Chapter 3

Economic Challenges Facing Global and Domestic Business

Learning Goals
1

Distinguish between microeconomics and macroeconomics.

2

Explain the factors that drive demand and supply.

3

Compare the three major types of economic systems.

4

Describe each of the four different types of market structures in a private enterprise system.

5

Identify and describe the four stages of the business cycle.

6

Explain how productivity, price-level changes, and employment levels affect the stability of a nation’s economy.

7

Discuss how monetary policy and fiscal policy are used to manage an economy’s performance.

8

Describe the major global economic challenges of the 21st century.

Gas Prices and Politics Do Mix

Following the second war with Iraq in little more than a decade and global concerns over the rapid spread of the deadly SARS virus, the U.S. economy—still longing for the good old days of the 1990s—was ready for an economic recovery. The stock market, suffering from a three-year slump, began to 

awaken as stock prices rose and investors, who had fled the market during the severe downturn of the early years of this decade, began to return. And gasoline prices spiked to a national average of $1.73 per gallon during the war as a result of the cutoff of Iraqi oil and fears that other Arab countries might also reduce their sales. California took the prize for the highest average price—$2.18 per gallon. At the same time the previous year, the national average price was $1.53 per gallon.

But the record highs in U.S. gas prices proved to be temporary. The conflict turned out to be a short one, and neighboring oil-producing countries failed to support the Hussein regime by withholding the sale of their oil. Instead, they increased oil exports to offset the short-term loss of Iraqi oil on the global market. As economic sanctions against the purchase of Iraqi products were lifted by the United Nations and as Iraqi oil production—and sales—resumed in an effort to generate funds to finance that nation’s economic recovery following the war, expectations of even higher prices quickly disappeared and average U.S. gasoline prices returned to around $1.50 per  gallon.

For decades, a portion of the U.S. economy has been tied to oil imports from the Middle East. The Middle East contains two-thirds of the world’s oil reserves, so its influence on the supply of oil and its price is great. Saudi Arabia has nearly 25 percent of the world’s oil reserves; Iraq 10.7 percent; United Arab Emirates 9.3 percent; Kuwait 9.2 percent; and Iran 8.5 percent; other countries contain smaller amounts. Many economists agree that low oil prices have helped drive growth in the U.S. and elsewhere, leaving more money in consumers’ pockets and more capital for businesses to invest in their own activities. High oil prices, which result from increases in the amount purchased or when the supply of oil is reduced or cut off from customers—because of war or other environmental conditions—can mean that consumers and businesses have less money to spend on other goods and services. Following 9/11, the Bush administration decided to fill the Strategic Petroleum Reserve, a 700-million-barrel store meant to sustain the U.S. in an emergency, and added 40 million barrels to the reserve in a single 12-month period. By adding to overall global demand for oil, these additional purchases contributed to driving up prices. So it is natural for economists, politicians, and consumers to be concerned about both demand for oil and the supply and cost of this most important natural resource.

A couple of years before the war, the U.S. and other industrialized nations that depend on oil had begun to pursue alternative supply sources. American energy companies invested billions of dollars to drill for nearly solid crude oil—once considered worthless—in Venezuela and convert it to gasoline and jet fuel. U.S. and Canadian companies formed alliances to extract oil from the “tar sands” of Canada’s northern Alberta province. In addition, oil companies pursued tapping into reserves in Malaysia and in the Atlantic Ocean off the coast of Brazil. President Bush and a number of U.S. legislators promoted increased drilling in Alaska’s National Wildlife Refuge, but the proposal failed in Congress. All of these reserves were less accessible than those of the Middle East, but oil companies began developing and using new technologies for locating and removing oil from previously difficult locations. Meanwhile, the U.S. stepped up its oil imports from Mexico, which contains about 2.6 percent of the world’s reserves. In fact, at one point the U.S. was receiving more oil from Mexico than from Saudi Arabia because the Organization of Petroleum Export Countries (OPEC), which includes Middle Eastern countries, had cut back on oil production.

According to the U.S. Department of Energy, currently more than 48 percent of the oil imported to the U.S. actually comes from the Western Hemisphere—not the Middle East. That’s a significant increase from 34.5 percent in 1980, which means that the U.S. is slowly weaning itself from dependence on oil from the Middle East. Still, the political situation in the Middle East continues to play a sizable role in global oil supplies and prices. “The single best cyclical indicator for the world economy is the price of oil,” notes British economist Andrew J. Oswald. That statement could apply to the U.S. economy as well.1

Chapter Overview

Businesses, not-for-profit organizations, and governments with well-thought-out plans can succeed even in the worst of times. Organizations that are flexible enough to change course when necessary—like those that are willing to search for alternative energy sources to reduce their dependence on oil—are likely to survive as well.

They Said It

Please find me a one-armed economist so we will not always hear “On the other hand...”

—Herbert Hoover (1874–1964) 31st president of the United States

When we examine the exchanges that companies and societies make as a whole, we are focusing on the economic systems operating in different nations. These systems reflect the combination of policies and choices a nation makes to allocate resources among its citizens. Countries vary in the ways they allocate scarce resources.


Economics, the social science analyzing the choices made by people and governments in allocating scarce resources, affects each of us, since everyone is involved in producing, distributing, or simply consuming goods and services. In fact, your life is affected by economics every day. When you decide what goods to buy, what services to use, or what activities to fit into your schedule, you are making economic choices.

economics social science that analyzes the choices made by people and governments in allocating scarce resources.


The choices you make often are international in scope. Consider, for example, someone who decides to buy a new set of automobile tires. Along with such U.S. companies as Goodyear, the person might consider buying a non-U.S. brand like Michelin or Pirelli. If he or she buys the Michelin tires, this one person with a single purchase has become involved in international trade by choosing to buy from a French supplier. In recent years, U.S. firms have begun emphasizing the American origin of their goods and services in their marketing communications in an effort to appeal to consumers’ desire to support the U.S. economy. A recent promotional message from Goodyear utilizing such appeals is shown in Figure 3.1. Businesses also make economic decisions when they choose how to use human and natural resources, invest in machinery and buildings, and form partnerships with other firms.

FIGURE 3.1

Focusing on U.S.-Made Vehicles and Tires

Use Courtesy of the Goodyear Tire and Rubber Company

  Economists refer to the study of small economic units, such as individual consumers, families, and businesses, as microeconomics. On a broader level, government decisions about the operation of the country’s economy also affect you, your job, and your financial future. A major feature of the Sarbanes-Oxley Act of 2002 was to place strict limits on the consulting services that accounting firms can provide for a company whose financial records they audit. The new law affected the entire accounting profession, including the need for accountants and the request for their services. The subsequent sale of major public accounting firm PricewaterhouseCooper’s consulting services to IBM was a result of the new limitations.2 The study of a country’s overall economic issues is called macroeconomics (macro means large). This discipline addresses such issues as how an economy maintains and allocates resources and how government policies affect people’s standards of living. Chapter 1 described the increasing interdependence of nations and their economies. Reflecting that interdependence, macroeconomics examines not just the economic policies of individual nations but the ways in which those individual policies affect the overall world economy. Microeconomics and macroeconomics are interrelated disciplines. Macroeconomic issues help to shape the decisions that individuals, families, and businesses make every day.

microeconomics study of small economic units, such as individual consumers, families, and businesses.

macroeconomics study of a nation’s overall economic issues, such as how an economy maintains and allocates resources and how government policies affect the standards of living of its citizens.

In this chapter, we introduce economic theory and the economic challenges facing individuals, businesses, and governments in the global marketplace. We begin with the microeconomic concepts of supply and demand and their effect on the prices people pay for goods and services. Next we explain the various types of economic systems, along with tools for comparing and evaluating their performance. Then we examine the ways in which governments seek to manage economies to create stable business environments in their countries. The final section in the chapter looks at some of the driving economic forces that are affecting people’s lives during the first decade of the 21st century.

Microeconomics:  The Forces of  Demand and Supply

A good way to begin the study of economics is to look at the economic activities and choices of individuals and small economic units such as families and firms. These economic actions determine both the prices of goods and services and the amounts sold. Microeconomic information is vital for a business because the survival of the firm depends on selling enough of its products at prices high enough to cover expenses and earn profits. This information is also important to consumers, whose well-being may depend on the prices and availability of needed goods and services.

At the heart of every business endeavor is an exchange between a buyer and a seller. The buyer recognizes that he or she has a need or wants a particular good or service and is willing to pay a seller to obtain it. The seller wants to participate in the process because of the anticipated financial gains from selling the good or service. So, the exchange process involves both demand and supply. Demand refers to the willingness and ability of buyers to purchase goods and services at different prices. The other side of the exchange process is supply, the willingness and ability of sellers to provide goods and services for sale at different prices. Understanding the factors that determine demand and supply, as well as how the two interact, can help you understand many actions and decisions of individuals, businesses, and government. This section takes a closer look at these concepts.

demand willingness and ability of buyers to purchase goods and services.

supply willingness and ability of sellers to provide goods and services.
They Said It

You can make even a parrot into a learned economist by teaching him two words: supply and demand.

—Anonymous
Factors Driving Demand

For most people, economics amounts to a balance between their unlimited wants and limited financial means. Because of this dilemma, each person must make choices about how much money to save and how much to spend, as well as how to allocate spending among all the goods and services competing for attention. This continuing effort to address unlimited wants with limited means caused one writer to refer to economics as “the dismal science.”

Even though you may be convinced that the Nissan Xterra shown in Figure 3.2 can take you rock climbing, mountain biking, and backpacking—and haul all the necessary gear—your spouse might have dreams of a new Infiniti, which its advertisers call “the muscle car with brains.” The Nissan Xterra retails for around $27,000, while the Infiniti’s sticker is roughly $42,000. Eventually, you may win because the Xterra costs less, allowing you and your spouse to spend more money on other needs, such as a larger apartment or your own home.

FIGURE 3.2

Building Demand for a Product
Demand is driven by a number of factors that influence how people decide to spend their money, including price. It may also be driven by outside circumstances or larger economic events, such as those described in the Hits and Misses box. Diversified Optics, a small manufacturer of optical devices located in Salem, New Hampshire, experienced dramatically increased demand for its products—night scopes and night vision binoculars the military uses during combat and other activities—during the recent war with Iraq.3

Hits & Misses

The Driving Demand for Recreational Vehicles

Demand is a curious creature. Just when industry experts and businesspeople think they’ve figured out which products consumers will—or won’t—buy, they get a surprise. During the recent recession, makers of such “fun” vehicles as all-terrain vehicles (ATVs), snowmobiles, jet skis, and large recreational vehicles (RVs) enjoyed just such a surprise. Instead of putting away their wallets and credit cards, consumers pulled them out. They purchased snowmobiles, ATVs, RVs, and other such vehicles in record numbers. Polaris, a maker of ATVs and snowmobiles, could hardly keep up with the demand for its ATVs; sales rose 5 percent in a recent 90-day period, despite a tumbling stock market and high unemployment rates. Thor Industries, which makes RVs and conventional buses, saw its RV sales increase 37 percent in one year, while its bus sales dropped 19 percent. Responding to the increased demand, thousands of retailers attended the annual RV trade show in Kentucky, looking for new models and designs.

What caused this unexpected demand for expensive “toys” during such bleak economic times? “There are a lot of things for people to worry about out there, from terrorism to the economy, the stock market, anthrax,” explained Tom Miller, president and CEO of Polaris. “What we offer people is the opportunity to get away from that, typically with their family.” During uncertain political and economic times, Americans tend to participate in family-oriented activities. And because of the terrorist attacks of September 11, many people preferred to drive rather than fly. They avoided air travel and began to select so-called “secondary” tourist destinations over locations they deemed potential terrorist targets—and chose to get there in their RVs. Kampgrounds of America, which operates RV-oriented campgrounds across the country, reported a 7.2 percent increase in revenues during a recent eight-month period.


Consumers who had once invested in the stock market now preferred to spend their money on something tangible they could enjoy. “If I put the money in the stock market, I’ll probably just lose it, so... I might as well enjoy it,” observed Ira Holtzman, an energy broker who “invested” $10,000 in several off-road vehicles for himself and his two sons. Consumers like Holtzman took enjoyment seriously in the post-9/11 period. Management consultant Jonas Nygard referred to the importance of making sure “to enjoy the moment,” as he purchased an Arctic Cat snowmobile. “Having time with your kids is extremely important,” echoed Jim Leopardo, the owner of a construction firm who bought several ATVs for himself and his three sons. Finally, there was a huge supply of cheap money—in the form of low interest rates—allowing consumers to borrow the funds for more expensive vehicles, such as full-size RVs and motor homes, which can run between $80,000 and $500,000.


Perhaps the bottom line for these consumers is just plain fun. “I tell you, it’s something my family enjoys the heck out of,” says Trent Tobias, vice president of a car dealership. And the demand for fun never seems to disappear.

Questions for Critical Thinking

1.
Faced with unexpected demand, what challenges might the manufacturers and retailers in the RV industry face?

2.
What factors in the economic environment might actually slow demand for RVs?

Sources: “Major Expansion at Indiana and Georgia Facilities,” Coachmen Industries, Inc. news release, March 15, 2003, accessed at http://www.coachmen .com/releases/release99.htm; David Goetz, “RV Sales Rolling Again after Two Bad Years,” Chicago Sun-Times, December 15, 2002, http://www.sun times.com; Courtney McGrath, “Kings of the Road,” Kiplinger’s, October 2002, pp. 67–68; Joseph T. Hallinan, “In Uncertain Time, Americans Resort to Expensive Toys,” The Wall Street Journal, August 27, 2002, pp. A1, A9.
In general, as the price of a good or service goes up, people buy smaller amounts. In other words, as price rises, the quantity demanded declines. At lower prices, consumers are generally willing to buy more of a good. A demand curve is a graph of the amount of a product that buyers will purchase at different prices. Demand curves typically slope downward, meaning that lower and lower prices attract larger and larger purchases.

Over the past few years, a steep decline in prices for DVD players has been matched by strong growth in demand among viewers who recognize the superior picture quality provided by the new format. These price cuts have been accompanied by additional incentives in the form of lower prices on DVDs—sometimes even lower than the videocassette version of films—and huge increases in shelf space at rental outlets like Blockbuster. To attract purchasers who resist the format switch because of their VHS video collections, DVD suppliers have offered a combination player capable of playing either version.

Gasoline provides another good example of how demand curves work. The left side of Figure 3.3 shows a possible demand curve for the total amount of gasoline that people will purchase at different prices. When gasoline is priced at $1.59 a gallon, drivers may fill up their tanks once or twice a week. At $2.09 a gallon, many of them may start economizing. They may make fewer trips, start carpooling, or ride buses to work. So, the quantity of gasoline demanded at $2.09 a gallon is lower than the amount demanded at $1.59 a gallon. The opposite happens at $1.19 a gallon. Some drivers may decide to top off their tanks more often than they would at a higher price; they may also decide to take cross-country vacations or drive to school instead of taking the bus. As a result, more gasoline is sold at $1.19 a gallon than at $1.59 a gallon. These relationships are played out in real life all the time. As discussed in the opening vignette, gas prices soared as oil prices rose prior to war with Iraq. Consumers complained—some states even launched investigations into gasoline pricing practices—and they also cut back on their driving.

FIGURE 3.3

Demand Curves for Gasoline

Economists make a clear distinction between changes in the quantity demanded at various prices and changes in overall demand. A change in quantity demanded, such as the change that occurs at different gasoline prices, is simply movement along the demand curve. A change in overall demand, on the other hand, results in an entirely new demand curve.

As American households’ incomes have risen—aided in many cases by two incomes—and their transportation tastes have changed, many American consumers have chosen to purchase sport-utility vehicles (SUVs), which consume large amounts of gasoline. At the same time, in developing countries like India and China, consumers have been able to afford cars for the first time. These changes have increased the demand for gasoline at all prices.4 The right side of Figure 3.3 shows how the increased demand for gasoline worldwide has created a new demand curve. The new demand curve shifts to the right of the old demand curve, indicating that overall demand has increased at every price. A demand curve can also shift to the left when the demand for a good or service drops. However, the demand curve still has the same shape.

Although price is the underlying cause of movement along a demand curve, many factors can combine to determine the overall demand for a product—that is, the shape and position of the demand curve. These influences include customer preferences and incomes, the prices of substitute and complementary items, the number of buyers in a market, and the strength of their optimism regarding the future. Changes in any of these factors will produce a new demand curve.

Take a change in income as an example. As consumers have more money to spend, firms can sell more products at every price. This means the demand curve has shifted to the right. The price of complementary goods also can influence demand. If the price of gasoline remains high, we would expect the demand for SUVs to fall as some consumers switch to more fuel-efficient forms of transportation, creating demand for a different type of vehicle. Millennium Cell, a New Jersey-based firm that has developed a hydrogen fueling system for cars, is hoping that this demand takes hold. “If we can get the oil man to say the word ‘hydrogen,’ that’s significant progress,” says Stephen Tang, president of the firm.5 Table 3.1 describes how a demand curve is likely to respond to each of these changes.

Table 3.1  Expected Shifts in Demand Curves


Demand Curve Shifts

Factor
to the Right if:
to the Left if:
Customer preferences
increase
decrease

Number of buyers
increases
decreases

Buyers’ incomes
increase
decrease

Prices of substitute goods
increase
decrease

Prices of complementary goods
decrease
increase

Future expectations become more
optimistic 
pessimistic
For a business to succeed, management must carefully monitor the factors that may affect demand for the goods and services it hopes to sell. In setting prices, firms often try to predict how the chosen levels will influence the amounts they sell. The Coca-Cola Co. experimented with smart vending machines, adjusting their prices to such variables as the weather. If the temperature was hot outside, the machines could automatically raise the price. If the vending machine contains too many cans of root beer and restocking was five days away, the machine could lower the price of root beer. Organizations also try to influence overall demand through advertising, free samples and presentations at retail stores, sales calls, product enhancements, and other marketing techniques.

For more than a decade, the America’s Dairy Farmers and Milk Processors, the milk industry’s trade association, has tried to increase overall demand for its products with its famous “Got Milk?” promotional campaign. Celebrities adorned with milk “moustaches” are used to attract attention to their advertising messages.
Factors Driving Supply

Important economic factors also affect supply, the willingness and ability of firms to provide goods and services at different prices. Just as consumers must make choices about how to spend their incomes, businesses must also make decisions about how to use their resources to obtain the best profits.

Obviously, sellers would prefer to command high rather than low prices for their product offerings. A supply curve graphically shows the relationship between different prices and the quantities that sellers will offer for sale, regardless of demand. Movement along the supply curve is the opposite of movement along the demand curve. So as price rises, the quantity that sellers are willing to supply also rises. At progressively lower prices, the quantity supplied decreases. In Figure 3.4, a possible supply curve for gasoline shows that increasing prices for gasoline should bring increasing supplies to market, as oil companies are motivated by the possibility of earning growing profits.

FIGURE 3.4

Supply Curve for Gasoline
Businesses require certain inputs to operate effectively in producing their output. As discussed in Chapter 1, these factors of production include natural resources, capital, human resources, and entrepreneurship. Natural resources include everything that is useful in its natural state, including land, building sites, forests, and mineral deposits. Human resources include the physical labor and intellectual inputs contributed by managers and operative employees. Capital refers to resources such as technology, tools, information, physical facilities, and financial capabilities. The fourth factor of production, entrepreneurship, is the willingness to take risks to create and operate a business.

Factors of production play a central role in determining the overall supply of goods and services. A change in the cost or availability of any of these inputs can shift the entire supply curve, either increasing or decreasing the amount available at every price. For example, if the cost of raw materials—natural resources—rises, producers may respond by lowering production levels, shifting the supply curve to the left. On the other hand, if an innovation in the production process allows them to turn out more products using fewer raw materials than before, the change reduces the overall cost of the finished products, shifting the supply curve to the right. Table 3.2 summarizes how changes in various factors can affect the supply curve.

Table 3.2  Expected Shifts in Supply Curves


Supply Curve Shifts

Factor
to the Right if:
to the Left if:
Costs of inputs
decrease
increase

Costs of technologies
decrease
increase

Taxes
decrease
increase

Number of suppliers
increases
decreases
A rightward shift in the supply curve for electricity in recent years is the result of a glut of new generating plants. Responding to periodic supply emergencies and encouraged by such remarks as Vice President Dick Cheney’s warning that the only way to avert a nationwide energy crisis is to open more than one new power plant per week for the next 20 years, such electricity producers as Mirant, AES, Calpine, and NRG Energy began to start up new generating units at three times that rate. The resulting oversupply contributed to price reductions for electricity.6
How Demand and Supply Interact

Separate shifts in demand and supply have obvious effects on prices and the availability of products. In the real world, changes do not alternatively affect demand and supply. Several factors often change at the same time—and they keep changing. Sometimes such simultaneous changes in multiple factors cause contradictory pressures on prices and quantities. In other cases, the final direction of prices and quantities reflects the factor that has changed the most.

Figure 3.5 shows the interaction of both supply and demand curves for gasoline on a single graph. Notice that the two curves intersect at P. The law of supply and demand states that prices (P) are set by the intersection of the supply and demand curves. The point where the two curves meet identifies the equilibrium price, the prevailing market price at which you can buy an item.

FIGURE 3.5

Law of Supply and Demand
If the actual market price differs from the equilibrium price, buyers and sellers tend to make economic choices that restore the equilibrium level. So how do we explain the shortages of vaccines to protect against such diseases as tetanus, diphtheria, whooping cough, measles, mumps, and chicken pox? Why do many of the 75 million adults seeking vaccination against influenza often encounter delays in obtaining flu shots? The answer lies with the federal government, which pays vaccine makers between 38 and 60 percent of the going price for these vaccines in the global marketplace. The result is a reduction in product supply. In recent years, the number of commercial makers of the vaccine DTAP dropped from four to two, and the number of tetanus vaccine manufacturers dropped from two to one. Also, current suppliers operate on razor-thin profit margins with just enough production capability and inventory to meet demand—assuming everything goes smoothly. Any unexpected demand results in shortages and delays.7
In other situations, suppliers react to market forces by reducing prices. McDonald’s Japan, which operates 3,900 restaurants, saw sales plummet following a strong aversion to beef by customers concerned about the brain-destroying illness called “mad cow disease,” which originated in the U.K. and was recently discovered in western Canada. Although McDonald’s Japan uses Australian beef, sales declined as much as 18 percent below sales of the previous year. So, the firm’s management made a pricing decision to increase demand for their supply of beef. They sliced burger prices from 80 yen to 59 yen, or about 50 cents. In addition, they added a more diverse menu of salads and soups to keep customers coming to McDonald’s—even if they didn’t want a burger at all.8
As pointed out earlier, the forces of demand and supply can be affected by a variety of factors. One important variable is the larger economic environment. The next section explains how macroeconomics and economic systems influence market forces and, ultimately, demand, supply, and prices.

1. What is the difference between changes in quantity demanded at various prices and change in overall demand?

2. What is an equilibrium price?
Macroeconomics: Issues for  the Entire Economy

The political and economic choices made in recent years by North Korean leader Kim Jong Il have influenced the daily lives of North Koreans since the death of his father a decade ago. When recent famines killed an estimated 2 million of that nation’s 22 million people, the U.S. built goodwill in the formerly isolationist land by donating 1.5 million tons of grain. Although other nations have tried cooperative efforts to increase North Korea’s production of consumer goods and to convince them to seek peaceful solutions to problems, it is difficult and expensive to ship goods among North Korea’s neighbors because of the different gauges of rail systems. In addition, North Korea’s buildup of weapons is likely to deter aid from other countries.9
Every country faces decisions about how to best use the four basic factors of production. Each nation’s policies and choices help to determine its economic system. But the political, social, and legal environments differ in every country. So, no two countries have exactly the same economic system. In general, however, these systems can be classified into three categories: private enterprise systems, planned economies, or combinations of the two, referred to as mixed economies. As business becomes an increasingly global undertaking, it is important to understand the primary features of the various economic systems operating around the world.

Capitalism: The Private Enterprise  System and Competition

Most industrialized nations operate economies based on the private enterprise system, also known as capitalism or a market economy. A private enterprise system rewards businesses for meeting the needs and demands of consumers. Government tends to favor a hands-off attitude toward controlling business ownership, profits, and resource allocations. Instead, competition regulates economic life, creating opportunities and challenges that businesspeople must handle to succeed.

private enterprise system economic system that rewards businesses for their ability to identify and serve the needs and demands of customers.
The relative competitiveness of a particular industry is an important consideration for every firm because it determines the ease and cost of doing business within that industry. Four basic degrees of competition take shape in a private enterprise system: pure competition, monopolistic competition, oligopoly, and monopoly. Table 3.3 highlights the main differences among these types of competition.

Table 3.3  Types of Competition


Types of Competition


Pure 
Monopolistic  Characteristics
Competition
Competition
Oligopoly
Monopoly

Number of competitors
Many
Few to many
Few
No direct competition

Ease of entry into 
Easy
Somewhat
Difficult
Regulated by industry by new 

difficult

government firms
 

Similarity of goods or 
Similar
Different
Similar or 
No directly services offered by


different
competing products competing firms

Control over price by 
None
Some
Some
Considerable in a  individual firms



pure monopoly; little  



in a regulated monopoly

Examples
Small-scale 
Local fitness 
Boeing 
Rawlings Sporting 
farmer in 
center
aircraft
Goods, exclusive  
Indiana


supplier of major  



league baseballs
Pure competition is a market structure, like that of small-scale agriculture, in which large numbers of buyers and sellers exchange homogeneous products, so no single participant has a significant influence on price. Instead, prices are set by the market itself as the forces of supply and demand interact. Firms can easily enter or leave a purely competitive market because no single company dominates. Also, in pure competition, buyers see little difference between the goods and services offered by competitors.
Agriculture is probably the best example of pure competition. The grain grown and sold by one farmer is virtually identical to that sold by others. As the weather affects the supply of wheat, soybeans, and cotton, the price for these commodities rises or falls according to the law of supply and demand. Although such factors as weather and acreage set aside each year to grow wheat determine supply, demand also plays a role in prices for commodities. Growing international demand for U.S. wheat has been strong enough to keep prices for that crop steady, even though production has increased.

They Said It

When I walk into a grocery store and look at all the products you can choose, I say, “My God!” No king ever had anything like I have in my grocery store today.

—Bill Gates (b. 1955) founder, Microsoft Corp.
Monopolistic competition is a market structure, like that for retailing, in which large numbers of buyers and sellers exchange relatively well-differentiated (heterogeneous) products, so each participant has some control over price. Sellers can differentiate their products from competing offerings on the basis of price, quality, or other features. In an industry that features monopolistic competition, it is relatively easy for a firm to begin or stop selling a good or service. The success of one seller often attracts new competitors to such a market. Individual firms also have some control over how their individual goods and services are priced.

An example of monopolistic competition is the market for pet food. Consumers can choose from private-label (store brands) and brand-name products in bags, boxes, and cans. Producers of pet food and the stores that sell it have wide latitude in setting prices. Consumers can choose the store or brand with the lowest prices, or sellers can convince them that a more expensive offering is worth more because it offers better nutrition, more convenience, more information, or other benefits.

An oligopoly is a market situation in which relatively few sellers compete and in which high start-up costs form barriers to keep out new competitors. In some oligopolistic industries, such as paper and steel, competitors offer similar products. In others, such as aircraft and automobiles, they sell different models and features. The huge investment required to enter an oligopoly market tends to discourage new competitors. The limited number of sellers also enhances the control these firms exercise over price. Competing products in an oligopoly usually sell for very similar prices because substantial price competition would reduce profits for all firms in the industry. So, a price cut by one firm in an oligopoly will typically be met by its competitors. However, prices can vary from one market to another, as from one country to another.

Cement is a product for which an oligopoly exists. Mexican-based Cemex SA is the third-largest cement manufacturer in the world and the largest seller of cement in both the U.S. and Mexico. It holds 60 percent of the market share in Mexico. Cement is usually sold in bulk in the U.S., like a commodity. However, it is sold as a branded product in Mexico. Cemex’s prices are too high for many Mexican families to afford, which often means they must put plans for home building on hold. Since Cemex is also Mexico’s largest seller of concrete, which is made with cement, those prices remain high as well. Although large construction companies in the U.S. can force cement manufacturers to drop their prices, Mexican construction companies are smaller and have little clout, so they end up paying higher prices.10

Purina ONE cat food may be more expensive than some other brands, but many cat fanciers choose it because it contains ingredients designed  to combat a common health problem in  felines. Advertisers often  highlight the differences  in their products from competitors. Monopolistic competition relies on differentiation of products in a market.
The final type of market structure is a monopoly, in which a single seller dominates trade in a good or service for which buyers can find no close substitutes. A pure monopoly occurs when a firm possesses unique characteristics so important to competition in its industry that they serve as barriers to prevent entry by would-be competitors. Thanks to a deal with Major League Baseball to supply all 30 MLB teams, Rawlings Sporting Goods has the entire market for major league baseballs. From the 1930s to the 1990s, De Beers enjoyed a near monopoly in the market for diamonds by virtue of owning or buying any rough diamonds it could throughout the world. The company at one time controlled 90 percent of the world’s diamond supply. Recent discoveries of diamond reserves outside De Beers’s control, coupled with a promise to stop buying diamonds sold to raise money for armed conflicts in the African nations of Angola, Sierra Leone, and the Democratic Republic of Congo, have reduced the company’s share of the market to 60 percent.

Rawlings is the only supplier of baseballs for Major League Baseball and the NCAA.
Many firms create short-term monopolies when research breakthroughs permit them to receive exclusive patents on new products. In the pharmaceuticals industry, drug giants like Merck and Pfizer invest billions in research and development programs. When the research leads to successful new drugs, the companies can enjoy the benefits of their patent: the ability to set prices without fear of competitors undercutting them. Once the patent expires, drugs like allergy medicine Claritin may be sold to consumers without a prescription.

Because a monopoly market lacks the benefits of competition, the U.S. government regulates monopolies. Besides issuing patents and limiting their life, the government prohibits most pure monopolies through antitrust legislation such as the Sherman Act and the Clayton Act. The U.S. government has applied these laws against monopoly behavior by Microsoft and by disallowing proposed mergers of large companies in some industries. In other cases, the government permits certain monopolies in exchange for regulating their activities.

With regulated monopolies, a local, state, or federal government grants exclusive rights in a certain market to a single firm. Pricing decisions—particularly rate-increase requests—are subject to control by regulatory authorities such as state public service commissions. An example is the delivery of first-class mail, a monopoly held by the United States Postal Service (USPS). The USPS is a self-supporting corporation wholly owned by the federal government. Although it is no longer run by Congress, postal rates are set by a Postal Commission and approved by a Board of Governors. The federal government wants the USPS to be profitable, and a special commission has been created with the mission of overhauling the organization with the goal of turning its 30,000 offices around the country into revenue producers.11
During the 1980s and 1990s, the U.S. government favored a trend away from regulated monopolies and toward deregulation. Regulated monopolies that have been deregulated include long-distance and local telephone service, cable television, cellular phones, and electrical service. Long-distance companies like AT&T and MCI are now allowed to offer local service. The idea is to improve customer service and reduce prices for telephone customers through increased competition. But the four regional “Baby Bells,” which are the four largest phone companies in the U.S., currently control 90 percent of the market. It will take time and money for any competitors to make a dent in these markets.12
Deregulation of electric utilities began when California opened its market in 1998. By 2002, when the giant Houston-based energy firm Enron collapsed, about half the states were on board. In those states, private companies could compete with utilities to sell electricity and natural gas. However, California’s disastrous energy deregulation, during the early years of the 21st century, brought a temporary halt to this trend. California joined investors reeling from watching the stock of bankrupt energy trader Enron plunge from $90 a share to less than 9 cents three years later.13

They Said It

Socialism: You have two cows. Give one cow to your neighbor.

Communism: You have two cows. Give both cows to the government, and they may  give you some of the milk.

Capitalism: You have two cows. Sell one cow and buy a bull.

—Anonymous
Planned Economies: Communism  and Socialism

In a planned economy, government controls determine business ownership, profits, and resource allocation to accomplish government goals rather than those set by individual businesses. Two forms of planned economies are communism and socialism.

The writings of Karl Marx in the mid-1800s formed the basis of communist theory. Marx believed that private enterprise economies created unfair conditions and led to worker exploitation because business owners controlled most of society’s resources and reaped most of the economy’s rewards. Instead, he suggested an economic system called communism, in which all property would be shared equally by the people of a community under the direction of a strong central government. Marx believed that elimination of private ownership of property and businesses would ensure the emergence of a classless society that would benefit all. Each individual would contribute to the nation’s overall economic success, and resources would be distributed according to each person’s needs. Under communism, the central government owns the means of production, and the people work for state-owned enterprises. The government determines what people can buy because it dictates what is produced in the nation’s factories and farms.

A number of nations adopted communist economic systems during the early 20th century in an effort to improve the quality of life for their citizens and to correct abuses they believed to be present in their previous systems. In practice, however, communist governments often give people little or no freedom of choice in selecting jobs, purchases, or investments. Communist governments often make mistakes in planning the best uses of resources to compete in the growing global marketplace. Government-owned monopolies often suffer from inefficiency.

Consider the former Soviet Union, where large government bureaucracies controlled nearly every aspect of daily life. Shortages became chronic because producers had little or no incentive to satisfy customers. The quality of goods and services also suffered for the same reason. When Mikhail Gorbachev became the last prime minister of the dying Soviet Union, he tried to improve the quality of Soviet-made products. Effectively shut out of trading in the global marketplace and caught up in a treasury-depleting arms race with the U.S., the Soviet Union faced severe financial problems. Eventually, these economic crises led to the collapse of Soviet communism and the breakup of the Soviet Union itself.

A second type of planned economy, socialism, is characterized by government ownership and operation of major industries. Socialists assert that major industries are too important to a society to be left in private hands and that government-owned businesses can serve the public’s interest better than can private firms. For instance, these countries might operate their health-care industry under a socialist system. However, socialism also allows private ownership in industries considered less crucial to social welfare, like retail shops, restaurants, and certain types of manufacturing facilities.

What’s Ahead for Communism?  Many formerly communist nations have undergone dramatic changes in recent years. Some of the most exciting developments have occurred in the republics that formerly composed the Soviet Union. These new nations have restructured their economies by introducing Western-style private enterprise systems. By decentralizing economic planning and sweetening incentives for workers, they are slowly shifting to market-driven systems.
Economic reforms in the former communist countries haven’t always progressed smoothly. Although many have opened their arms to Western entrepreneurs and businesses, these investors have often encountered difficulties such as official corruption, crime, and the persistence of bloated bureaucracies. Reducing the power of government-operated monopolies has also proved a difficult challenge.

Today, communism exists in just a few countries, like the People’s Republic of China, Cuba, and North Korea. Even these nations show signs of growing openness toward some of the benefits of private enterprise as possible solutions to their economic challenges. Since 1978, China has been shifting toward a more market-oriented economy. The national government has given local government and individual plant managers more say in business decisions and has permitted some small private businesses. Households now have more control over agriculture, in contrast to the collectivized farms introduced with communism. In addition, Western products such as McDonald’s and Coca-Cola have been making their way into Chinese consumers’ lives.

Another symbol of China’s changing economic strategy accompanied the 1997 return of Hong Kong to Chinese rule. China’s government promised that Hong Kong’s businesses will continue to operate in a private enterprise economic system. The addition of this prosperous city has helped China to achieve the world’s second-largest gross domestic product (GDP).14
Mixed Market Economies

Private enterprise systems and planned economies adopt basically opposite approaches to operating economies. In practice, though, most countries implement mixed market economies, economic systems that display characteristics of both planned and market economies in varying degrees. In nations generally considered to have a private enterprise economy, government-owned firms frequently operate alongside private enterprises.

France has blended socialist and free enterprise policies for hundreds of years. The nation’s banking, automobile, utility, aviation, steel, and railroad industries have traditionally been run as nationalized industries, controlled by the government. Meanwhile, a market economy flourishes in other industries. Over the past two decades, the French government has loosened its reins on state-owned companies, inviting both competition and private investment into industries previously operated as government monopolies.

The proportions of private and public enterprise can vary widely in mixed economies, and the mix frequently changes. Like France, dozens of countries have converted government-owned and operated companies into privately held businesses during the past two decades in a trend known as privatization. Governments may privatize state-owned enterprises to raise funds and to improve their economies, believing that private corporations can manage and operate the businesses more cheaply and efficiently than government units can.

Table 3.4 compares the alternative economic systems on the basis of ownership and management of enterprises, rights to profits, employee rights, and worker incentives.

Table 3.4  Comparison of Alternative Economic Systems


Planned Economies

System 
Capitalism  Features
(Private Enterprise)
Communism
Socialism
Mixed Economy

Ownership of 
Businesses are owned 
Government owns the 
Government owns basic
A strong private sector blends enterprises
privately, often by large 
means of production 
industries, but private 
with public enterprises. 
numbers of people. Minimal 
with few exceptions, 
owners operate some  
government ownership 
like small plots of land.
small enterprises. 
leaves production in   
private hands.




Management of 
Enterprises are managed 
Centralized management 
Significant government 
Management of the private enterprises
by owners or their 
controls all state enter-
planning pervades 
sector resembles that under 
representatives, with 
prises in line with
socialist nations. State 
capitalism. Professionals may 
minimal government 
3- to 5-year plans. 
enterprises are managed 
also manage state enterprises. 
interference.
Planning now is being 
directly by government  

decentralized.
bureaucrats.


Rights to profits
Entrepreneurs and investors 
Profits are not allowed 
Only the private sector
Entrepreneurs and investors 
are entitled to all profits 
under communism.
of a socialist economy 
are entitled to private-sector 
(minus taxes) that their 

generates profits.
profits, although they often 
firms earn.


must pay high taxes. State  



enterprises are also expected to produce returns.

Rights of 
The rights to choose one’s
Employee rights are
Workers may choose 
Workers may choose jobs and employees
occupation and to join a 
limited in exchange for 
their occupations and 
labor-union membership. 
labor union have long been 
promised protection 
join labor unions, but 
Unions often become quite 
recognized.
against unemployment.
the government influ-
strong. 


ences career decisions  


for many people.


Worker 
Considerable incentives 
Incentives are emerging
Incentives usually  
Capitalist-style incentives incentives
motivate people to perform 
in communist countries.
are limited in state 
operate in the private sector. 
at their highest levels. 

enterprises but do 
More limited incentives  


motivate workers in  
influence public-sector  


the private sector.
activities.
Evaluating Economic Performance

Ideally, an economic system should provide two important benefits for its citizens: a stable business environment and sustained growth. In a stable business environment, the overall supply of needed goods and services is aligned with the overall demand for those goods and services. No wild fluctuations in price or availability complicate economic decisions. Consumers and businesses not only have access to ample supplies of desired products at affordable prices but also have money to buy the items they demand.

Growth is another important economic goal. An ideal economy incorporates steady change directed toward continually expanding the amount of goods and services produced from the nation’s resources. Growth leads to expanded job opportunities, improved wages, and a rising standard of living.

1. Which economic system is the U.S. economy based on?

2. What are the two types of planned economies?
Flattening the Business Cycle

In reality, a nation’s economy tends to flow through various stages of a business cycle: prosperity, recession, depression, and recovery. No true economic depressions have occurred in the U.S. since the 1930s, and most economists believe that society is capable of preventing future depressions through effective economic policies. Consequently, they expect a recession to give way to a period of economic recovery. Figure 3.6 shows the four stages of the business cycle.

FIGURE 3.6

Four Stages of the Business Cycle

*Most economists believe that sufficient government tools are available to prevent the occurrence of a major depression. Thus, a recession would be followed by an economic recovery.

They Said It

It’s a recession when your neighbor loses his job;  it’s a depression when  you lose your own.

—Harry S. Truman (1884–1972) 33rd president of the United States
Both business decisions and consumer buying patterns differ at each stage of the business cycle. In periods of economic prosperity, unemployment remains low, strong consumer confidence about the future leads to record purchases, and businesses expand to take advantage of marketplace opportunities. The decade-long run of economic prosperity in the U.S. from the early 1990s to 2001 was one of the longest in a century.

During a recession—a cyclical economic contraction that lasts for six months or longer—consumers frequently postpone major purchases and shift buying patterns toward basic, functional products carrying low prices. Businesses mirror these changes in the marketplace by slowing production, postponing expansion plans, reducing inventories, and often cutting the size of their workforces. During past recessions, people facing layoffs and depletions of household savings have sold cars, jewelry, and stocks to make ends meet. During the most recent recession, they did this as well but with a twist: They turned to eBay. There, they sold everything from old books to kitchen knickknacks. Rick Steinberg, Jr., of Stockton, California, lost his job and found himself in urgent need of $1,100 for car repairs so he could expand his job hunt to the San Francisco area. He turned to a prized possession: his collection of medieval Lego figures featuring warriors, swordsmen, and smiling peasants. In a yard sale, the tiny toys would have brought next to nothing. But on eBay, Steinberg fetched $2,000. “It’s like I had stocks and I’m cashing them in,” said Steinberg.15

recession cyclical economic contraction  that lasts for six months  or longer.
Should the economic slowdown continue in a downward spiral over an extended period of time, the economy falls into depression. Many Americans have grown up hearing stories from their great-grandparents who lived through the Great Depression of the 1930s. However, some companies can actually manage to prosper during poor economic times, as discussed in the Best Business Practices box. Businesswoman Maria de Lourdes Sobrino has survived three recessions and continues to remain optimistic about the future.

Best Business Practices

Lulu’s Dessert: Sweet Success Despite Sour Times

At first glance, it doesn’t make sense at all. Why would anyone try to start a new business during a recession? Most companies are pulling back—putting a freeze on hiring and raises, even laying off employees when necessary. Banks aren’t rushing to lend money to businesspeople, especially someone without a strong track record. And it’s harder to predict whether consumers will spend money on extras.


That’s where Maria de Lourdes Sobrino found herself during the recession of the early 1980s. A recent immigrant to California from Mexico, Sobrino (known as “Lulu” to her family and friends) had already tried to start a couple of businesses—a travel and convention company in Mexico and a food production company that focused on Mexican snacks like jalapeño-flavored carrots. But neither had met with success. Sobrino wasn’t about to give up. She needed work, but she wanted to control her own destiny. She also discovered that in Los Angeles, which has a large population of Mexican immigrants, she couldn’t find a certain dessert she’d always loved as a child—gelatina, or ready-to-eat gelatin. If she couldn’t find her favorite treat, chances were, neither could her compatriots. So, she turned to her mother’s traditional recipes for gelatin, made up several batches, and tested them on her friends and neighbors. They loved the treats, and Sobrino knew she had a potential hit; so she decided to try selling the gelatin desserts. She began making 300 cups of fruit-flavored gelatina by hand and tried selling them to local stores. At first, the response of storeowners was lukewarm. But then one shop took a batch on consignment and recognized the huge advantage of the ready-made dessert over Jell-O, which came only in powdered form. The batch completely sold out, and Lulu’s Dessert was on its way, with Sobrino producing the popular cups of gelatin from a 700-foot-square retail store in Torrance, California.


Sobrino then decided to grow her business through food brokers who were capable of expanding distribution. She moved to larger quarters, hired more workers, and added other products such as roasted peanuts and the jalapeño-flavored carrots. By the mid-1980s, Sobrino could not keep up with consumers’ demands for her products, and her business began to suffer. A Small Business Administration loan helped Lulu’s stabilize and move to an even larger location. Today, the 100 employees of Lulu’s Dessert produce gourmet desserts in more than 50 different flavors and sizes. Special treats include baked flan and pudding; kids’ desserts have names like Loony Spoons.


Sobrino has managed to survive her third recession and remains optimistic. In fact, small businesses like Lulu’s Dessert create 75 percent of new jobs, and many experts believe that they lead the economy out of recession. “They’re the single most important part of ... the recovery process,” says Jeffry Timmons, an entrepreneurship professor at Babson College in Massachusetts.

Questions for Critical Thinking

1.
In what ways can a business like Lulu’s Dessert help the economy?

2.
Why do you think Lulu’s has survived three recessions?

Sources: Lulu’s Dessert Web site, http://www.lulusdessert.com, accessed January 16, 2004; Michele Marrinan, “Stump the Slump,” Entrepreneur, February 2002, pp. 90–94; Jim Hopkins, “Bad Times Spawn Great Start-ups,” USA Today, December 18, 2001, pp. B1, B2.

In the recovery stage of the business cycle, the economy emerges from recession and consumer spending picks up steam. Even though businesses often continue to rely on part-time and other temporary workers during the early stages of a recovery, unemployment begins to decline, as business activity accelerates and firms seek additional workers to meet growing production demands. Gradually, the concerns of recession begin to disappear, and consumers start purchasing more discretionary items such as vacations, new automobiles, and other extravagances. It is important to note that recovery doesn’t necessarily take place at a steady pace. As one economic journalist puts it, “One hour brings good news, the next bad.” But the National Bureau of Economic Research is usually credited with declaring when a recession begins and when it ends.16
Economists observe several indicators to measure and evaluate how successfully an economic system provides both stability and growth. These variables include productivity as measured by GDP, rate of inflation or deflation, and employment levels.

Business Tool Kit

Basic Computer Skills Needed  in the Global Age

College is a place where your horizons are broadened and your brain is wrinkled. It is also the place to get acquainted with or further develop basic computer skills. Be sure to learn these basics even if they aren’t required in college—you will need them in the professional world. Everyday technology tools such as those listed below will keep you productive and computer savvy. Computers are as essential as pencil and paper in today’s global world, so using a computer keyboard, accessing the Internet, and operating software proficiently will give you a definite edge. Here are some of the essential applications to learn:

1.
Word processing software. Software that uses a computer to type, store, retrieve, edit, and print various types of documents. The most common word processing programs are Microsoft Word and WordPerfect.

2.
Corporate e-mail systems. E-mail is short for electronic mail, which facilitates the rapid transmission of messages both inside and outside the organization. E-mail has many advantages over snail mail, but remember that e-mailed messages are not private. Your company has the right to monitor your e-mail usage, so be sure to use e-mail for work-related purposes only. Many companies use Microsoft Outlook or Lotus Notes.

3.
Desktop publishing software. A system that allows you to use different typefaces, specify various margins and justifications, and embed illustrations and graphs directly into the flow of text. Many firms use desktop publishing systems to create and print newsletters, reports, form letters, brochures, and advertising materials. Two examples of desktop publishing software are Microsoft Publisher and Quark Xpress.

4.
Spreadsheet applications. Software programs that create the computerized equivalent of an accountant’s worksheet, allowing the user to manipulate variables and see the impact of alternative decisions on operating results. Lotus 1-2-3, Microsoft Excel, and Quattro Pro are three of the more popular spreadsheet programs.

5.
Computerized presentation software. A type of business software that enables users to create highly stylized images for slide shows and reports. You can create various types of charts and graphs with presentation tools such as Microsoft’s PowerPoint and Corel’s Presentations.

6.
Internet. Worldwide network of interconnected computers that lets anyone with access to a personal computer—equipped with a modem and Internet connection—send and receive images and data anywhere.

7.
World Wide Web. Collection of resources on the Internet that offers easy access to text, graphics, sound, and other multimedia resources.

8.
Additional company software. Any type of proprietary company software that your organization will train you to operate, such as inventory, accounting, graphics, banking, electronic timesheet, and other types of programs.

Sources: “Advice on Developing Computer Skills,” http://www.epinions.com, June 26, 2003; Diana Carew, “Computer Skills Key to 21st Century Literacy,” Community College Week, November 11, 2002, p. S3; Kathleen Melymuka, “Charlotte’s Web of Educational Help,” Computerworld, September 11, 2000, p. 50.
Productivity and the Nation’s  Gross Domestic Product

An important concern for every economy is productivity, the relationship between the goods and services produced in a nation each year and the inputs needed to produce them. In general, as productivity rises, so does an economy’s growth and the wealth of its citizens. In a recession, productivity stagnates or even declines.

productivity relationship between the goods and services produced in a nation each year and the inputs needed to produce them.
As Chapter 1 explained, a commonly used measure of productivity is a country’s gross domestic product (GDP), the sum of all goods and services produced within a nation’s boundaries each year. Economists calculate per-capita GDP by summing the total output of all goods and services produced within a country and then dividing that output by the number of citizens. GDP is an important indicator for measuring a country’s business cycle, since a shrinking GDP indicates a recession. As the economy again begins to expand, GDP reflects this growth.

In the U.S., GDP is tracked by the Bureau of Economic Analysis (BEA), a division of the U.S. Department of Commerce. Current updates and historical data on the GDP are available at the BEA’s Web site (http://www.bea.doc.gov).

Price-Level Changes

Another important indicator of an economy’s stability is the general level of prices. For most of the 20th century, economic decision makers concerned themselves with inflation, rising prices caused by a combination of excess consumer demand and increases in the costs of raw materials, component parts, human resources, and other factors of production. Excess consumer demand generates what is known as demand-pull inflation; rises in costs of factors of production generates cost-push inflation. America’s most severe inflationary period during the last half of the 20th century peaked in 1980, when general price levels jumped almost 14 percent in a single year. In extreme cases, an economy may experience hyperinflation—an economic situation characterized by soaring prices. In 1993, for example, Ukrainian consumers, living through the confusion of their first year as an independent nation following the collapse of the Soviet Union, saw the price of food, clothes, and housing soar 50 times what they had paid the previous year!

inflation rising prices caused by a combination of excess consumer demand and increases in the costs of raw materials, human resources, and other factors of production.
Inflation devalues money as persistent price increases reduce the amount of goods and services people can purchase with a given amount of money. This is bad news for people whose incomes do not keep up with inflation or who have most of their wealth in investments paying a fixed rate of interest. Inflation can be good news to those whose income is rising or those with debts at a fixed rate of interest. A homeowner during inflationary times is paying off a fixed-rate mortgage with money that is worth less and less each year. Over the last decade, inflation helped a strong stock market to drive up the number of millionaires from 2 million in 1991 to over 7 million. But because of inflation, being a millionaire does not make a person as rich as it once did. In terms of buying power, $1 million today equals $173,000 four decades ago. Put another way, to live like a 1960s millionaire, you would need almost $6 million.

When increased productivity keeps prices steady, it can have a major positive impact on an economy. In a low-inflation environment, businesses can make long-range plans without the constant worry of sudden inflationary shocks. Low interest rates encourage firms to invest in research and development and capital improvements, both of which are likely to produce productivity gains. Consumers can purchase growing stocks of goods and services with the same amount of money, and low interest rates encourage major acquisitions like new homes and autos.

Recent Fears about Deflation In recent years, concerns have switched from inflation to the opposite occurrence: deflation. Unlike during inflationary times, deflation is a period of falling prices. To many, such an economic environment sounds positive. In Japan, where deflation has been a reality for several years, shoppers pay less for a variety of products. Monthly rents on a tiny 100-square-meter house in Tokyo have declined from an average of $2,241 to $2,193 in just four years. A Big Mac that cost $2.40 four years ago can now be purchased for $2.13. A high-quality men’s suit carries an average price of $353. Four years ago, the same suit would have been priced at $425.17

They Said It

Deflation is like quicksand. We want to be 10,000 miles away from it. Once you get into deflation the consequences are so severe it is hard to get out.

—Sung Won Sohn chief economist, Wells Fargo
Americans have not experienced a general pattern of falling prices in 70 years. During the Great Depression of the 1930s, the negative image of deflation was born. The weak economy triggered a deflationary spiral in which companies cut jobs and slashed prices as the economy continued to slow. The result was an ever-weakening economy, staggering rates of unemployment (a 25% unemployment rate at one point), and lower prices. Even shoppers with jobs and purchasing ability began to put off making purchases to wait for even better deals later.

The recent experiences with deflation show a different pattern. Some costs have fallen: interest rates on homes, clothing costs (especially children’s clothing), price tags on furniture, and prices of computer equipment and other high-tech consumer items. But other costs have risen. These include healthcare costs, childcare and other service expenses, tuition fees, heating costs, and shipping expenses for businesses.18
The notion of deflation as a negative economic indicator is discussed in the Solving an Ethical Controversy box. A wave of consumer pessimism about the future could drive down demand and prices as people postpone purchases, increase savings, and restrict spending to wait out the expected crisis. Businesses would lose money on the lower-priced goods or be stuck with inventories they are unable to sell. These trends would likely prompt management decision makers to scale back production plans. The results could include layoffs, declines in the value of personal investments such as homes, and short-term interest rates hovering near zero.

Solving an Ethical Controversy

When a Bargain Isn’t a Bargain

Every consumer loves a bargain. There’s nothing like the thrill of finding something really great at a really low price—whether it’s a designer coat, an airfare, or a new washing machine. But in the first years of the 21st century, prices on such items as clothing, furniture, long-distance telephone services, automobiles, lodging, appliances, and airfares remained unchanged or even declined instead of increasing—sometimes at double-digit rates. Some industries simply experienced a slowdown in price hikes. Consumers loved it, but economists warned that price drops could actually lead to an even weaker economy.

Should businesses continue to cut prices to attract customers?

PRO

1. Consumers deserve every break they can get, especially during a recession. Price drops help everyone.

2. Lower prices encourage consumers to spend more, thus circulating more money through the economy.

CON

1. Consistent price declines mean smaller profits, which can force businesses to cut costs—and jobs—wherever possible.

2. Price cuts could slow economic recovery and push the economy into  a spiral of deflation, which hasn’t occurred in the U.S. since the 1930s  and the Great Depression.

SUMMARY

With more supply than demand for certain products—such as airline tickets, banking services, computers, and many retail goods—companies have actually cut back on their supply by closing factories, stores, and offices. Consumers have gotten used to low prices and are insisting on them. Industry observers have pointed out for several years that the overall number of retail stores in the U.S. is excessive. Many of them predict a shakeout in which weaker companies will not survive. “We have too many businesses,” says Paul Kasriel, chief economist for Northern Trust Corp., “and they can’t all make it.”

Sources: Jodie T. Allen, “Watch Out Below,” U.S. News & World Report, May 26, 2003, pp. 36–38; Robert J. Samuelson, “The Bogeyman of Deflation,” Newsweek, May 19, 2003, p. 42; Rich Miller, “Commentary: If Deflation Sets In, the Fed Has a Problem,” BusinessWeek Online, January 27, 2003, http://www.businessweek.com.
Measuring Price Level Changes In the U.S., the government tracks changes in price levels with the Consumer Price Index (CPI), which measures the monthly average change in prices of goods and services. The federal Bureau of Labor Statistics (BLS) calculates the CPI monthly based on prices of a “market basket,” a compilation of the goods and services most commonly purchased by urban consumers. Figure 3.7 shows the categories included in the CPI market basket. Each month, BLS representatives visit thousands of stores, service establishments, rental units, and doctors’ offices all over the U.S. to price the multitude of items in the CPI market basket. They compile the data to create the CPI. So, the CPI provides a running measurement of changes in consumer prices. The recent economic downturn saw apparel and hotel prices drop 2 percent, telephone services 4 percent, and personal computers a whopping 21 percent.19

FIGURE 3.7

Contents of the CPI Market Basket

Source: Information from Bureau of Labor Statistics, “Consumer Price Indexes: Frequently Asked Questions,” January 20, 2004, http://www.bls.gov/cpi.
The CPI is not a perfect measure of inflation. Critics complain that it may actually overstate inflation by not fully accounting for changes in the goods that people buy. If breakfast cereal gets more expensive, many consumers will switch to toast, and the amount they spend will not increase as fast as a simple measure of cereal’s price would suggest. The CPI also does not directly measure the change in costs to businesses. A Producer Price Index (PPI) is another economic indicator used to track prices. A PPI looks at prices from the seller’s perspective. The Bureau of Labor Statistics computes three major categories of PPIs:

1. The PPI for finished goods measures the prices sellers obtained for items that will not undergo further processing, including goods sold to consumers and machinery sold to businesses.

2. The PPI for intermediate goods measures the prices sellers obtained for items that will require further processing, including ingredients for food products, components to be assembled into finished goods, and boxes for shipping items.
3. The PPI for crude goods measures the prices sellers obtained for raw materials to be used in making parts or finished goods.

Employment Levels

People need money to purchase the goods and services produced in an economy. Because most consumers earn that money by working, the number of people in a nation who currently have jobs is an important indicator of both overall stability and growth. People who are actively looking for work but unable to find jobs are counted in unemployment statistics.
Economists refer to a nation’s unemployment rate as an indicator of its economic health. The unemployment rate is usually expressed as a percentage of the total workforce who are actively seeking work but are currently unemployed. The total labor force includes all people who are willing and available to work at the going market wage, whether they currently have jobs or are seeking work. The U.S. Department of Labor, which tracks unemployment rates, also includes so-called discouraged workers in the total labor force. These individuals want to work but have given up looking for jobs, for various reasons.

Unemployment can be grouped into the four categories shown in Figure 3.8: frictional, seasonal, cyclical, and structural. Frictional unemployment applies to members of the workforce who are temporarily not working but are looking for jobs. This pool of potential workers includes new graduates, people who have left jobs for any reason and are looking for others, and former workers who have decided to return to the labor force. Seasonal unemployment is the joblessness of workers in a seasonal industry. Construction workers and farm laborers typically must contend with bouts of seasonal unemployment when wintry conditions make work unavailable.

FIGURE 3.8

Four Types of Unemployment
Cyclical unemployment includes people who are out of work because of a cyclical contraction in the economy. During periods of economic expansion, overall employment is likely to rise, but as growth slows and a recession begins, unemployment levels commonly rise. At such times, even workers with good job skills may face temporary unemployment. Figure 3.9 shows the percentage of job losses in several industries during the most recent recession. The national unemployment rate soared during this period, reaching a peak of 6 percent before begging to decline. Cyclical unemployment may hit certain groups harder than others. During the recent recession, the unemployment rate for African Americans hit a high of 11 percent, and the rate for Hispanic Americans reached 7.8 percent.

They Said It

Nothing dampens consumer confidence and spending like  job losses, even if you aren’t  the one losing your job.

—Bill Cheney (b. 1949) chief economist, John Hancock Financial Services
FIGURE 3.9

Top Job Losses by Industry in the  Recent Recession

Source: Data from “Top Industry Job Losses,” USA Today, September 4, 2002, p. B1.
Structural unemployment applies to people who remain unemployed for long periods of time, often with little hope of finding new jobs like their old ones. This situation may arise because these workers lack the necessary skills for available jobs or because the skills they have are no longer in demand. For instance, technological developments have increased the demand for people with computer-related skills but have created structural unemployment among many types of manual laborers.

They Said It

I am concerned about the economy. I was the first  one laid off.

—Al Gore (b. 1948) vice president of the United States, 1993–2001, and former presidential candidate

1. What is the difference between a recession and a depression?

2. Distinguish between inflation and deflation.
Managing the Economy’s Performance

As recent years have vividly demonstrated, a national government can use both monetary policy and fiscal policy in its efforts to fight unemployment, increase business and consumer spending, and reduce the length and severity of economic recessions. The Federal Reserve System reduced interest rates 11 times during a single year at the beginning of the downturn, thus reducing the cost of borrowing for businesses and households. At the same time, the federal government enacted a major tax cut and greatly increased spending in an effort to assist business sectors hurt by the aftermath of the terrorist attacks and to enhance national security and military preparedness.

Monetary Policy

A common method of influencing economic activity is monetary policy, government action to increase or decrease the money supply and change banking requirements and interest rates to influence spending by altering bankers’ willingness to make loans. An expansionary monetary policy increases the money supply in an effort to cut the cost of borrowing, which encourages business decision makers to make new investments, in turn stimulating employment and economic growth. By contrast, a restrictive monetary policy reduces the money supply to curb rising prices, overexpansion, and concerns about overly rapid economic growth.

monetary policy government action to increase or decrease the money supply and change banking requirements and interest rates to influence bankers’ willingness to make loans.

In the U.S., the Federal Reserve System (“the Fed”) is responsible for formulating and implementing the nation’s monetary policy. It is currently headed by Chairman Alan Greenspan and a Board of Governors, with each of the members appointed by the president. All national banks must be members of this system and keep some percentage of their checking and savings funds on deposit at the Fed.

The Fed’s Board of Governors uses a number of tools to regulate the economy. By changing the required percentage of checking and savings accounts that banks must deposit with the Fed, the governors can expand or shrink funds available to lend. The Fed also lends money to member banks, which in turn make loans at higher interest rates to business and individual borrowers. By changing the interest rates charged to commercial banks, the Fed affects the interest rates charged to borrowers and, consequently, their willingness to borrow.

Fiscal Policy

Governments also influence economic activities through taxation and spending decisions. Through revenues and expenditures, the government implements fiscal policy, the second technique that officials use to control inflation, reduce unemployment, improve the general welfare of citizens, and encourage economic growth. Increased taxes may restrict economic activities, and lower taxes and increased government spending usually boost spending and profits, cut unemployment rates, and fuel economic expansion.

fiscal policy government spending and taxation decisions designed to  control inflation, reduce unemployment, improve the general welfare of citizens, and encourage economic growth.
Two huge tax cuts designed to provide an economic stimulus for ending the lingering inflation were passed during the early years of this century. The most recent of these was enacted into law in 2003. Although almost every taxpayer benefited from the third-largest tax cut in U.S. history, wealthy households and those with children received the biggest boost. The recent stimulus package reduced tax rates in every income category, cut taxes on dividends and capital gains (profits resulting from sales of stocks and other items owned for a year or more), and raised to $1,000 from $600 the tax credit for dependent children under age 17, among other items.

Business Tool Kit

Balancing Your Budget:  Money Management Skills for College Students

How well do you manage money? Do you have a job, receive a paycheck, and budget for your needs and wants? Or do you get spending money from your parents or relatives for textbooks, food, and fun? Either way, creating a realistic spending plan is a vital skill to learn during the college years. How you manage money now affects how you will manage money in the future, and, in today’s economy, it’s important to get a head start.


First, know where your money is coming from (income) and where your money is going (expenditures). Benjamin Franklin once said, “Beware of little expenses; a small leak will sink a great ship.” Tracking your money is easy; simply keep a written record of every dime you make and spend. Get a notebook, divide each page into two columns—income and expenditures—and keep track of bills you pay, checks you write, withdrawals you make from ATM machines, soft drinks you buy, and so on. Budgeting software is available, but a simple notebook and pencil will work to start. When you keep a written budget, your finances are always organized, you know where your money is going, and you’ve established a useful habit that will hold you in good stead as you accumulate additional money and assets over the years.


Second, set some financial goals—even if they seem basic. “Paying off my credit card balance each month” is a great goal to shoot for, so write it down. Banking somewhere that offers free checking, depositing $50 a month into your savings account, and packing a lunch instead of buying it twice a week are all good goals that can aid you in your saving and budgeting plans. In addition, write down your long-term goals, such as paying off your student loans in half the time, saving for a down payment on a house, or investing in the stock market. These will give you something concrete to shoot for as you work your way through college and beyond.


Keep in mind that the college years are usually when people start accumulating credit cards and credit card debt. Take a stroll on your campus and look at all the ads, flyers, and brochures offering credit cards to students—and beware. Establishing a solid credit history is a good thing; starting your first job out of college in debt is not. If you’re concerned about establishing a credit history, remember that school loans count as “credit” on your credit report and are offered at a much lower interest rate than other types of loans.


The basic premise in establishing a budget is to learn how to live within your means. Develop a realistic budget for your necessities and your lifestyle; develop a spending plan that takes into account your long-term financial goals; and know where every penny goes so you can work toward meeting those goals. The rule is simple: Save more and spend less. If you follow this basic rule, whether in college or afterward, you will always be a good manager of your money.

Sources: Louis E. Boone, David L. Kurtz, and Douglas Hearth, Planning Your Financial Future, 3rd edition (Mason, OH: Thomson/South-Western), 2003; Gail Vaz-Oxlade, “Uh-oh, It’s the ‘B’ Word,” Chatelaine, May 2002, p. 54; Anne Papmehl, “In Praise of Budgeting: The Purpose of a Personal Budget Is to Enhance, not Diminish, Your Quality of Life,” CMA Management, February 2002, pp. 48–49; Reasie A. Henry, Janice G. Weber, and David Yarbrough, “Money Management Practices of College Students,” College Student Journal, June 2001, p. 244.
Each year, the president proposes a budget for the federal government, a plan for how it will raise and spend money during the coming year, and presents it to Congress for approval. A typical federal budget proposal undergoes months of deliberation and many modifications before receiving approval. The federal budget includes a number of different spending categories, ranging from defense and social security to interest payments on the national debt. The decisions about what to include in the budget have a direct effect on various sectors of the economy. During a recession, the federal government may approve major spending on interstate highway repairs to improve transportation and increase employment in the construction industry.

budget organization’s plan for how it will raise and spend money during a given period of time.

They Said It

The principle of the [tax law] is pretty simple—we believe  the more money people have  in their pockets the more likely  it is somebody is going to  find work in America.

—George W. Bush (b. 1946) 43rd president of the United States
The primary sources of government funds to cover the costs of the annual budget are taxes, fees, and borrowing. Both the overall amount of these funds and their specific combination have major effects on the economic well-being of the nation. One way governments raise money is to impose taxes on sales and income. Increasing taxes reduces people’s and businesses’ incomes, leaving them with less money to spend. Such a move can reduce inflation, but overly high taxes can also slow economic growth. So, governments try to establish a level of taxation that enables them to provide the services that citizens want without slowing economic growth too severely. Figure 3.10 shows a breakdown of where each dollar of U.S. federal tax revenue comes from and how the federal government spends your tax dollars.

FIGURE 3.10

Where Federal Tax Revenues Come from and How Your Tax Dollars Are Spent
Source: Data from “The Tax File,” Newsweek, April 15, 2002, p. 40.

Source: “A Citizen’s Guide to the Federal Budget: Fiscal Year 2003,” Budget of the United States Government, http://www.whitehouse.gov/omb, accessed October 28, 2003.

They Said It

Three groups spend other people’s money: children, thieves, politicians. All three need parental supervision.

—Dick Armey (b. 1940) American politician
Taxes don’t always generate enough funds to cover every spending project the government hopes to undertake. When the government spends more than the amount of money it raises through taxes, it creates a budget deficit. To cover the deficit, the U.S. government has borrowed money by selling Treasury bills, Treasury notes, and Treasury bonds to investors. All of this borrowing makes up the national debt. Currently, the national debt is nearly $6.5 trillion.20 If the government takes in more money than it spends, it is said to have a budget surplus.
Although the federal government had carried a large deficit for the last half of the 20th century, a balanced budget—in which total revenues raised by taxes equaled total proposed spending for the year—was achieved by 1998. This feat was accomplished through a combination of income tax receipts due to the prosperous, technology-driven economy of the 1990s and spending cuts in such areas as defense and welfare. But the balanced budget proved to be temporary, as the government increased defense and security spending in response to the terrorist attacks of 2001 and the war with Iraq. The weakened economy also produced lowered tax revenues. As a result, federal spending once again exceeded revenues.21
Achieving a balanced budget—or even a budget surplus—does not erase the national debt, which must be paid off. U.S. legislators continually debate how fast the nation should use revenues to reduce its debt. For households, reducing or eliminating debt is usually beneficial. But for the federal government, the decision is more complex. When the government raises money by selling Treasury bills, it makes safe investments available to investors worldwide. If foreign investors cannot buy Treasury notes, they might turn to other countries, reducing the amount of money flowing into the United States. U.S. government debt has also been used as a basis for pricing riskier investments. If the government issues less debt, the interest rates it commands would be higher, raising the overall cost of debt to private borrowers. In addition, the government uses the funds from borrowing, at least in part, to invest in such publicly desirable services as education and scientific research. To the extent that the economy needs such public services, debt reduction may not always be the most beneficial use of government funds. However, others argue that paying down the national debt will free up more money to be invested by individuals and businesses.

The U.S. Economy: A Roller Coaster Ride

During the first five years of the 21st century, the economy was battered by a combination of an economic recession, the second war with Iraq in a decade, and the lingering impact of international terrorism on the economy. The federal government made active use of both fiscal and monetary policy to stimulate the economy and encourage economic recovery. Today, American businesses, the federal government, and economists are continuing to watch over many aspects of the U.S. economy. A few important factors to monitor are:

•  Unemployment. During the 1990s, more than 19 million new jobs were created, 1 million of which were in high-paying high-tech industries. But in a single 12-month period during the first years of the 21st century, nearly 2 million American workers were laid off.

•  Inflation and deflation. Worries about inflation, which often plague an uncertain economy, have been replaced by concerns over deflation, in which prices are actually set too low or even decline.

•  Productivity. U.S. productivity has risen strongly and continues to do so. Some companies are reaping the benefits of investing in information technology and automation. Retailers are finding ways to sell more products with fewer employees.

•  Consumer spending. If consumers regain their confidence and spend more, the economy should grow faster. The less they spend, the slower economic growth will be.22

They Said It

Christmas is a time when kids  tell Santa what they want  and adults pay for it. Deficits  are when adults tell the government what they want—and their kids pay for it.

—Richard Lamm (b. 1935) former governor of Colorado
They Said It

One American out of work is too many Americans out of work.

—George W. Bush (b. 1946) 43rd president of the United States
Global Economic Challenges  of the 21st Century

Businesses face a number of important economic challenges in this new century. As the economies of countries around the globe become increasingly interconnected, governments and businesses must compete throughout the world. Although no one can predict the future, both governments and businesses will likely need to meet several challenges to maintain their global competitiveness. As Table 3.5 indicates, five key challenges exist: (1) the economic impact of the continuing threat of international terrorism, (2) the shift to a global information economy, (3) the aging of the world’s population, (4) the need to improve quality and customer service, and (5) efforts to enhance the competitiveness of every country’s workforce.

1. What is the difference between an expansionary monetary policy and a restrictive monetary policy?

2. What are the three primary sources of government funds?

3. Does a balanced budget erase the federal debt?
Table 3.5  Global Economic Challenges

Challenge
Facts and Examples

International terrorism
Assistance in locating and detaining known terrorists by dozens of nations following the 2001 terrorist attacks


Cooperation in modifying banking laws in most nations in an effort to cut off funds to terrorist organizations


Severe declines in tourism in Mideast countries following continued acts of violence
Shift to a global 
By 2006, half of all American workers will hold jobs in information technology information economy
or in industries that intensively use information technology, products, and services.


Software industry in India is growing more than 50 percent each year.


Internet users in Asia and Western Europe will more than double during the next five years.

Aging of the world’s 
Median age of the U.S. population is 35 plus, and by 2025, over 62 million  population
Americans will be 65 or older—nearly double today’s number. This will increase demands for health care, retirement benefits, and other support services, putting budgetary pressure on governments.


As baby boomers, now beginning to reach their mid-50s, begin to retire, businesses around the globe will need to find ways to replace their workplace skills.

Improving quality and 
In today’s global marketplace, every company will have to achieve world-class  customer service
performance in product quality and customer service.

Enhancing competitiveness 
Leaner organizations (with fewer supervisors) require employees with the skills of every country’s workforce
to control, combine, and supervise work operations.


Employers must provide training necessary to develop the increased skills they require of their workforce.


Government investment in education and training in Ireland has attracted such international giants as Dell Computer, Microsoft, and Intel to its shores and resulted in low unemployment, strong growth, and an average income about equal to Britain.
Creating a Long-Term Global Strategy

No country is an economic island in today’s global economy. Not only is an ever-increasing stream of goods and services crossing national borders, but a growing number of businesses have become true multinational firms, operating manufacturing plants and other facilities around the world. As global trade and investments grow, events in one nation can reverberate around the globe. For instance, forecasts of record sales by the U.S. computer industry were proven incorrect one year when a major earthquake in Taiwan interrupted the production of key components like computer chips and motherboards. Producers of personal computers delayed the launch of new models and worried about maintaining expected profit levels. Buyers had grown accustomed to steady declines in computer prices, and computer makers had to rethink business strategies that had been based on a world of falling chip prices.
Despite the risks of world trade, global expansion can offer huge opportunities to U.S. firms. With U.S. residents accounting for less than 1 in every 20 of the world’s 6 billion people, growth-oriented American companies cannot afford to ignore the world market. U.S. businesses also benefit from the lower labor costs in other parts of the world, and some are finding successful niches importing goods made by foreign manufacturers. Still, it is extremely important for U.S. firms to keep track of the foreign firms that make their products; in the heat of competition among those firms for American business, substandard and sometimes abusive working conditions have begun to emerge in foreign factories in places like Vietnam, Thailand, and the Philippines.23 In addition, the huge purchasing power of the U.S. makes this market desirable for foreign companies.

U.S. firms must also develop strategies for competing with each other overseas. In the huge but fragmented snack-chip industry, Frito-Lay International currently claims 30 percent of the market outside North America, which is eight times more than its closest competitor, Procter & Gamble, has captured. Coca-Cola still edges out Pepsi as the top-selling cola worldwide.24

1. Why is virtually no country an economic island these days?

2. Describe two ways in which global expansion can benefit a U.S. firm.

Did You Know?

1.
With the exception of Vermont, every U.S. state operates under laws requiring a balanced budget.

2.
The cost of living for an international manager is highest in Tehran, Tokyo, and Abidjan. Low-cost cities are Warsaw, Harare, New Delhi, and Mexico City.

3.
One of every seven American families earns more than $100,000 a year.
What’s Ahead

Global competition is a key factor in today’s economy. In Chapter 4, we focus on the global dimensions of business. We cover basic concepts of doing business internationally and examine how nations can position themselves to benefit from the global economy. Then we describe the specific methods used by individual businesses to expand beyond their national borders and compete successfully in the global marketplace.

Summary of Learning Goals
1

Distinguish between microeconomics  and macroeconomics.

Microeconomics is the study of economic behavior among individual consumers, families, and businesses whose collective behavior in the marketplace determines the quantity of goods and services demanded and supplied at different prices. Macroeconomics is the study of the broader economic picture and how an economic system maintains and allocates its resources; it focuses on how a government’s monetary and fiscal policies affect the overall operation of an economic system.

Explain the factors that drive demand and supply.

Demand is the willingness and ability of buyers to purchase goods and services at different prices. Factors that drive demand for a good or service include customer preferences, the number of buyers and their incomes, the prices of substitute goods, the prices of complementary goods, and consumer expectations about the future. Supply is the willingness and ability of businesses to offer products for sale at different prices. Supply is determined by the cost of inputs and technology resources, taxes, and the number of suppliers operating in the market.

3

Compare the three major types of economic  systems.

The major economic systems are private enterprise economy, planned economy (such as communism or socialism), and mixed market economy. In a private enterprise system, individuals and private businesses pursue their own interests—including investment decisions and profits—without undue governmental restriction. In a planned economy, the government exerts stronger control over business ownership, profits, and resources to accomplish governmental and societal—rather than individual—goals. Communism is an economic system without private property; goods are owned in common, and factors of production and production decisions are controlled by the state. Socialism, another type of planned economic system, is characterized by government ownership and operation of all major industries. A mixed market economy blends government ownership and private enterprise, combining characteristics of both planned and private enterprise economies.

4

Describe each of the four different types of market structures in a private enterprise system.

Four basic models characterize competition in a private enterprise system: pure competition, monopolistic competition, oligopoly, and monopoly. Pure competition is a market structure, like that in small-scale agriculture, in which large numbers of buyers and sellers exchange homogeneous products, so no single participant has a significant influence on price. Monopolistic competition is a market structure, like that of retailing, in which large numbers of buyers and sellers exchange differentiated products, so each participant has some control over price. Oligopolies are market situations, like those in the steel and airline industries, in which relatively few sellers compete and high start-up costs form barriers to keep out new competitors. In a monopoly, one seller dominates trade in a good or service, for which buyers can find no close substitutes. Privately held local water utilities and firms that hold exclusive patent rights on significant product inventions are examples.
5

Identify and describe the four stages of the business cycle.

The four stages are prosperity, recession, depression, and recovery. Prosperity is characterized by low unemployment and strong consumer confidence. In a recession, consumers often postpone major purchases, layoffs may occur, and household savings may be depleted. A depression occurs when an economic slowdown continues in a downward spiral over a long period of time. During recovery, consumer spending begins to increase and business activity accelerates, leading to an increased number of jobs.

6

Explain how productivity, price-level changes, and employment levels affect the stability of a nation’s economy.

As productivity rises, so do an economy’s growth and the wealth of its citizens. In a recession, productivity stalls or possibly declines. Changes in general price levels—inflation, price stability, or deflation—are important indicators of an economy’s general stability. The U.S. government measures price-level changes by the Consumer Price Index. A nation’s unemployment rate is an indicator of both overall stability and growth. The unemployment rate shows the number of people actively seeking employment who are unable to find jobs as a percentage of the total labor force.

7

Discuss how monetary policy and fiscal policy are used to manage an economy’s performance.

Monetary policy encompasses a government’s efforts to control the size of the nation’s money supply. Various methods of increasing or decreasing the overall money supply affect interest rates and therefore affect borrowing and investment decisions. By changing the size of the money supply, government can encourage growth or control inflation. Fiscal policy involves decisions regarding government revenues and expenditures. Changes in government spending affect economic growth and employment levels in the private sector. However, government must also raise money, through taxes or borrowing, to finance its expenditures. Since tax payments represent funds that might otherwise have been spent by individuals and businesses, any taxation changes also affect the overall economy.

8

Describe the major global economic challenges of the 21st century.

Businesses face five key challenges in the 21st century: (1) the threat of international terrorism, (2) the shift to a global information economy, (3) the aging of the world’s population, (4) the need to improve quality and customer service, and (5) efforts to enhance the competitiveness of every country’s workforce.
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Review Questions
 1.

Distinguish between macroeconomics and microeconomics. Give at least one example of issues addressed by each.

 2.

Draw supply and demand graphs that estimate what will happen to demand, supply, and the equilibrium price of pizza if these events occur:



a.
A widely reported medical report suggests that eating cheese supplies a significant amount of the calcium needed in a person’s daily diet.



b.
Consumer incomes decline.



c.
The price of flour decreases.



d.
The state imposes a new tax on restaurant meals.



e.
The biggest competitor leaves the area.



f.
The price of hamburgers increases.

 3.

What are the three major types of economic systems in existence today? Give an example of each. What are the pros and cons of each?

 4.

Describe the four different types of competition in the private enterprise system. In which type of competition would each of the following businesses be likely to engage?



a.
a 100-acre Wisconsin dairy farm



b.
Arby’s



c.
Southwest Airlines



d.
the U.S. Postal Service



e.
Volkswagen of America



f.
Dell, Inc.

 5.

What are the four stages of the business cycle? In which stage do you believe the U.S. economy is now? Why?

 6.

What are the effects of inflation on an economy? What are the potential effects of deflation?

 7.

Describe the four types of unemployment. Which type might signify that an economy is in a downturn?

 8.

Explain the difference between monetary policy and fiscal policy. What are the benefits of paying down the national debt? What might be the negative effects?

 9.

What are four economic factors that American businesses, the federal government, and economists will be watching closely as the 21st century unfolds?

10.

Identify the five key challenges that governments and businesses worldwide will be facing in the new century.

Projects and Applications
1.
Describe a situation in which you have had to make an economic choice in an attempt to balance your wants with limited means. What factors influenced your decision?

2.
Suppose you come up with a great idea for a new product. It might be a new form of transportation, clothing made of a new type of fabric, or a new way to record and play back music. You decide to start a company based on this new product, and you are determined to succeed. What steps might you take to develop overall demand for your product?

3.
Think of a company that you admire or to which you are a loyal customer. It might be a music store, a clothing manufacturer, a particular grocery store, a restaurant chain, or even a dot-com that you’d like to work for someday. Consider the fact that the firm you selected enjoys many freedoms in the private enterprise system. How might your company have to change if it wanted to expand into a country with a mixed market—or even a planned—economy?

4.
In the past, many proposals have been made for privatizing certain federal or state-run agencies such as Social Security, Medicare, and the U.S. Postal Service. Do you favor privatization of some of these agencies? Why or why not?

5.
Consider your economic lifetime so far. What stages of the business cycle have you experienced? In what ways have these stages affected your—and your family’s—lifestyle? (You might want to talk with your parents, grandparents, and other relatives about their views.)

Experiential Exercise
Background: In this chapter, you learned about the various types of competition: pure competition, monopolistic competition, oligopoly, and monopoly. Each type of competition can be distinguished in terms of number of competitors, ease of entry into the industry, similarity of goods or services offered by competing firms, and control over prices.

Directions: Visit a large general merchandise retailer—such as a Target or Wal-Mart store.

1.
Choose five different goods sold by the retailer and make a list of them. Note also one or two major competitors (if there are any) on the shelves nearby.

2.
When you get home, classify each of the goods in terms of the competitive environment. Be sure to note the characteristics you used to make each classification.

3.
Create a chart illustrating your findings. Include each of the goods, its competitors, its classification of competitive environment, and the characteristics you used to make the classification.

4.
Present your chart to the class.

Nothing but Net

1.
Gross domestic product. As discussed in the chapter, GDP represents the total value of goods and services produced by a nation’s economy. In the U.S., the Bureau of Economic Analysis, a unit of the U.S. Department of Commerce, compiles statistics on U.S. GDP. Visit the Web site http://www.bea.doc.gov/bea and click “GDP and related data.” Answer the following questions:


a.
What is the current level of GDP? By how much has GDP changed over the prior quarter?


b.
Distinguish between nominal GDP and real GDP.


c.
What are the four general components of GDP? Which one of the four is the largest? Which one grew the fastest? Which component grew the  slowest?

2.
Unemployment. Each month, the Bureau of Labor Statistics releases data on unemployment. Access the most recent month’s employment report. What is the current unemployment rate? How is it measured? By how much did the unemployment rate change? Which demographic groups had the highest and lowest rates of unemployment? http://www.bls.gov (click “Employment and Unemployment”)

3.
Electric utility deregulation and Enron. Electric utilities are among the most heavily regulated companies in the U.S. Over the past few years, there has been a movement toward deregulating the industry. However, in light of the collapse of giant utility broker Enron, several states and the federal government have begun to rethink the pace and scope of utility deregulation. Visit the Web sites listed here or search the Web with a search engine and prepare a report on the current status of utility deregulation.


http://www.citizen.org (search the site for articles about utility deregulation)


http://www.cato.org (search the site for articles about utility deregulation)


http://www.eei.org/issues (click “Competition/ Regulation”)


Note: Internet Web addresses change frequently. If you don’t find the exact sites listed, you may need to access the organization’s or company’s home page and search from there.

Case 3.1

How Terrorism Affects Demand

When terrorism strikes, people fear for their safety as well as the safety of loved ones. If the terrorism continues beyond a single act—as it did when two snipers killed 10 and wounded 3 people in the suburbs of Washington, DC, in the fall of 2002—people stay inside. They don’t shop, they don’t eat at restaurants, and they don’t travel. They go to work, but if they happen to work at a gas station, restaurant, movie theater, or shopping mall, they’ll notice that not too many customers are showing up. That’s what happened to the business owners during the weeks of those sniper attacks outside Washington: Demand for local goods and services fell dramatically.


“People are staying home, being with their families—they are not out shopping,” said David Edgerley, head of the Montgomery County (Maryland) Economic Development Office. He noted that retail business in his county was probably down 25 percent. Individual stores reported that sales were down 50 percent. Washington, DC, and its surrounding communities are usually bustling with tourists, but during the sniper attacks, many tourist activities—particularly school group tours—were canceled. A hotel in Fairfax, Virginia, reported that canceled reservations cost it more than $85,000. A Pennsylvania-based tour-bus company said that 20 school groups had canceled trips to Washington. “Business is terrible,” said Richard J. Navari, managing partner at a 210-room Comfort Inn in the area. Twelve school groups, representing $80,000 in business, canceled their reservations for October. That’s on top of the $400,000 of business the same hotel lost after the terrorist attack on the Pentagon on September 11, 2001. MartzGroup, a Pennsylvania-based tour company that runs trips to Washington, estimated a loss of $100,000 because of trip cancellations and rescheduling. “This is something that has traumatized the region,” said William A. Hanbury, president and CEO of the Washington Convention and Tourism Corp. “We can’t continue to let this happen or it will begin to damage the economy.”
As often happens, some businesses actually experienced an increase in demand because of the circumstances. Online merchants such as Peapod, which delivers groceries to consumers’ homes, had a surge in business. The company had to hire new drivers and find more trucks to keep up with the increased demand. Although customers had to wait a bit longer for their deliveries, they seemed to prefer the slight inconvenience to shopping at grocery stores themselves. Drugstore.com also reported an increase in sales of 9 to 14 percent, as consumers ordered over-the-counter items like shampoo and toothpaste online instead of visiting their local pharmacy. Takeout Taxi was another company that enjoyed increased demand. The firm delivers food from 125 restaurants to customers in Montgomery County and continued to do so throughout the attacks. Orders increased 20 percent, and drivers noted that their tips were higher. Owner Richard Baran explained, “People really appreciate that our drivers are doing this.”

The snipers were eventually caught, and despite huge fall-offs in Washington visitors to the Cherry Blossom Festival half a year later, life eventually returned to normal. People began to shop again, and visitors slowly returned to the area. But Washington, DC, and its suburbs had suffered a blow from which it would take time to recover. “We’re just thinking very positively,” said Gayle Marrocco, owner of Pumpkinville, a popular pumpkin patch outside Leesburg, Virginia. She is hoping to see thousands of schoolchildren turn out to pick their pumpkins when the fall crop is ready.

Questions for Critical Thinking

1.
What steps might businesses have taken after the sniper attacks were over to get their customers to return? What steps might businesses like Peapod and Takeout Taxi have taken after the conclusion of the attacks to maintain the increased demand for their goods and services?

2.
What other types of natural disasters or social crises might affect demand in a community or region?

Sources: Susan Horsburgh and Susan Schneider Simison, “Gun Fighter,” People, June 2, 2003, pp. 79–80; Laura Cohn, “In the Sniper Zone, Deliveries Rise,” BusinessWeek, November 4, 2002, p. 12; Denise Pappalardo, “Online Merchants Offer Users an Alternative,” ComputerWorld, October 25, 2002, http://www.computerworld.com; Michael Barbaro and Dana Hedgpeth, “Fear Hurts Business,” Washingtonpost.com, October 16, 2002, http://www .washingtonpost.com.

Video Case 3.2
FedEx

This video case appears on page 604. A recently filmed video, designed to expand and highlight the written case, is available for class use by instructors.

