange, a m easure of 
value, and a store of value (p. 272) 
money m arket m arket where money is 
loaned for one year or less (p. 337) 
money m arket funds pool of funds col
lected from sm all investors and loaned at 
competitive rates to large investors (p. 289) 
money m arket instrum ents loan certifi
cates or receipts w ith m aturities of one year 
or less; CD’s, Treasury bills (p. 337) 
money m arket m utual shares large- 
denom ination accounts w ith money m arket 
mutual funds subject to check w ithdraw al 
(p. 278)
monopolistic com petition m arket struc
ture in which firms produce a differentiated 
product yet have all o ther characteristics of 
pure com petition (p. 84)
monopoly m arket struc tu re  in which ou t
put is supplied by a single seller; form of 
imperfect com petition (p. 86)
moral suasion use of persuasion by the 
FED to influence credit decisions of m em ber 
banks (p. 315)
most favored nation clause provision 
allowing a th ird  country  to enjoy trade ben
efits granted to o thers (p. 449)
m ultinational corporation that produces 
and sells w ithout regard to national bound
aries and whose business activities are 
located in several countries (p. 62) 
m ultiplier change in total incom e caused 
by change in investm ent spending (p. 418) 
mutual fund com pany that sells stock in 
itself and uses the proceeds to invest in 
securities (p. 332)
mutual savings bank non-bank financial 
institution wholly owned by its depositors 
who share the earnings (p. 328)

N
national bank notes paper currency issued 
by the National Banking System  and 
backed by U.S. governm ent bonds (p. 301)
National Banking System  system  in which 
banks receive federal charters  and are m em 
bers of the FED (p. 281)
national banks com m ercial banks char
tered by the federal governm ent (p. 281)
national incom e (N1) m easure of the coun
try ’s total incom e (p. 361)
national incom e accounting accounting 
records m easuring the overall perform ance 
of the economy (p. 349)
National Labor Relations Act (NLRA)
1935 law defining unfair labor practices by 
employers and giving workers the right to 
bargain collectively (p. 186)
natural monopoly m arket situation in 
which one firm exists because com petition 
may not be desirable or even possible 
(p. 86)
need basic requirem ent for survival; food, 
clothing and /o r shelter (p. 11)
negative income tax tax system  substitu t
ing cash paym ents for welfare program s 
(p. 522)
net export of goods and services balance of 
exports over im ports (p. 358)
net national product (NPP) total net ou t
put; GNP less depreciation (p. 358)
net w orth what is left after liabilities are 
substracted  from assets (p. 284)
New Economic Policy (NEP) Soviet policy 
put into effect in 1921 to restore capitalism  
on a tem porary basis (p. 468)
New York Stock Exchange (NYSE) asso
ciation that handles the purchase and sale 
of corporate stocks; largest stock m arket in 
the United States (p. 335)
nom inal GNP GNP in cu rren t, o r inflation- 
d istorted dollars; cu rren t GNP (p. 365)
non-bank depository institu tions in stitu 
tions o ther than com m ercial banks that 
receive deposits and make loans (p. 327)
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non-market transactions economic 
activity such as housework that does not 
take place in the m arket (p. 352)
non-price com petition form of com petition 
involving the advertising of a p roducts 
appearance, quality and design, ra ther than 
its price (p. 162)
noncompeting labor grades broad groups 
of unskilled, semiskilled, skilled, and profes
sional workers who do not com pete w ith 
one another (p. 193)
nonprofit organizations economic in stitu 
tions operating not for financial gain (p. 48)
Norris-LaGuardia Act 1932 law keeping 
federal courts out of union labor disputes 
(p  186)
NOW account Negotiable O rder of W ith
drawal; interest-bearing checking accounts 
issued by banks, savings and loans (p. 278)

О
oligopoly m arket s tructu re  where ou tpu t 
is produced by a few large firms (p. 84)
OPEC nations m em bers of the O rganiza
tion of Petroleum Exporting Countries 
(p. 495)
open m arket operations purchase o r sale 
of government securities by the FED to 
change the money supply and affect the 
price of credit; tool of m onetary policy 
(p. 313)
open-ended credit authorization  allowing 
consum er credit purchases up to a lim ited 
am ount; revolving credit (p. 572) 
opportunity cost goods, services, or tim e 
given up because one choice is m ade rather 
than another (p. 18)
output-expenditure model m acroeconom ic 
model describing the consum ption of GNP 
by sectors; G N P = C + I + G + F  (p. 357)
over-the-counter m arket (O-T-C) informal 
system of security dealers who buy and sell 
stocks not listed on organized exchanges 
(p. 335)
overhead broad category of fixed costs; 
includes interest, rent, taxes and executive 
salaries (p. 136)

P
paradox o f value apparen t contradiction 
between the high value of a non-necessity 
and the low value of a necessity (p. 14) 
paradoxical dem and curve dem and curve 
not showing the usual price-quantity  rela
tionships; upw ard-sloping curve (p. 116)
partnersh ip  business organizations owned 
by two o r m ore people (p. 52)
patent exclusive righ t to any new a rt, 
m achine, item  of m anufacture, o r im prove
ment thereof (p  89)
payroll w ithholding system  system  that 
autom atically  deducts incom e taxes from 
paychecks on a regular basis (p. 218)
peak point where real GNP stops growing 
and s ta rts  to decline (p. 381) 
pension retirem ent allow ance (p. 332) 
pension fund fund collecting contributions 
to be d istribu ted  later as retirem ent, old- 
age, or disability  allowances (p. 333)
personal consum ption expenditures
household sector spending on consum er 
goods and services (p. 357)
personal incom e (PI) individual and 
household income before taxes (p. 361) 
personal liability  insurance policy p ro tect
ing against personal liability  from  an acci
dent (p. 571)
picket dem onstration before a place of 
business to express dissatisfaction w ith 
com pany actions (p. 185)
piecework paym ent system  under which 
workers are paid  according to the num ber 
of "pieces” of ou tpu t produced (p. 472) 
pollution spoilage of the environm ent w ith 
poisonous or noxious m aterials (p. 542)
population density num ber of people liv
ing per square mile of land area (p. 502)
population tree figure showing the d is
tribution of population by age and sex in a 
given year (p. 514)
poverty level official m inim um  income 
needed for bare necessities (p. 519) 
preferred stock non-voting ow nership 
shares in a corporation that has first claim
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on dividends and,  in the case of liquidation,
assets (p. 56)
prem ium  purchase price of a life insur
ance policy (p. 330)
price discrim ination illegal practice of 
charging different prices to custom ers for 
the same good or service (p. 93)
price index statistical series used to m ea
sure inflation or remove its d istortions from 
other m easures (p. 364)
price leadership independent pricing deci
sions made by a leading hrm  on a regular 
basis that results in generally uniform  
industry-wide prices (p. 164)
price m aker firm that has enough m arket 
power to set the price for its output; usually 
refers to a m onopolist (p. 166)
price taker firm w ith no ability  to influ
ence m arket price of its product; refers to a 
perfect com petitor (p. 166) 
price w ar fierce price com petition between 
sellers, som etim es to the point where price 
is below the cost of the product (p. 165)
price-fixing agreem ent, usually illegal, 
among producers to establish a uniform  
price for a product (p. 85) 
prim e rate interest rate banks charge to 
their best custom ers (p. 318)
prim itive equilibrium  first stage of eco
nomic developm ent during which the econ
omy is static (p. 488) 
principal am ount of money borrow ed 
when getting a loan o r issuing a bond; basis 
upon which interest is com puted (p. 56) 
Principle of D im inishing M arginal Util
ity doctrine that people receive less and 
less satisfaction for every additional uni t  of 
a product consum ed (p. 108)

Principle of D im inishing R eturns law that 
states that additional units of input add less 
and less to total product; Stage II of the 
production function (p. 133)
private enterprise economy m arket econ
omy where the m eans of production are 
owned by private citizens; free enterprise 
economy (p. 79)

private property right of private citizens 
to own and control their property, including 
the factors of production (p. 35)
private sector that p a rt of the economy 
m ade up of individuals and privately owned 
businesses (p. 237)
problem  bank list Federal Deposit Insur
ance Corporation list of troubled banks 
requiring close FDIC atten tion  (p. 292)
producer cooperative nonprofit cooper
ative organization that secures a m arket for 
the output of its m em bers (p. 64)
producer price index series used to m ea
sure changes in prices of raw m aterials and 
other producer goods; form erly the whole
sale price index (ft 365)
product com petition non-price com peti
tion that em phasizes product quality  ra ther 
than price (p. 162)
product differentiation differences, real or 
imaginary, among com peting products 
w ithin an industry  (p. 84) 
product m arkets m arkets where economic 
products are bought and sold (p. 79) 
production com bining the factors of p ro
duction to create goods and services (p. 17) 
production function concept that relates 
total input to increasing am ounts of inputs; 
illustrates the Law of Variable Proportions 
(p  130)
production possibilities fron tier graph 
representing various com binations of m ax
im um  output when all resources are fully 
employed (p. 20)
productivity efficiency w ith which 
resources are used in production (p. 376) 
professional association affiliations of pro
fessional workers from  specialized occupa
tions (p  66)
professional labor workers w ith high-level 
technical and m anagerial skills (p. 193) 
profit income rem aining after all costs 
involved in the production an d /o r sale of a 
good or service have been m et (p. 37)
profit motive urge o r desire to engage in 
business activity for gain; driving force for 
im provem ent in a m arket economy (p. 37)
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profit-maximizing quantity  of output
am ount of output that m aximizes profits; 
output level where m arginal revenue equals 
m arginal cost (p. 144)
progressive tax tax where the percentage 
of income paid in tax rises as income goes 
up (p  215)
proletariat M arxist term  for workers with 
no capital goods of their own (p. 463)
prom otional com petition non-price com 
petition based on product prom otion (p. 162)
property tax tax levied on assessed value 
of real and personal property (p. 224)
proportional tax tax where percentage of 
income paid in tax is the sam e regardless of 
the level of income (p. 215) 
protectionists those favoring quotas and 
tariffs to protect dom estic industries (p. 445) 
protective ta riff  tariff levied on im ports to 
protect domestic producers (p. 443) 
proxy ballot that allows the representative 
of a shareholder to vote in corporate m at
ters (p. 56)
public goods goods and services provided 
by the government and collectively con
sumed by many individuals (p. 237)
public sector that part of the economy 
made up of federal, state, and local govern
ments (p. 237)
public u tilities com panies providing 
essential services to consum ers and are sub
ject to some governm ental regulations (p. 68)
pure com petition m arket struc tu re  in 
which a large num ber of buyers and sellers 
deal with exactly the sam e economic prod
uct, all producers are too sm all to influence 
price, and it is relatively easy for new firms 
to enter the industry  (p. 81)

Q
quantity  supplied am ount brought to m ar
ket at a given price; a point on the supply 
curve (p. 125)
quantity  theory o f money theory that the 
growth of the money supply affects the rate 
of inflation in the long run (p. 318)

quota absolute l imit  on the num ber of 
goods allowed in to  a  country  (p. 443)

R
rationing system  that d istribu tes lim ited 
am ounts of a product to  everyone (p. 153)
raw m aterials unrefined natu ral resources 
used in the productive process (p. 132)
Reaganomics President Ronald Reagans 
supply-side policies (p. 420)
real dollars do llar m easure adjusted  to 
remove distortions of price changes; same 
as constant dollars (p. 204)
real estate investm ent tru st (REIT) finan
cial organization that chafinels funds to the 
hom e-building industry  (p. 333) 
real GNP GNP w ith inflation removed; 
GNP in constan t dollars (p. 365)
real GNP per capita  real GNP divided by 
population (p. 378)
real property  w ealth in the form of real 
estate and perm anent a ttachm ents to land 
and buildings (p. 225) 
rebate partia l refund of purchase price of 
a product m ade after the sale (p. 170) 
recession phase of the business cycle dur
ing which real GNP declines (p. 381) 
Reciprocal Trade Agreem ents Act 1934 law 
em powering the governm ent to lower tariffs 
if other nations reciprocate (p. 447) 
regressive tax tax where percentage of 
income paid in tax goes down as income 
goes up (p. 216)
Regulation Q federal requirem ent in effect 
until April, 1986, that capped the m axim um  
interest paid on savings accounts (p. 290) 
Regulation Z provision that extends tru th- 
in-lending disclosures to individuals and 
businesses (p. 309)
renewable resources natural resources that 
can be renewed for future use (p. 374) 
required reserves dollar am ounts set aside 
by law to back a deposit (p. 285) 
reserve requirem ent rule that a certain  
percent of every deposit be set aside for pro
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tection of the depositor; one of the tools of 
m onetary policy (p. 285)
retained earnings business profits kept for 
investment purposes; undistribu ted  corpo
rate profits (p. 361)
revenue tariff  tax on im ported goods to 
raise revenue (p. 443)
revolving credit au thorization  allowing a 
consum er to buy goods on credit w ithout 
prior approval; open-ended credit (p. 572)
right-to-work laws state legislation ou t
lawing union shops (p. 190)
run on the bank sudden rush of w ith
drawals by depositors who anticipate possi
ble bank failure (p. 291)

s
sales tax general tax levied on a product at 
the tim e of sale (p. 223)
sanctity of contract right of individuals 
and businesses to make agreem ents and 
contracts enforceable by law (p. 36)
saving absence of spending that frees 
goods and services for use in o ther invest
ments (p. 39)
savings funds m ade available by savers for 
investors to use (p. 325)
savings and loan association non-bank 
financial institution that accepts deposits 
and makes m ortgage loans (p. 327)
savings bond small denom ination, non- 
transferable, and registered debt obligations 
of the U.S. governm ent (p. 255)
savings deposits interest-earning deposits 
that can be w ithdraw n w ithout prior notice 
(p 279)
scarcity fundam ental economic problem  
resulting from a com bination of scarce 
resources and peoples v irtually  unlim ited 
wants and needs (p. 6)
seasonal unem ploym ent unem ploym ent 
due to conditions that prevail during cer
tain seasons of the year (p. 401)
secondhand sales sales of products that 
are not new (p. 350)

securities collective nam e for bonds, notes, 
and stock certificates (p. 334)
securities exchanges organized m arkets 
where stocks are bought and sold (p. 334) 
securities m arket m arket where corporate 
and governm ent securities are traded  (p. 334) 
seizure tem porary governm ent takeover of 
a com pany to keep it running during a 
labor-m anagem ent d ispute (p. 192) 
selective credit controls powers vested in 
the FED to control credit conditions in 
selective m arkets (p. 316)
sem iskilled labor workers wi th enough 
ability  to run sim ple m achines (p. 193) 
seniority am ount of tim e a worker has 
been on a job; practice of rew arding work
ers according to length of service (p. 196)
service work or labor perform ed for som e
one (p. 13)
service cooperative nonprofit association 
of consum ers that secures services for the 
benefit of its m em bers (p. 63)
share drafts checkable-type accounts 
issued by credit unions (p. 330)
shareholders businesses o r individuals 
who own shares of stock in a corporation; 
same as stockholders (p. 55) 
short run production period long enough 
to allow producers to change am ount of var
iable inputs used in production (p. 157)
shortage condition in which the quan tity  
dem anded is greater than  the quan tity  sup
plied at a given price (p. 150) 
silver certificates currency first issued in 
1886 and backed by silver dollars (p. 301) 
skilled labor workers who can operate 
complex equipm ent and require little super
vision (p. 193)
Social Security federal program  that cov
ers many disability  and retirem ent needs 
for most workers (p. 41)
social welfare net program s governm ent 
program s that provide support for the poor 
(p. 520)
socialism economic system  in which gov
ernm ent owns some m eans of production
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and has a hand in d istribu tion  of output 
(p. 462)
sole proprietorship form of business orga
nization owned and operated by one person 
(p 49)
Solidarity underground Polish labor union 
(p. 476) ‘
special draw ing right (SDR) reserve 
account used by the In ternational M onetary 
Fund to settle trade balances (p. 455)
spot m arket m arket where com m odities 
are traded for cash; m arket where contracts 
are w ritten for delivery in the present as 
opposed to a future m arket (p. 533)
stages of production three phases— 
increasing, dim inishing, and negative— 
of the production function (p. 133)
S tandard and Poor’s 500 stock perfor
mance index based on 500 NYSE stocks 
(p  337)
standard of living quality  of life based on 
kind and am ount of m aterial goods owned 
(p  371)
state banks banks that receive perm ission 
to operate from  the state in which they 
reside (p. 280)
state farm s large farm s in the Soviet Union 
owned and operated by governm ent (p. 471) 
stock ownership shares of a corporation; 
common and preferred stock (p. 55)
stockbroker individual who buys and sells 
stocks for others (p. 336)
stockholders owners of shares of corporate 
stock; shareholders (p. 55)
store of value property  of money that per
mits a person to store purchasing power 
until needed; a function of money (p. 272)
storm ing Soviet practice of rushing pro
duction at m onths end to fill quotas (p. 472) 
strike organized work stoppages by union 
workers (p. 185)
structural unem ploym ent unem ploym ent 
due to fundam ental, underlying changes in 
the economy (p. 399)
subsidies transfer paym ents m ade to cer
tain groups to bolster income (p. 240)

subsistence state in which ju st enough is 
produced for survival (p. 529) 
substitu tes goods or services that can be 
used in place of others (p. 105) 
substitu tion effect change in quant i ty 
dem anded of a product due to its use as a 
substitu te for o ther products when the price 
of that product changes (p. 103)
Supplem ental Security Incom e (SSI) federal 
aid program  that makes cash paym ents to 
elderly who are b lind o r disabled (p. 520) 
supply array  of quan tities that would be 
produced and offered for sale at each and 
every possible m arket price (p. 123) 
supply curve graphic representation of the 
quantities produced at eftch and every price 
in the m arket (p. 124) 
supply elasticity  responsiveness of a 
change in quan tity  supplied to a change in 
price (p. 127)
supply schedule listing showing the quan
tity produced at each and every possible 
price in the m arket (p. 124)
supply-side econom ics policies focusing on 
stim ulation of to tal production (p. 420) 
surcharge additional charge added to 
other charges already in place; (p. 217)
surplus leftover ou tpu t resulting from  too 
much production and too little  dem and at a 
given price (p. 150)
surplus value M arxist term  for the dif
ference between a w orkers pay and the 
value of his o r her ou tpu t (p. 464)

T
takeoff second stage of economic develop
m ent where grow th and change begins 
(p. 490)
tangible personal property  item s of wealth 
not perm anently  attached  to land o r bu ild 
ings (p. 225)
tariff  tax (p. 443)
tax assessor person who exam ines prop
erty  to determ ine its tax value (p. 226)
tax base total am ount of taxable income 
and property in an area (p. 372)
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tax loopholes missing inform ation or 
exceptions in the tax law that perm it busi
nesses and individuals to avoid taxes (p. 216)
tax neutral outcom e of tax revision that 
does not affect total collections (p. 216) 
tax return  annual report filed w ith the 
local, state, or federal governm ent detailing 
income earned and taxes owed (p. 218)
tax-exempt free from tax (p. 333)
technological monopoloy m arket condi
tion allowing a firm to act as a m onopolist 
because it owns or controls m anufacturing 
methods or o ther technologies (p. 88)
technological unem ploym ent lack of 
employment caused by autom ation and new 
production techniques (p. 401) 
theory of negotiated wages explanation of 
wage based on influence of organized labor 
and collective bargaining (p. 196)
theory of production the com bination of 
inputs to get outputs (p. 128)
Third World developing countries not 
aligned w ith a superpow er (p. 485)
tight money policy actions designed to 
slow the growth of money and increase the 
price of credit (p. 311) 
tim e deposits interest-earning deposits 
that cannot be w ithdraw n w ithout prior 
notice (p. 279)
total cost variable plus fixed costs; all 
costs associated with production (p. 137)
total product total output or total produc
tion of a business firm (p. 132)
total revenue total receipts; price of goods 
sold tim es quantity  sold (p. 142)
trade deficit deficit in the balance of pay
ments (p. 447)
trade union union of workers who have a 
common skill or share the sam e kind of 
work; craft union (p. 184)
trade-weighted value of the U.S. dollar 
index of U.S. dollar strength  against 
foreign currencies (p. 455) 
traditional economy society in which eco
nomic decisions are m ade according to 
habit, custom , or trad ition  (p. 28)

traditional theory of wage determ ina
tion explanation of wage rates that relies 
on the forces of supply and dem and (p. 195) 
transfer paym ent financial assistance pro
vided by governm ent for which nothing is 
received in return  (p. 240) 
treasury bills short-term  federal debt used 
to borrow money from  the private sector; 
part of the national debt (p. 254)
treasury bonds long-term federal debt 
used to borrow  money from  the private sec
tor; part of the national debt (p. 254)
Treasury coin notes currency first issued 
by the U.S. Treasury in 1890 (p. 301)
trend line growth path of the economy if 
not affected by periods of expansion and 
recession (p. 382)
trough bottom  of the business cycle; point 
where real GNP stops going down and turns 
up (p. 381)
trusts com binations of corporations to 
insure uniform  behavior, usually price fixing 
or o ther agreem ents, to restrict com petition 
(p  92)
truth-in-lending legal requirem ent that 
lenders provide consum ers w ith certain  
basic inform ation about loans (p. 309)
two-tier wage system  wage policy that 
pays newer w orkers a lower wage than o th 
ers already on the job (p. 204)

u
underground economy economic activity 
that is not reported  because it is illegal or 
because of tax-dodging (p. 352)
undistributed corporate profits profits not 
paid out; retained earnings (p. 361) 
unemployed persons people who have 
made an a ttem pt to find a job wi thin the 
past m onth, bu t are still unem ployed 
(p. 395)
unem ploym ent condition of not having a 
job (p. 395)
unem ploym ent insurance governm ent pro
gram  providing paym ents to the unem 
ployed; an autom atic stab ilizer (p. 419)
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unemployment rate  ratio  of the unem 
ployed to total persons in the civilian labor 
force (p. 395)
union shop arrangem ent under which 
workers m ust join a union shortly  after 
being hired (p. 190)
unit elastic proportional change in quan
tity dem anded or supplied in response to a 
given change in price (p. Ill)
United States notes paper currency issued 
by the federal governm ent in 1862 to finance 
the Civil War; greenbacks (p. 300) 
unlim ited liability requirem ent that 
owners are personally and fully responsible 
for all business debts; applies to sole pro
prietorships and partnersh ips (p. 50)
unlim ited life situation in which the 
legal entity of a business is not affected by 
changes of ownership; applies only to the 
corporation (p. 58)
unrelated individuals persons who live 
alone or wi th non-relatives (p. 354)
unskilled labor workers not trained to run 
machines and equipm ent (p. 193)
user fee fee paid for the use of a product; 
form of benefit tax (p. 231)
usury laws state regulations that pu t a 
ceiling on the interest charged on certain  
types of loans (p. 290)
utility ability or capacity  of a good or ser
vice to be useful and give satisfaction to 
someone (p. 14)

V
value worth of a good or service as deter
mined by the m arket (p. 14) 
value added tax (VAT) tax placed on the 
value added at every stage in the production 
process (p. 229)
variable cost production expense that var
ies as the level of output changes; labor, raw 
m aterials, energy (p. 137)

vertical m erger joining together of com 
panies that engage in successive stages of 
production or m arketing (p. 61) 
voluntary a rb itra tion  agreem ent by labor 
and m anagem ent to place a d ispute before a 
th ird  party  for a binding settlem ent (p. 191) 
voluntary exchange act of buying o r sell
ing w ithout involvement of others (p. 34)

w
wage rate prevailing am ount of pay for a 
particu lar type of job (p  195)
wage-price controls laws that make it 
illegal to raise prices o r wages (p  423)
w am pum  shell money used by native 
Americans in the colonial period (p. 273)
w ant way of expressing o r com m unicating 
a need (p. 11)
wealth tangible goods that have value and 
can be owned (p  15)
white-collar workers employees in profes
sional fields who generally receive salaries 
(p  518)
whole life form  of insurance w ith  both  a 
savings and a death  benefit; ord inary  life 
insurance (p. 560)
wildcat banks nam e given to fraudulent 
banks located in rem ote and inaccessible 
areas during the early 1800s (p. 300)
workfare program  requiring welfare recip
ients to perform  com m unity-service work in 
exchange for benefits received (p. 523)
World Bank in ternational agency that 
makes loans to developing countries; In ter
national Bank for Reconstruction and 
Development (p. 495)

z
zero-population grow th state  of equ i
librium  in which population size does not 
change (p. 499)
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