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Chapter 8
HOW FIRMS COMPETE.

_______________________________________________________________

Overview:

As you read this chapter look for answers to the following questions:

· How do perfect competition, monopolistic competition, oligopoly, and monopoly differ from one another?

· Why are certain types of monopoly legal?

· How do consumers benefit from competition?

· How has the federal government regulated monopoly and encouraged competition?

_______________________________________________________________

What was the last thing you bought before you sat down to read this  chapter? Whatever it was, it would likely have cost you more had competition not been at work. As a result of competition you are offered a wide selection of goods and services. Competition is one of the cornerstones of free enterprise. It serves both sellers and buyers, and you benefit from it every day.

Market Structure:

How Many Buyers And Sellers?

Markets exist wherever people come together to buy and sell their goods and services. In economic systems such as ours, consumers and producers exchange their goods and services in many competitive markets. We assume they exchange freely and that these exchanges provide a fairly efficient way for people to conduct their business. Think for a moment about all the economic exchanges of goods and services you made in the past day alone-purchasing a hamburger and fries for your lunch, buying the latest hit album, and earning $10 for babysitting. Multiply that by the millions of people in our country and you get some idea of the number of business transactions that occur each day.

Economists often speak of the "structure" of a market. By that they mean the number and the power of the buyers and sellers. In certain industries, such as automobile manufacturing, three or four large American firms and a few major foreign manufacturers meet the needs of millions of buyers. By contrast, the military aircraft industry consists of only a few manufacturers and a handful of buyers (such as the United States and a few foreign governments). In the stock and bond markets there are both many buyers and many sellers. In the pages that follow we will be describing the principal kinds of market structures: perfect competition, monopolistic competition, oligopoly, and monopoly.
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Perfect Competition:

Many Buyers And Sellers.

The laws of supply and demand operate as we have described them only under conditions of perfect competition. A perfectly competitive market, according to economists, requires all of the following conditions:

· Many buyers and sellers; no individual or group can influence the behavior of the market.

· Identical goods or services offered for sale.

· No buyer or seller knows more than any other about the market.

· Buyers and sellers are able to enter or leave the market at will.

Few markets have all these characteristics. The New York Stock Exchange, the American Stock Exchange and other similar securities markets, however, are good examples of perfect competition.

· There are so many buyers and sellers of stocks and bonds, that (with few exceptions) no individual or group can control the market for any single security.

· The individual securities of a particular firm are totally interchangeable.

· All securities transactions are recorded and the information is made available to the general public.

· Traders can buy or sell individual securities at will.

Monopolistic Competition:

Many Unique Products.

Perfect competition and perfectly competitive markets exist in only a few businesses or industries. In fact, most businesses work very hard to make consumers believe that their products and services are special or unique. When many firms are selling similar products and services while explaining how they are "new and improved" or "used by professionals," or "the best value for the lowest price," the market is no longer perfectly competitive. Economists describe a market with many sellers providing similar but not identical products as monopolistic competition.

Mary Lou and Hot Dog Harry operate competing sidewalk stands fairly close to one another on the same street in town. At lunchtime both Mary and Harry do a brisk business, and they both have their steady customers. Ask Mary's regulars why they prefer her hot dogs and they might tell you that they think the sauerkraut she serves with them is something special or that they like the courteous way in which she treats her customers. Harry's customers are equally enthusiastic about his frankfurters and about Harry. Harry charges $.90 for his hot dogs. Mary Lou charges $.95. There is another stand a few blocks away where the frankfurters sell for $.85, but that one does not do as well as Mary Lou or Hot Dog Harry.
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W

wages: the price paid for the use of labor. (To the economist, the term refers to the nation's wealth paid to labor, as distinct from other forms of income-rent, interest, and profit.)

wampum: a form of money used by Native Americans.

water pollution: water is considered pol​luted when it cannot be used for its intended purpose.

wealth: the total value of one's tangible assets.

World Bank: officially, the International Bank for Reconstruction and Develop​ment, the bank is an international agency that makes loans to less-developed coun​tries as a way of stimulating economic growth.

Y

yellow-dog contract: agreement signed by workers in which they promise not to join a union. Outlawed by the Norris-LaGuardia Act.

yield: actual amount of interest earned; depends on the rate of return and the fre​quency of compounding.

traditional economy: an economic system that allocates scarce resources accord​ing to custom; change and growth are very slow; people do what their parents did before them; and most goods are produced and consumed locally.
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transfer payments: payments that repre​sent a redistribution of wealth, such as Social Security benefits, pensions, wel​fare, rather than an exchange for goods or services.

travelers' checks: checks sold by certain banks and specialized firms (such as American Express) that are refundable if lost or stolen.

Treasury bills: securities of the federal government issued for terms of less than a year. The purchasers are lending money to the government.

trust: an arrangement whereby a bank provides safekeeping and management of funds for individuals, estates or institu​tions such as pension funds. The term also refers to a specific form of monopolistic practice, and sometimes to monopoly in general—as in "antitrust law."

U

underground economy: exchanges of goods and services not reported to the IRS for tax purposes.

underwrite: to assume risk, as in the case of those who underwrite the sale of secu​rities by purchasing an entire issue from the corporation and marketing it on their own.

unemployment rate: indicator of eco​nomic activity that compares the num​ber of people in the labor force to the number looking for work; percentage of the labor force unable to find jobs.

union shop: allows nonunion workers to be hired on condition that they join the union.

unit cost: the cost of producing an item;

determined by dividing total costs by the number produced.

United States savings bonds: small-denomination certificates issued by the U.S. government for relatively long terms; purchasers are lending money to the government.

unlimited liability: requirement that the owner or owners assume full responsi​bility for all losses or debts of a business.

urban community: one in which 50,000 or more people live in a central city and its surrounding suburbs.

urban enterprise zone: area offering spe​cial tax incentives to businesses locat​ing within its boundaries.

Utopian socialists: creators of small, ideal communities in which factories were owned by the workers and profits shared by all.

V

value-added tax (VAT): tax levied on the value added to goods at every stage of production.

variable costs: costs that increase as the number of units produced increases.

variable expense: expenses that increase or decrease with the volume of business.

velocity: the number of times that the money supply is spent in a year; the speed at which money circulates.

venture capital: money available for high-risk investments.

vertical merger: combination of compa​nies involved in different steps of the same production process; also called vertical integration.
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Although Mary Lou and Hot Dog Harry sell similar products, they are not the same in the minds of those who prefer one over the other. The effort to make a product more attractive than the competition's distinguishes monopolistic competition from perfect competition.

Although stock market trading is as close to perfect competition as anything you can find, stockbrokers provide an example of monopolistic competition in a service industry. Stockbrokers will not claim that the shares of General Motors stock they buy or sell for you are any different from the shares that anyone else buys or sells. But stockbrokers do compete with one another for the public's business. They try to make their services more attractive than the competition's so potential customers will think of them the next time they think of investing.

The process of creating uniqueness in products is known as product differentiation. Product differentiation, when it is successful, enables a firm to create product loyalty so its customers prefer its products over the competition's.

Oligopoly: A Few Sellers.

Oligopoly is a term applied to markets dominated by a few (roughly three to five) large firms. Breakfast cereals, automobile and computer hardware are examples of industries dominated by oligopolies. As the market structure of an industry changes from many firms selling differentiated products to a few firms dominating an industry, economists say that the "concentration ratio" is changing. The concentration ratio is determined by the percentage of an industry's output accounted for by its four largest firms.
Oligopolies exist because it is difficult for competing firms ю enter the market. Circumstances that make it difficult to enter the market are described as "barriers to entry." One such barrier is the high cost of entry. The capital needed to enter the automobile manufacturing business, for example, would run to billions of dollars.

Another barrier to trade is created by patent protections. The products of certain industries, such as aluminum, chemicals and electronics, are protected by patents. Competing firms cannot enter those industries unless they pay the patent holders for permission to use the process or find a new method of production not covered by existing patents.

Price competition is less effective where there is oligopoly. Firms know that if they reduce their prices the competition will do the same. Therefore, instead of increased sales (as would be the case in a competitive market), price reductions would simply reduce revenue. In place of competition, oligopolies often look to price leadership, collusion, and custom to determine their pricing policies.

· Price leadership is the practice of one firm in the industry, usually the largest, setting a price which other firms follow.
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Collusion is a secret arrangement between two or more firms to fix prices or share the market. These agreements are usually illegal.

· Custom is the practice of establishing prices and market shares based on long-standing tradition. Sometimes the courts have found such practices to be unlawful; in other instances they were found to be legal.

Monopoly: One Seller.

A market in which there is only one seller is a monopoly. You will recall that under conditions of perfect competition market price could be found at the intersection of the supply and demand curves, hi those circumstances both supply and demand reflect the thinking of many buyers and sellers; no individual or group could affect the market price. In a monopoly, however, supply is determined by a single firm. This gives that firm the power to select any price it chooses along the demand curve. Which price will it choose? The one that yields the greatest profit.

Monopolies have the following characteristics:

· A single seller or monopolist.

· No close substitutes. The product sold by a monopoly is different from those offered by other firms. Buyers must either pay the monopolist's price or do without.

· Barriers to entry. Competing firms are unable to enter a market where a monopoly exists.

Legal Monopolies.

Although monopolies are generally illegal in this country, the law does provide for a variety of legal monopolies such as public utilities, patents, copyrights and trademarks.

Public Utilities are privately owned firms that provide an essential public service. They are granted  a  monopoly because it is felt that competition would be harmful to the public interest. Your local electric, gas and water companies are public utilities. Utilities are subject to extensive government regulation and supervision.

Imagine the complications if more than one electric company served your community. Each would have its own power lines, maintenance organization and generating plant.

Competition, however, provides businesses with the incentive to keep prices down and improve services. In place of competition, government protects the public by regulating the activities of the utilities. Government supervision is carried out by regulatory commissions which determine the services the utilities provide and how much they are permitted to charge for them.

Patents as Monopolies. How would you like to come up with a new idea-something that could be turned into a new product or service that would make 
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service industries: businesses which pro​vide services, such as health care, legal advice or appliance repair.

services: intangible items of value, such as the work of physicians, lawyers, actors or mechanics.

Sherman Antitrust Act: a law passed by Congress in 1890 that prohibits monop​olies or any business combination that restrains trade.

short-term credit instruments: notes and other IOU's that come due in a year or less.

short-term loans: loans that must be repaid in a year or less.

slogans: words or phrases used in adver​tising that sound great but mean lime or nothing.

socialist economy (socialism): economic system in which the principal means of production are owned by the state, and resources are allocated by central planning.

sole proprietorship: a business that is owned by one person.

specialization: production of a limited variety of products by a business, region or country.

standard of living: a measure of the amount of goods and services an individual or group considers essential.

stock: share in the ownership in a corpo​ration.

stockholder: owner of stock in a corpo​ration.

strike: work stoppage to pressure manage​ment to accept union demands.

structural unemployment: unemploy​ment resulting from changes in technol​ogy, consumer preference or movement of jobs from one region to another.

subsidy: financial aid.

subsistence level: the level of income necessary to maintain a minimum stan​dard of living; any less will result in hun​ger and disease.

supply: refers to the number of items that sellers will offer for sale at every price at a particular time and place.

supply schedule: a table showing the quantities of a product that would be offered for sale at various prices at a given time.

surplus: excess of revenues over expenditures.

T

tariff: a tax or duty on imports.

tax base: the money, property and peo​ple on whom taxes could be levied.

tax incidence: the final effect of a tax; who will really have to pay the tax.

technological revolution: refers to a rela​tively sudden change resulting from the introduction of new products or processes.

technology: the application of science to commerce and industry.

testimonials: advertisements in which a famous person claims that he or she uses and enjoys a particular product.

thrift institutions: savings and loan associ​ations, mutual savings banks and credit unions.

trade loans: credit extended by vendors to their customers.

trademarks: special designs, names or unique symbols that identify a product, service or company.

trade-off: giving up one thing in order to obtain something else.

quality control: maintaining acceptable and dependable levels of quality in production.

quotas: restrictions on the number of goods that can enter the country from abroad.

R

rate of exchange: the price at which a par​ticular currency sells in terms of other currencies.

rate of inflation: annual percentage increase in the general level of prices.

rate of return: the amount of interest or dividends stated as a percentage of the principal of an investment.

rational appeals: rely on logic or reason to convince the consumer to buy a product.

real GNP: GNP adjusted for changes in the price level; the value of goods and services produced in the nation in a given year.

recession: the bottom of the business cycle;

a period of low business activity and high unemployment.

regressive tax: one that takes a higher per​centage of a low income and a lower per​centage of high income.

rent: return paid to those who supply the factor of production known as land.

research and development (R&D): activity directed toward discovering new products and processes.

reserve ratio: the proportion of a bank's deposits that must be kept on reserve at the Federal Reserve bank or in its own vaults.

reserves: fixed portion of bank's deposits that cannot be loaned.

resources: anything used as an input in the creation of goods and services.

retained earnings: undistributed profits, often used to finance major projects.

revenue tariff: tax on imports designed to raise money for the government (see pro​tective tariff).

right-to-work laws: state laws guarantee​ing individuals the right to hold a job without being required to join a union. Right-to-work laws have been enacted in: Alabama, Arizona, Arkansas, Florida, Georgia, Idaho, Iowa, Kansas, Louisiana, Mississippi, Nebraska, Nevada, North Carolina, North Dakota, South Carolina, South Dakota, Tennes​see, Texas, Vermont, Virginia, and Wyoming.

rural community: one in which there are fewer than 2,500 residents and one that is far from any urban community.

S

sales tax: a regressive tax added to the price of goods at the time they are sold.

savings institution: financial institution that holds personal savings for safekeep​ing and pays interest.

scarcity: a limit to the supply of produc​tive resources or consumer goods in relation to producers' or consumers' demand for them.

S corporation: business organization that enjoys the advantages of the corporation without being subject to corporate taxes.

security exchange: market where brokers meet to buy and sell stocks and bonds.

Securities and Exchange Commission (SEC): Federal agency charged with pro​tecting the public against wrongdoing in the sale of securities.

seniority: the importance assigned to a worker's length of service when it comes to questions of raises or layoffs, etc.

you rich and famous? To encourage you, the federal government grants patents to cover new products and processes. In a sense, a patent is a monopoly.

It gives the inventor exclusive use of a new product or idea for 17 years. You may sell your idea or give it away, but it is yours to do with as you wish. Eventually, someone will develop a product or service that will be an acceptable alternative to yours. It, too, might qualify for a patent and perhaps compete with yours.

Copyright and Trademark as Monopolies. Through the Federal Copyright Office, the government gives the authors of original writing and artistic work a copyright - the exclusive right to sell or reproduce their works. That copyright is a special monopoly for the lifetime of the author plus fifty years.

Trademarks are special designs, names or symbols that identify a product, service or company. "Coke" is a trademark of the Coca-Cola Company. Competitors are forbidden from using registered trademarks or ones that look so much like trademarks consumers will confuse them with the originals.

How Competition Benefits Us All.

In a competitive market, producers constantly strive to reduce their production costs as a way to increase profits. The increased efficiency that allows them to reduce their costs also enables producers to sell their goods at a lower price. Thus, by promoting efficiency, competition leads to lower prices.

Competition also motivates producers to improve the quality and increase the variety of goods and services. Consumers soon learn which brand offers the best value, and that firm will earn greater profits than its competitors. Similarly, producers in a competitive market must constantly look for new and attractive goods and services to win a larger share of the market.

As firms compete for the consumer's dollar in a market, their efforts lead to the production of a variety of better-quality products at the lowest possible prices. And since we are all consumers, it follows that competition benefits us all.

Competition In Many Markets: An Example.

On weekends during the school year and in the summer, David Scott works in a small local hardware store. When he began his job, as a sophomore, he was a stock clerk, and he thought himself lucky to have any job. Each year there had been a lot of competition for jobs in his city, especially in May and June when college students entered the local job market. In the spring of his senior year David decided to be more selective about where he worked and how much he earned. He decided to ask his boss for a raise to become a supervisor of the younger employees at the store.

He told his boss that since he learned the computer-assisted inventory and ordering system and other special skills he was more valuable and should be paid accordingly. He hinted that he might seek employment elsewhere. Another store in town was advertising for someone with his skills.

David's boss, Jay Richards, the entrepreneur who had established the small hardware store two years earlier, faced competition every day. Since starting his business, he had been in competition with other buyers and sellers in the marketplace. He competed with other buyers when he purchased the land for his store. He competed with other borrowers when he applied for his bank loan. He competed every week for the best deals on the goods he bought from his wholesalers. Jay knew that he also had to compete for customers with other hardware stores.

One of his major expenses was labor. He had to keep his labor costs down to meet his other expenses and earn a profit. He knew that David would cost him more, but he decided to pay him the higher wage because David had acquired skills that made him more productive. Jay reasoned that David's experience and knowledge would help the business to save money in the long run.

Supply and Demand. David was also free to sell his labor somewhere else. He could have competed with others for another job. From the newspaper ad he knew at least one other job was available. Maybe there were others. He wasn't sure. He also wasn't sure about the supply of other workers with his skills. He wondered whether he would get the raise and promotion if there were lots of people who could do the job.

David's boss was also free to interview and hire other workers. In their own ways David and Jay were both trying to get what each thought would be best. They were competing.

Profit Motive and Competition. Competition drives Jay Richards to do what he can to reduce costs and increase sales in order to increase profits. Of course, his competitors will be doing this too. They also want to earn the greatest profits. The profit motive (the effort to maximize profits) is free enterprise's most important incentive.

Federal Regulation: The Antitrust Laws.

The American free enterprise system is based on the belief that competition is in the best interest of everyone. When competitors agree to fix prices, rig bids or divide the market, the public loses the benefits of competition. The prices that result are artificially high. This is unfair to consumers who must pay more for the things they buy. It is also damaging to an economy that looks to the price system to signal what goods and services are in demand and the most cost-effective way of producing them.

For that reason, the federal government and many state governments have enacted legislation known as antitrust laws - laws designed to safeguard competition. The major federal antitrust laws are The Sherman Antitrust Act, the Clayton Act, the Federal Trade Commission Act, and the Celler 


preferred stock: stock that receives a speci​fied dividend before any dividends are paid on common stock and that receives a share of the assets of a liquidated cor​poration ahead of common stockholders.

price: the money value of a good or service.

price discrimination: practice of selling the same product for less to one company than to another.

price stability: the absence of inflation or deflation—a period of time in which there is little change in what the dollar can buy.

price system: economic system in which resources are allocated as a result of the interaction of the forces of supply and demand.

principal: the amount borrowed.

private property: basic right of the free enterprise system that guarantees the individual's right to own, use, and dispose of things of value.

producer co-ops: manufacturers and mar​keters of products on behalf of their members.

product: the good or service one receives in an exchange.

product differentiation: process of creat​ing uniqueness in a product.

product labeling: attaching to a product statements identifying its contents and use.

production-possibilities curve: a curve showing the possible combinations of total output that could be produced if a nation's resources were fully employed.

productive capital: things used to produce goods and services; machines, tools, fac​tories, equipment, etc.

productivity: the output of goods and serv​ices as measured per unit of time, or per person, per company, per industry, or for the whole economy.

profit: what remains after the costs of doing business have been met. Difference between a firm's total revenues and its total costs.

profit-and-loss statement: summary of a firm's revenue, costs and taxes over a period of time.

profit margin: difference between cost and selling price.

profit motive: the desire to benefit from the investment of time and money in a busi​ness enterprise.

progressive tax: one that takes a larger per​centage of a higher income and a smaller percentage of a lower income.

promotion: program designed to sell goods or services to the public.

proportional tax: one that takes the same percentage of all incomes regardless of size.

prospectus: a statement containing pertinent financial information published when a corporation is about to issue new secu​rities.

protective tariff: tariff levied to protect a domestic industry from foreign competi​tion (see revenue tariff).

proxy: a written authorization transferring voting rights to another at a stockholders' meeting.

public utilities: privately owned firms that provide an essential public service and are subject to government regulation.

purchasing power: value of money.

Q

quality circles: small, voluntary groups of employees who meet regularly to iden​tify and solve work problems.

nonprice competition: methods other than selling-price changes used by firms to compete with one another.

notes payable: short-term loans owed by the corporation.

not-for-profit corporation: one that has been organized to serve some particu​lar educational, social, charitable or religious purpose rather than to earn a profit.

O

oligopoly: market dominated by a few large firms.

OPEC (Organization of Petroleum Exporting Countries): a cartel of crude-oil producing countries formed to regulate the production and prices of petroleum on international markets.

open (or public) corporation: one whose stock is sold to the public.

Open Market Committee: agency of the Federal Reserve that regulates the nation's money supply.

open-market operations: refers to the purchase and sale of government secu​rities by the Fed's Open Market Com​mittee.

open shop: a business open equally to union and nonunion workers.

opportunity cost: the amount of goods and services that must be given up in order to obtain other goods and services.

output per worker per hour: terms in which productivity is usually measured.

over-the-counter market: brokerage firms around the nation that buy and sell securities of smaller firms not listed on the large exchanges.

overhead costs: fixed costs of doing business.

P

partnership: unincorporated business organization owned by two or more persons.

passbook and statement savings accounts: savings accounts offering ease of withdrawal, safety of principal, and low interest rates.

patent: a monopoly to use a new prod​uct or idea exclusively for 17 years.

peer review panels: committees made up of management and labor representa​tives who listen to worker grievances and rule on them.

per capita real GNP: GNP adjusted for changes in average prices and divided by the population; a figure showing the amount of real goods and services per person produced in the nation in a given year.

perfect competition: a market for uni​form products in which there are many buyers and sellers, no one of which is big enough to affect the price, and full knowledge of market conditions.

physiocrats: Thinkers in 18-century France who believed that because nat​ural resources were the true source of wealth, it made little sense for govern​ment to promote business.

picketing: effort by unions to inform the public of a labor dispute by parading in front of their workplace with signs list​ing their grievances.

political action: refers to the effort by labor unions to enlist the support of government and politicians for their programs.

popularity appeal: suggestion that simply using the advertised product will make you popular.

 
Antimerger Act. Nevertheless, many businesses are naturally interested in growing and controlling as much of a market - or several markets - as possible. One way to accomplish this goal is through merger.

The Urge To Merge.

How do some businesses grow to be worth hundreds of millions or even billions of dollars and large enough to control a market? Business firms expand in one of two ways, internally or externally. Firms that grow internally expand their activities by adding plant, equipment and personnel. Those that grow externally do so by acquiring other companies through "mergers."

A merger results when one corporation acquires the stock of another. Following the merger, the acquired firm is either dissolved or becomes a division of the combined, new firm. The number of mergers in recent years has reached enormous proportions. In 1987 for example, over 2,000 formerly independent corporations were absorbed in the merger process.

Mergers take place for a number of reasons. Some companies buy others in order to "spread the risk" by adding new products to their business, others to get the benefits of increased size. Still others wish to reduce their costs by acquiring assets like marketing or transportation facilities. Some view mergers as a means of reducing or eliminating competition. In recent years, a number of mergers were arranged because the buyer hoped to profit from the subsequent resale of part or all of the acquired firm.

Mergers fall into three categories: horizontal, vertical, or conglomerate.

Horizontal Mergers. The combination (or "integrating") of two or more companies engaged in the same business is a horizontal merger. The combination of two or more book publishing firms would be an example of a horizontal merger or horizontal integration.

Vertical Mergers. The combination of two or more companies involved in different steps of the same production process is called a vertical merger or vertical integration. An example of a vertical merger would be an automobile manufacturer that acquired a steel mill to produce the steel it needed for its automobiles.

Conglomerate Mergers. A conglomerate merger combines two or more unrelated businesses under a single management. Examples of conglomerate mergers include Liggett & Meyers, a cigarette manufacturer, merging with Alpo, the dog food company. Similarly, General Mills, which markets breakfast cereals and other food products, also owns Izod Lacoste Clothing, Lark Luggage, and Parker Brothers, the game company.

Some businesses have become more efficient and more profitable as a result of recent mergers, but some consumers wonder if these mergers are reducing the level of competition in the marketplace.

Enforcing The Antitrust Laws.

For the past 100 years or so, federal and state governments have regulated certain business practices in an effort to promote competition. Underlying these efforts is the conviction that competition in the marketplace benefits everyone by providing the best goods and services at the lowest prices.

Do Antitrust Laws Help or Hurt? Many of those who favor competition, however, also feel that government interference in the marketplace is inappropriate. They are especially concerned about the effect of antitrust laws on the ability of America's corporations to compete with their foreign counterparts. They argue that many foreign companies operating in countries that have no antitrust laws have an unfair advantage over American firms. For example, Japanese computer firms can assist each other in developing and marketing new software. Such cooperation by American companies might violate antitrust laws. While the intent of the law is to protect American consumers against price-fixing and other conspiracies, its effect in this situation may limit the American companies' ability to compete.

Those favoring strict enforcement of the antitrust laws say that the foreign competition argument is simply a smoke screen by firms looking to eliminate their competition. The key to outperforming foreign competitors, they say, lies in a more efficient operation rather than ever-increasing size.

Antitrust Laws and Mergers. Those favoring mergers between rival firms argue that increased size resulting from horizontal combinations enables firms to operate more efficiently. Increased efficiency reduces costs, thereby benefitting consumers and enabling American firms to outperform their foreign competitors.

Those opposed argue that by reducing competition, horizontal combinations lead to inefficiency, wasted resources and higher prices. They want enforcement of antitrust laws to encourage competition and protect the market system.

Much the same argument is made about government regulation of vertical combinations. Those favoring vertical mergers argue that the acquisition of a coal company by a steel plant would benefit the economy. Coal is essential in the steel-making process. Therefore, a steel company with its own coal mines could operate at greater efficiency and lower cost.

Not so, say those who favor limiting vertical mergers. The fact is that the nation's most efficient steel companies are the small, independently owned mills, rather than its giant firms like United States Steel and Bethlehem Steel. This is so, they say, because the giant, vertically integrated firms are obligated to buy raw materials from companies they own. Independent firms, on the other hand, can shop for the best buy in raw materials.

Similar arguments exist between those supporting conglomerate mergers and those opposed. Those opposed to regulating conglomerate mergers see no 


marketing: the business activities that take place between production and con​sumption.

marketplace: any place in which goods are bought and sold.

market price: price at which goods or services and money will actually be exchanged. The price at which supply exactly equals demand.

mass production: the production of goods and services on a large scale, using division of labor and machinery or technology.

mediation: method for settling labor dis​putes in which a third party makes non-binding suggestions.

mercantilists: Some of the first modem economists who believed that nations should behave like merchants compet​ing with one another; they wanted government support to keep the nation's businesses competitive.

merger: combination of previously sep​arate firms into one.

microeconomics: the study of the individual parts of the economy, with spe​cial attention to the market process and how it works.

minimum wage laws: establish the lowest legal wage that an employer can pay.

mixed economy: economic system that combines elements of public ownership of the means of production with private ownership.

monetary policy: use of the Federal Reserve's power to control the supply of money and credit to influence economic activity in the nation as a whole, partic​ularly to control inflation and stimulate economic growth.

money: can be anything that is generally accepted in payment for goods and services.

money market: market for short-term credit instruments such as Treasury bills.

money-market funds: mutual funds that use the resources of their investors to buy money-market certificates.

monopolist: seller who controls the supply of a good or a service.

monopolistic competition: a market in which many firms are selling similar (but not identical) products.

monopoly: market in which there is only one seller.

mortgage: a long-term loan usually used to finance a building.

mutual funds: corporations that sell stock and use the proceeds to invest or specu​late in the securities markets.

N

nationalization: government takeover of a privately owned industry.

natural resources (land): the things provided by nature that go into the cre​ation of goods and services.

near monies: assets that are easily turned into cash.

negotiable order of withdrawal (NOW) accounts: interest-bearing accounts on which the depositor is entitled to write checks.

net exports: the difference between total exports and total imports over the course of a year.

net interest: an item in the federal budget representing the difference between the interest earned by the government on its investments and the interest it must pay on its debts.

net worth: the difference between a firm's assets and its liabilities.

L

L: the broadest definition of the U.S. money supply. Includes everything found in the other definitions (see Ml, M2 and M3) plus U.S. savings bonds, Treasury bills, and other credit instru​ments.

labor: the human effort required to pro​duce goods and services.

laborer: generally refers to unskilled wor​kers, such as freight handlers, sweepers, trash collectors and the like.

labor force: consists of all those people 16 years of age or older who are cur​rently employed or are looking for work.

labor unions: associations of workers formed to promote the interests of their members.

laissez faire: French term meaning "let them do"; describes a policy of mini​mal involvement of government in business.

law of demand: all else being equal, more items will be sold at a lower price than at a higher price.

law of diminishing returns: as variable inputs are applied to the fixed input, output will increase at first. But, if the process is continued, a point will be reached (the point of diminishing returns) at which output per unit of input will begin to decrease.

law of supply: sellers will offer more of a product at a higher price and less at a lower price.

legal monopoly: right to be the sole pro​vider of a good or service, such as pub​lic utilities, patents and copyrights.

legal tender: currency accepted in pay​ment of debt.

less-developed countries (LDC'S): coun​tries in which per capita real income is much lower than in industrialized nations.

liability: any claim on, or debt of, a busi​ness or individual.

limited liability: advantage of a corpo​ration allowing a stockholder no legal responsibility for its debts beyond the sum he or she has invested in the cor​poration.

liquidity: the ease with which savings or other assets can be converted to cash.

lockout: suspending business and wages to pressure a union to accept manage​ment's terms.

long-term loans: loans that mature (come • due) in more than a year.

M

Ml: the narrowest definition of the U.S. money supply; includes currency in cir​culation, demand deposits, other check​able deposits, and travelers checks.

M2: a broader definition of the U.S. money supply; includes all of Ml plus savings and time deposits of less than $100,000, money-market deposit accounts, and shares of money-market mutual funds held by households and small businesses.

M3: broader definition of money;

includes all of M2 plus deposits of $100,000 or more and shares of money-market mutual funds that are used by large institutions and corporations.

macroeconomics: the study of the econ​omy as a whole.

market: place where buyers and sellers come together.

market economy: an economic system in which national economic decisions are the result of decisions by individual buyers and sellers in the marketplace.

 
harm if, for example, a large ice cream company were to be bought by one of the nation's largest oil companies. Neither the ice cream company nor the oil company would exercise any more control over their markets the day after the merger than they did the day before.

Not so, say those who favor closer regulation of all mergers. They argue that the very size of giant conglomerate corporations gives them the power to dominate many markets. In the case just cited, they fear that the oil firm could use its wealth to dominate the ice cream market. They see, for example, an opportunity for the ice cream company, with oil company backing, to drive down prices as a means of eliminating competition. Then, after the competition had been forced out of business, the ice cream company could charge whatever it wanted.

	Summary:
Market structure refers to the number and relative power of the buyers in a market. The structure of markets ranges from perfect competition, in which there are many buyers and sellers, though monopolistic competition, oligopoly, and finally monopoly, in which there is only one seller.

Although monopolies are generally prohibited by law, there are a certain number of legal monopolies. These include public utilities and business operations protected by patents and copyrights.

Most business in the United States is conducted under conditions of imperfect competition. Imperfect competition includes both monopolistic competition and oligopoly. In monopolistic competition many sellers provide consumers with a variety of similar products each with their own unique characteristics. In an oligopoly, a few large firms control the market for particular goods and services.

Federal legislation to the form of antitrust laws seeks to promote competition and prevent the restraint of trade. The most important of these laws are the Sherman Act, the Clayton Act, the Federal Trade Commission Act, and the Celler Antimerger Act. Nevertheless, many firms grow very large through mergers. Horizontal mergers unite similar businesses; vertical mergers join related businesses like steel, coal and automobile companies. Conglomerate mergers bring businesses from different industries together.


Chapter 9

THE ROLE OF LABOR.

_______________________________________________________________

Overview:

As you read this chapter look for answers to the following questions:

· How has the labor force been changing?

· How do market and nonmarket forces determine wages?

· How did labor unions come into being in the United States?

· How have labor-management relations changed over the years?

 _______________________________________________________________

What would you like to do once you graduate from high school or college? Are you thinking of starting a business of your own or working for someone else? Does a sales career appeal to you, or are you more attracted to technical work? Perhaps you would rather work with your hands in a factory or service station or become a doctor or lawyer. Whatever your goals, the likelihood is that some day you will enter the labor force. The labor force consists of all those people 16 years of age or older who are currently employed or looking for work.

In this chapter we will learn something about the labor force and how it has been changing. We will also learn why some jobs pay more than others and how income is distributed. Finally, we will take a look at labor unions and their impact on the American economy.

Recent Trends In The Labor Force.

Our labor force has been changing in recent years. Some of the more significant of these changes are the following:

· The number of blue-collar jobs has been on the decline, whereas the number of white-collar jobs has been increasing. As a matter of convenience, people are often classified as being either blue-collar, white-collar, service, or farm workers.

Blue Collar workers take their name from the denim shirts often worn by those who perform physical labor. They assemble manufactured goods, unload ships and planes, service motor vehicles, build houses and skyscrapers and perform a thousand other unskilled, semi-skilled and highly skilled tasks.

White-collar workers take their name from the white shirts traditionally worn by men and women who work in stores and offices. They include individuals who work in sales, clerical and technical occupations, the professions (law, medicine, and education), and business management.

Service occupations include a wide range of workers in protective, food and beverage preparation, cleaning, and personal and health services. 


gross national product (GNP): a meas​ure of the nation's total output of goods and services per year.
H

health maintenance organization (HMO): type of health insurance that entitles members to unlimited visits to a doctor.

horizontal merger: combination of com​panies in the same business.

household: one or more persons living in the same dwelling (such as a house or an apartment) and functioning as an economic unit.

housing co-ops: multiple dwelling units that are owned by their tenants.

human resources (labor): the physical and mental effort needed to the produce goods and services.

I

imperfect competition: Joan Robinson's term to describe markets in which sellers have more freedom to determine prices than in perfect competition but less than in monopoly.

import: good or service purchased from a seller in another country.

incidence: see tax incidence.

income statement: see profit-and-loss statement.

income tax: a tax on the income earned by individuals and corporations.

index number: a measure of relative value compared to a base number.

inflation: period of rising prices during which the purchasing power of the dol​lar is falling.

infrastructure: the basic facilities, such as roads, harbors and utilities, on which the smooth operation of the economy depends.

injunction: a court order forbidding an individual or organization from engag​ing in an activity.

input: anything that goes into the produc​tion process.

insurance: protection against financial loss by sharing risks with others.

interest: payment for using someone else's money; income derived from allowing someone else to use one's capital.

internal funds: funds, such as profits, that come from within the firm.

International Development Association (IDA): agency of the World Bank that makes very long-term loans to the poorest of nations.

International Finance Corporation (IFC): provides capital and managerial assistance to private business in the less-developed countries.

International Monetary Fund (IMF): an
agency that lends foreign exchange to LDC's and other member nations.

inventory: stock of goods held by a business.

investment: using money to purchase real capital (equipment, new tools, industrial buildings) to be used in the production of goods and services.

J

job discrimination: practice of favoring one group over another in hiring, sal​ary or promotion for reasons that have nothing to do with ability.

Federal Advisory Council: offers advice to the Federal Reserve System on the nation's financial problems.

Federal Reserve Bank: one of 12 district banks of the Federal Reserve System.

Federal Reserve System: nation's central bank.

Federal Trade Commission: a govern​ment agency established to help prevent unfair business advertising and other trade practices.

Federal Trade Commission Act: law passed by Congress in 1914 which set up the Federal Trade Commission.

finance charge: the amount charged to use credit.

fiscal policy: use of the federal govern​ment's power to tax and spend to regu​late economic activity.

fixed costs: costs that remain the same regardless of how much business a firm does. Also called overhead.

flat tax: a tax that would eliminate most deductions and apply the same tax rate to all incomes.

foreign exchange market: place where foreign currencies are bought and sold.

fractional reserve banking: system in which banks hold a percentage of their customers' deposits and lend the rest.

franchise: a license to operate an individu​ally owned business as if it were part of a large chain.

franchisee: one who purchases a franchise.

free enterprise: an economic system based on the private ownership of property, competition, and the profit motive.

free market: a market that operates under conditions of perfect competition.

free trade: the absence of any trade res​trictions.

free trade association: agreement among countries to remove trade restrictions among themselves.

frictional unemployment: temporary, unavoidable unemployment.

fringe benefits: items other than wages that the employer pays for, such as health insurance, retirement plans and vacations.

futures contracts: legally binding agree​ments to deliver or accept delivery of a specific commodity on a specific date.

G

generic products: products sold without a trademark or brand name.

goods: tangible items of value. You can see them.

Gosplan: the Soviet's state planning com​mission.

government-owned corporation: one that has been created to provide services that private enterprise is unable or unwill​ing to offer.

grants-in-aid: money given by the federal government to state and local govern​ments for a specific purpose.

Great Depression: the worst depression in American history, lasting from 1930-1940.
grievance procedures: procedures that employees follow if they feel they have been treated unfairly.

gross domestic product: total value of the goods and services produced within a country in a single year.

 
Farm workers include those who own, manage or work on farms.

· The proportion of women in the labor force has been increasing. In 1940, for example, only 28 out of every 100 workers were women. By 1947 their numbers had grown to 36 out of every 100 workers, and there are now 45 women for every 100 workers in the labor force.

· Workers have been leaving the farm. Overall employment in the industry is expected to decline as small farms are consolidated into large farms, and technology further reduces the need for farm labor. One hundred years ago about half the labor force worked on farms. Now 2.7 percent of the labor force are farm workers.

· Labor has been earning higher wages while working fewer hours. In the 1920's the typical factory worker put in about 50 hours a week, for which he was paid about $30. Owing to inflation, $30 in the 1920's had the purchasing power of approximately $195 in 1985. But in 1985 the average factory worker put in a 40 hour week, for which he or she was paid $386!

Workers today earn more and work fewer hours because they produce more. As we learned in Chapter 7, these productivity gains resulted from advances in technology and the improving quality of our labor force.

· White-collar and service industry employment has been increasing in importance. The proportion of blue-collar jobs has been on the decline. Technological developments have enabled machines to complete tasks that could only have been performed by humans in the past.

The decline in blue-collar jobs has been balanced by the growth of opportunities in service industries. Some of the more important service industries are the retail trades, transportation, financial, food, hotel and cleaning industries, as well as such professions as law, education and medicine.

Increased imports of foreign manufactured goods have slowed the growth of U.S. goods-producing industries. This has contributed to a decline in the growth of many blue-collar jobs. By contrast, imports of services have not increased as much, and job growth in the service sector should continue to be well above average. 

· Education has become increasingly important. Technology that has given us the microcomputer, fiber optics and robotics has also created a need for a highly trained labor force. Those lacking necessary skills and adequate schooling have far more difficulty earning a living than those who complete their education. Government data tell us that students who finish high school earn approximately 44 percent more than those who drop out, while college graduates earn about 194 percent more than high school dropouts.

How Market Forces Affect Wages.

Some of the nation's wealthiest wage earners are successful rock singers and musicians. By comparison, even the most successful classical musicians earn a fraction of what their rock counterparts get. How would you account for this difference? If you said that it had to do with the demand for rock music as compared to that for classical music, you would be absolutely correct. We can illustrate this in the following graphs:

The supply of talented musicians is limited. It takes years of training to acquire the necessary skills, and relatively few are truly talented. As indicated in the graphs, the supply of top quality rock musicians and classical musicians is about the same. The difference lies in demand, which is far greater for rock musicians than it is for classical musicians.

The next two graphs compare the supply and demand for laborers and craft workers. The laborer category includes such unskilled workers as sweepers, construction laborers, and freight and stock handlers. Craft workers include a wide variety of highly skilled workers, such as carpenters, tool-and-die makers, machinists, electricians and automobile mechanics. In this instance, the demand for the two categories is assumed to be about the same. Supply, however, is another matter. The supply of craft workers is far less than that of laborers. Consequently, laborers earn less on average than those in the crafts.

In summary, when the demand for a worker is high compared to the available supply of workers, wages tend to be higher than they would be at a lower level of demand. When the supply of workers in a particular job category is high compared to the demand, wages tend to be lower than if the supply were lower.

How Nonmarket Forces Affect Wages.

People Like to Stay Where They Are. Wages differ from one part of the nation to another. In 1989, for example, families living in the Northeast earned almost 30 percent more than those living in the South. Had the laws of supply and demand been working in practice as they do in theory, Southern workers would have moved to higher-paying regions.

This would have reduced the Southern labor supply, pushing up the wages of those who remained (and reducing those elsewhere). The process would have continued, the theory tells us, until wages became equal in the regions.

But not everyone who could earn a better living elsewhere is likely to move. Some will stay where they are because they do not know about the higher-paying jobs. Others will stay even knowing they could earn more elsewhere. Perhaps they would rather not pay the moving costs or would prefer to stay close to family and friends. Whatever the reasons, many people in the labor force prefer to stay where they are.


price they would have accepted.

economics: the social science that describes and analyzes how society chooses from among scarce resources to satisfy its wants.

economic system: the approach a coun​try uses to deal with scarcity and achieve its economic goals.

economies of scale: decrease in the unit cost of a product or service because of large-scale production.

economize: the effort to get the most out of one's resources.

elastic currency: supply of money expands and contracts with the needs of business.

elasticity of demand: measure of buyers' eagerness to acquire a good or service.

elasticity of supply: measure of how eas​ily sellers can increase or decrease the quantity supplied.

eminent domain: the right of govern​ments to take private property, at a fair price, for public purposes.

employee involvement (El) programs: allow workers to assume responsibili​ties normally held by management.

Engel's Law: as a family's income increases, the percentage spent for necessities decreases, while the percent​age spent for luxuries increases.

entrepreneur: a person who creates a business in the hope of earning a profit; also a person who organizes, manages and assumes the risks of a business enterprise.

entrepreneurship: the managerial or organizational skills needed by most firms to produce goods and services at a profit.

equation of exchange: tells us that total spending is equal to the total value of the goods and services produced by the economy. MV = PQ.

equilibrium price: the price of a good or service at which the quantity demanded matches the quantity supplied.

equilibrium quantity: the number of products that would be sold at the equilibrium or market price.

excess quantity demanded: the amount of a product that could be sold at a price lower than the market price.

excess quantity supplied: the amount of a product available at a price higher than the market price.

excise tax: a tax levied on the manufac​ture or sale of a specific item (a tax on perfume, for example).

expansion: phase of the business cycle following recession when the economy begins to recover.

expenditure: the money that we spend.

export: good or service sold to a buyer in another country.

export subsidy: a payment by a country to exporters enabling them to sell their products abroad at a lower price than at home.

external funds: funds, such as loans, that come from outside the firm.

externalities: the effects of economic activi​ties that fall outside the market system.

F

factors of production: the productive resources of land, labor, capital and entrepreneurship.

crowding-out effect: theory that govern​ment borrowing reduces the supply of credit for private use, pushes up interest rates, and reduces business and consumer spending.

currency: paper money and coins issued by the federal government.

currency exchange: buying or selling for​eign currencies.

customs union: an organization of countries who agree to promote free trade among members but to impose a common tariff on nonmembers. Best known is the Euro​pean community or Common Market.

D

default: failure to meet an obligation when it comes due.

deficit: excess of expenses over expected income.

deflation: a decrease in the general level of prices; a period during which the purchasing power of the dollar is rising.

demand: a consumer's willingness and ability to buy a product or service at a particular time and place.

demand curve: the graphic representa​tion of demand.

demand deposits: checking accounts held by commercial banks; largest compo​nent of the money supply.

demand-pull inflation: rising prices because demand is increasing faster than industry's ability to satisfy that demand.

demand schedule: a table showing the quantities of a product that would be purchased at various prices at a given time.

democratic socialism: socialist economic system in which the government owns and operates many, but not all, major industries.

deposit multiplier: a multiple by which the deposit of funds in the banking sys​tem will increase total deposits.

diminishing marginal utility: the last item consumed will be less satisfying than the one before.

discounted loan: loan from which interest is deducted in advance.

discount rate: the interest rate charged by the Federal Reserve on its loans to banks and other financial institutions.

discretionary income: money left after buying necessities.

district bank: one of 12 banks that make up the Federal Reserve System.

dividends: payments made from the earn​ings of a corporation to its stockholders.

division of labor: breaking down a large task into a series of small ones so that each worker completes one or a few of the steps involved.

dumping: selling the same goods for a lower price abroad than at home.

E

earnings: profits.

economic growth: increases in an econ​omy's total output over a period of time.

economic indicator: a statistical meas​urement of the state of the economy or some important part of the economy.

economic model: any simplified state​ment, diagram or formula used to understand economic events.

economic rent: the amount received by property owners over and above the lowest 
Job Discrimination. Job discrimination is the practice of favoring one group over another in hiring, salary or promotion for reasons that have nothing to do with ability to perform on the job. To determine the extent of job discrimination and its effect on the economy, economists often refer to data of the kind contained in Tables 9-1 through 9-3. In these instances the studies compare the economic status of whites to that of blacks and Hispanics.

As indicated by the data, the two minority groups earn less, hold fewer high-paying jobs, and suffer a higher rate of unemployment, on average, than their white counterparts. While economists and other professionals differ as to why blacks and Hispanics are not as affluent as white Americans, most would agree that job discrimination is one of the reasons. This kind of bigotry benefits no one. When people are denied productive jobs for reasons that have nothing to do with their ability, total output is less than it could have been. But total output affects living standards, because the more that is produced, the more there is for everyone. Job discrimination, which reduces total output, keeps the American economy from reaching its full potential and victimizes us all. 

Government Legislation. The federal and many state governments have passed minimum wage laws which establish the lowest legal wage an employer can pay. Other laws affecting issues such as overtime pay, hours of work and child labor have a direct effect on labor costs. These laws are further examples of nonmarket forces that determine wages.

Labor Unions. Labor unions are associations of workers which seek to promote their members' interests. Wages in industries and shops that are unionized are often determined by a process known as collective bargaining -the process of negotiation between representatives of union and management to work out wage agreements and other employee - employer issues. Negotiators are free to arrive at any settlement on which they can agree, and for that reason collective bargaining is another instance of nonmarket forces determining wages. noted that nonmarket forces do have some effect on supply and deman

The Effect of Nonmarket Forces on Supply and Demand. It should be d. For example, by refusing to move to an area offering higher wages, workers help keep the labor supply in that area lower (and wages higher) than they might otherwise be. Meanwhile, by remaining in an area paying low wages, workers help to keep the supply of labor high-in that region, which helps keep wages low.

Discrimination also affects supply. For example, if women are refused jobs viewed as "man's work," the supply of  workers in that field will remain lower, helping to keep wages high. Women will then be forced to enter traditionally female occupations, adding to the supply of those workers and forcing wages down.

The Labor Movement In The United States.

Although labor union activity dates back to the days of George Washington, unions did not play a significant role in the American economy prior to the Civil War. One reason was that most people in those days worked on farms or for small businesses and were not interested in joining unions.

Another reason was that the courts took a dim view of efforts by the unions to improve working conditions. In 1806 members of the Journeymen Cordwainers, a Philadelphia-based union of leather workers, were tried for conspiracy after they had gone on strike for higher wages. The union was found guilty and fined. Bankrupted, the union had to disband. The Cordwainers were only the first of a number of unions to be tried for conspiracy. Then, in 1842, in the case of Commonwealth vs. Hunt, a Massachusetts court held that labor unions were legal organizations. Although 


collateral: something with monetary value pledged as security for a loan.

collective bargaining: negotiations with management by a union to prepare a labor contract.

command economy: an economic system in which major decisions concerning the allocation of resources are made by agen​cies of the government.

commercial paper: short-term notes issued by a corporation promising to repay a sum of money at a specified rate of interest.

common stock: a security that represents ownership in a corporation.

communism: socialism based on the writ​ings of Karl Marx.

company union: union organized, financed and controlled by management.

comparative advantage: an advantage in producing an item because one's oppor​tunity cost to produce it is lower than another's.

competition: the rivalry among buyers and among sellers in the purchase and sale of resources and products.

compound interest: interest computed on the principal and on the interest previ​ously paid.

conciliation: effort by a third party to bring labor and management together to work out their differences on their own.

conglomerate merger: combination of unrelated businesses under a single management.

conspicuous consumption: Thorstein Veblen's term for the tendency to buy goods and services to impress others.

constant dollars: dollars that reflect changes in purchasing power from a base year.

consumer: anyone who uses goods and/or services.

consumer co-ops: retail businesses owned by members who share in the profits and/or purchase goods and services at lower cost.

consumer credit: an agreement whereby a consumer is provided cash, goods or services now with payment spread into the future.

consumer price index (CPI): compares present prices of commonly purchased goods and services to the prices of simi​lar goods and services in a base year.

contraction: period in the business cycle after a boom when businesses begin to reduce their spending levels.

cooperative (co-op): association of individuals or companies whose purpose it is to perform some business function for its members.

copyright: exclusive right of authors of original writing and artistic work to sell or in any way reproduce their works for their lifetime plus fifty years.

corporation: a business organization created under a government charter.

co-signer: person with an acceptable credit rating who agrees to repay a loan if the borrower cannot.

cost-push inflation: rising prices rise due to an increase in the cost of production.

craft worker: one of a wide variety of highly skilled workers such as carpenters. tool-and-die makers, machinists, electri​cians and automobile mechanics.

credit card: an identification card that enti​tles the lawful owner to make purchases on credit.

creditor: one who lends money to another.

credit union: association of people with something in common that offers insured savings plans similar to those offered by other savings institutions.

bond: a certificate representing indebted​ness, usually of a corporation or unit of government, to the holder.

boom: the peak of the business cycle; business is producing at or near capacity.

boycott: a refusal to do business with a firm involved in a labor dispute.

break-even point: point at which income from sales equals fixed and variable expenses.

brokerage: in the securities industry, the buying and selling of stocks and bonds on behalf of others.

budget: a financial plan that summarizes income and expenditures over a period of time.

bulls: speculators who anticipate an increase in the price of securities.

Bureau of Labor Statistics (BLS): the principal data-gathering agency of the federal government.

business cycle: periodic fluctuation in the economy.

business ethics: concern for keeping fair business practices.

business firm: organization that produces goods or services.

business unionism: Samuel Gomper's principle of seeking better wages and working conditions rather than politi​cal or social reform.

bylaws: rules of operation for a corpora​tion, stated in the charter, that govern the corporate officers' actions.

C

capacity: the maximum number of units a firm can produce.

capital: something created to produce other goods and services; also money used to pay for the operations of a business.

capital gain: the increase in the value of an asset over a period of time.

capitalism: an economic system based on the private ownership of the factors of production, competition, and the profit motive.

cash flow: the amount of money coming into and going out of a firm.

caveat emptor: Latin term that means "let the buyer beware."

Celler Antimerger Act: a law passed by Congress in 1950 that declared mergers to be illegal where they serve to "lessen competition or tend to create a monopoly."

central economic planning: doctrine plac​ing production decisions in the hands of government planners.

certificates of deposit: certificates issued by banks guaranteeing repayment of prin​cipal at a fixed rate of interest after a specified period of time.

chambers of commerce: associations of business and professional people that seek to promote the interests of the business community.

charter: a document issued by a state government granting a corporation per​mission to operate.

checking account: a bank account against which the depositor can write checks.

checks: written orders directing a bank to pay a person or business a specific sum of money.

Clayton Antitrust Act: law passed by Con​gress in 1914 which specified what acts would be considered "in restraint of trade."

closed (or private) corporation: one whose stock is not sold to the public.

closed shop: one in which a workers must belong to the union before they can be hired.

the decision applied only to that state, the precedent made it easier for labor unions to organize elsewhere.

The period of industrialization before and after the Civil War was accompanied by the creation of a number of unions. In that era, workers, many of whom were women and children, labored up to 16 hours a day in unsanitary and unsafe conditions. Union membership offered workers a way to shorten the work day, raise wages and improve working conditions.

The most successful of the early unions was the Knights of Labor, organized in 1869. By 1886 the Knights had over 700,000 members. Thereafter, dissension within the ranks and public suspicion that the group had engaged in violence led to its rapid decline. By 1917 the Knights of Labor had gone out of existence.

The Rise of the AFL and CIO. In 1886, a new labor organization, the American Federation of Labor, was formed under the leadership of Samuel Gompers. Except for one short period, Gompers ran the organization until his death in 1924.

Unlike the Knights of Labor, which attempted to recruit both skilled and unskilled workers, the AFL united several local and national craft unions. A craft union consists of skilled workers in a particular craft or trade. Membership in the AFL rose rapidly, reaching 800,000 in 1900 and more than 3 million in the 1930's.

By the 1930's elements within the AFL who wanted to include unskilled workers in the labor movement had grown in numbers. In 1938 John L. Lewis and the United Mine Workers Union, which he led, broke away from the AFL and formed a rival organization. Known as the Congress of Industrial Organizations (or CIO), the new industrial union soon included the steel, automobile, rubber, textile and meat-packing industries within its ranks. An industrial union is made up of both skilled and unskilled workers in a particular plant or industry.

Immediately prior to and during World War П (1939-1945) union membership continued its rapid growth. At the war's end, however, labor experienced difficulty in continuing to recruit members. Many union leaders blamed the competition between the AFL and the CIO for the problem. Efforts to end the rivalry finally succeeded when, in 1955, the two came together to form the AFL-CIO.

Labor Legislation And The Growth Of Unions.

The 1930's may have been the worst period the American economy ever endured. These were the years of the Great Depression, when production fell to record lows and unemployment reached record highs. In an effort to revive the economy, Congress passed laws whose effects are still being felt. Among them were a number that helped the growth of labor unions. The most important of these were the following:

· The Norris-LaGuardia Act of 1932. This law limited the ability of the courts to use injunctions, orders issued by a judge, in labor disputes. Failure to obey an injunction can result in a fine or imprisonment for "contempt of court." The act also ended the use of yellow-dog contracts that required workers to promise they would not join a union.

· The National Labor Relations Act of 1935. Also known as the Wagner Act, the law guaranteed the right of workers to join unions and engage in collective bargaining. The law also forbade employers from engaging in certain "unfair labor practices," and created a National Labor Relations Board (NLRB) to carry out the provisions of the act.

· The Fair Labor Standards Act of 1938. This law provided a minimum wage of 25 cents per hour and time-and-a-half for overtime beyond 40 hours per week. The minimum wage has been periodically increased so that by 1991 it will stand at $4.25 per hour.

By the end of World War II there was a feeling that federal legislation had given labor so much power that it left management at a disadvantage. In an effort to restore the balance, Congress enacted the following:

· The Labor-Management Relations (Taft-Hartley) Act of 1947. The Taft-Hartley Act forbade employees from engaging in certain "unfair labor practices." It also outlawed the closed shop - one in which a worker must belong to the union before he or she can be hired. In its place, the union shop, which allows nonunion workers to be hired on condition that they join the union, is permitted. Another provision of the act enables the President to obtain an injunction that delays for 80 days a strike that threatens "national health or safety."

Taft-Hartley also permits state legislatures to enact right-to-work laws. Now adopted in 21 states, these laws established the open shop by making it illegal to require that a worker join a union. Union leaders have long opposed the right-to-work laws on the grounds that they enable workers who have not paid dues to benefit from wages and privileges won by the unions at the bargaining table. Others, however, argue that it is contrary to the spirit of American free enterprise to require someone to join any organization as a requirement to hold a job.

· The Labor-Management Reporting and Disclosure Act of 1959, also known as the Landrum-Griffin Act, sought to improve democratic procedures and reduce corruption within the unions. Among other things, the law requires that regularly scheduled elections of union officers be held and that the voting be carried out by secret ballot. Union officials are prohibited from borrowing large sums of money from the union, and the embezzlement of union funds was made a federal offense.


A

ability-to-pay principle: principle that states taxes ought to be paid by those who can best afford them.

absolute advantage: occurs when one nation can produce an item more effi​ciently than another.

accounts payable: the sums that a firm owes its suppliers.

accounts receivable: the sums owed to a firm by its customers.

aggregate demand: total planned spend​ing by consumers, business and govern​ment to purchase the aggregate supply.

aggregate supply: all the goods and serv​ices provided by the economy.

annual percentage rate (APR): the APR is the percentage cost of credit calcu​lated on an annual basis

annual report: report to stockholders containing pertinent financial infor​mation.

antitrust laws: laws regulating the growth and use of monopolistic power or ten​dencies.

arbitration: settling differences by allow​ing a third party (the arbitrator) to hand down a decision that is final and binding.

assembly line: a manufacturing system in which parts are assembled by moving them from one worker or machine to another.

asset: something of value that is owned by a firm, household, or individual.

automatic stabilizers: features built into the economy that put money into the economy during periods of recession and take money out during periods of inflation.

B

balanced budget: financial plan in which expenses exactly equal income.

balance of payments: summary of the flow of international transactions; state​ment of payments made to all other countries and payments received from all other countries.

balance of trade: the difference between the export and import of merchandise.

balance sheet: financial statement sum​marizing a firm's assets, liabilities and net worth.

bandwagon advertising: an appeal that suggests everybody is using a particu​lar product.

bank: financial institution that accepts demand deposits and makes commer​cial loans.

barter: the exchange of one good or serv​ice for another.

base year: the reference year, with a value of 100, used in the construction of index numbers.

bears: speculators who anticipate a decline in the economy.

benefits-received principle: principle of taxation that states those who benefit from a government program are the ones who ought to pay for it.

blacklist: list of disapproved persons.

block grants: lump sums given to com​munities by the federal government to be spent as the community deems appropriate.

board of directors: elected representa​tives of corporate stockholders.

Board of Governors: governing body of the Federal Reserve System; establishes policies for the Fed. It consists of seven persons appointed by the President for 14-year terms.

	Summary:
Industrialization following World War I led to a population shift from the farms to the cities. In the period since World War II, however, technological change has deprived the cities of many of the advantages that they once held. This has led to me growth of suburbs and to a number of economic problems for the cities.

Proposals to solve the economic problems of the cities generally call for some combination or federal, state and local approaches to the problems. Other proposals have called for the involvement of the business community, in partnership with government, as a way of solving some of the problems of the cities.

Poverty in the United States is the condition of those persons whose income falls below a minimum figure established by federal statisticians. Approximately 14 percent of the population was living in poverty in 1987, but poverty seems to strike some groups more heavily than others.

Programs to relieve poverty either seek to remove its causes or redistribute income from those who can afford to pay to those who need help.

Rising productivity has enabled farmers to produce more than can be consumed at home or sold abroad. Overproduction has reduced the incomes of many farmers and forced others into bankruptcy.

Government efforts to help the farmer have focused on four strategies: price supports, crop restrictions, direct payments and import quotas. Although many farms have been able to continue operating as a result of these programs, most people would agree that a real solution to the farm problem has yet to be found.

Economic growth is an increase in the nation's real per capita gross national product. Economic growth can take place when the nation's output is pushed up to its capacity or when its capacity to produce is increased.

The principal advantage of economic growth is that it enables the nation to increase living standards. But economic growth also exacts a price in terms of resources consumed and wastes that must be disposed of.

Unfortunately, the market system does not have a way to charge those who cause harmful externalities (such as air and water pollution) for the costs of cleaning them up. For that reason it has been left to government to allocate those costs and find ways to limit the effects of harmful externalities.

For some time now, those who follow economic events have been debating  1) the economic impact of persistent deficits in the federal budget and the merchandise trade balance, and  2) their relationship.

Some experts say that the deficits feed upon one another, thereby making them larger than they would otherwise be. Worse still, they argue, the debts resulting from the "twin" deficits will be a burden to future generations.

Those who regard the two deficits as "distant cousins," on the other hand, see little relationship between them. What they do see, however, is an economy that has benefitted from global trade, and the deficits it fostered.


 
Approximately 17 million American workers belong to unions today. This represents a decline in membership from 36 percent of the labor force in 1945 to 17 percent in 1989.

There is little agreement why union membership has declined so dramatically. Some union leaders blame government, which they claim during the Reagan administration had been hostile to them. They also cite the right-to-work laws as a factor in the declining fortunes of the labor union movement. Others argue that many businesses offer pay and benefits similar to those won by unions without union membership.

Some authorities stress the economy's shift from manufacturing to service as a reason for the failure of unions to recruit new members. Service companies are generally smaller in size than industrial firms and are therefore more costly for unions to organize. In addition those who work for service firms have traditionally been more reluctant to join unions than have factory workers. Still others argue that the reputation of the labor union movement suffered from the publicity surrounding the activities of a handful of corrupt officials and the illegal discriminatory practices of certain union locals.

Increased reliance on "contingent workers" as a means of cutting costs has also served to reduce union membership. Contingent workers are temporary employees, part-time workers and free-lance people. Since they are treated as "independent contractors," they do not have to join unions but do not receive the same pay or benefits provided for in the union contract.

Still another reason for the decline in union membership has been the move by a number of large corporations to sections of the U.S. where there are no unions, or to foreign countries where wages are low.

Despite the hard times upon which labor unions seem to have fallen, they and their 17 million members will continue to be a major force in the economy.

Union-Management Relations In Action.

Union Recognition. One of the first objectives of any union is to be recognized as sole bargaining agent for the workers. This is achieved through an election, supervised by the NLRB, giving workers the opportunity to vote on whether or not they want a union and, if so, which one.

Collective Bargaining. Once a union achieves recognition, collective bargaining can begin. The union can enter negotiations with management to prepare a labor contract. Labor contracts typically spell out the privileges and obligations of both parties for a specific period of time. They provide for both "bread-and-butter" issues (wages and hours) and fringe benefits. Fringe benefits are items other than wages for which the employer will have to pay. These include such things as health and hospital programs, vacations and retirement plans. Other parts of the contract may provide for grievance procedures and seniority. Grievance procedures set forth steps employees are to follow if they feel that they have been treated unfairly. Seniority is the importance assigned to a worker's length of service when it comes to questions of raises, promotions and layoffs. For example, if a plant were about to lay off a number of its assembly-line workers, under the rules of seniority those with the least amount of service would go first.

Settling Labor-Management Disputes. In most instances collective bargaining results in agreement between labor and management on a new contract. When negotiations fail, however, impartial third parties are often brought in to help settle the dispute. This may be in the form of conciliation, mediation or arbitration.

· Conciliation means that a third party will try to bring labor and management together to work out their disagreements on their own.

· Mediation requires greater involvement by the third party, who will listen to both sides of the dispute and make suggestions for settling it. The suggestions, however, will not be binding on either labor or management.

· Under arbitration, a third party (an arbitrator) will listen to both sides and hand down a decision that is final and binding.

When Discussions Break Down. When management or labor feels that neither collective bargaining nor third-party intervention will succeed, they may turn to other means to achieve their goals. In the past, these included intimidation and violence on a scale large enough to require the intervention of state militia or federal troops. Changes in the law have limited the number of strategies available to both management and labor.

Recent Developments In 

Labor-Management Relations.

In recent years, management and labor have sought new ways to reduce conflict and increase productivity. Two of the most talked-about results of this effort have been "peer review panels" and "employee involvement" programs adopted by some of America's largest corporations.

Peer review panels. In most large corporations, situations arise where workers will be passed over for promotion, disciplined or even fired. Such situations often leave workers with the feeling that they were treated unfairly. In the past, the only place workers could file a complaint was with management. But since their grievance was caused by a management decision, workers often felt it was a "waste of time" to pursue the matter. Peer review panels represent an effort to meet this objection.

Peer review panels are made up of management and labor representatives who listen to worker grievances and rule on them. Some of the nation's largest and most successful corporations, General Electric, Control Data, Federal Express, and Citicorp, for example, are using peer review panels.


around in the long run. Or, as economists prefer to say: real-long term growth will decline.

If, on the other hand, interest rates have been rising because investment in American industry has been so attractive, then real growth will increase in the long run. Should that come to pass, the "distant cousin" theorists will have been proven to be correct. There will be more of everything to go around, and living standards will rise.

Both sides agree, however, that the nation's free trade policies have been beneficial. Although the "twins" deplore the trade deficit, they acknowledge that were it not for the flow of foreign investment, interest rates would be even higher.

For their part, the "distant cousin" advocates cheer the nation's liberal trade policies that made the trade deficit possible but also stimulated the flow of foreign funds that were used by American industry to increase productivity and production.

Are the budget deficit and the merchandise trade deficits "twins" or "distant cousins"? The answer will depend on whom you ask. But one thing on which virtually all economists agree: tariffs and other barriers to trade would be bad for our economy.

Those who fear that trade and budget deficits are a threat to the economy today and to future generations also claim that the movement of one affects the other. To emphasize the relationship, these critics often refer to the problem as the "twin deficits."

As they see it, the huge federal budget deficit had both a direct and an indirect effect upon the trade deficit. Excessive federal spending directly added to the trade deficit by enabling business and consumers to increase their demand for imports.

More important, however, has been the indirect effect of the budget deficit. Federal spending, according to this argument, forced government to increase its borrowing (in order to make up for the deficit). The increased demand for loans raised interest rates in the United States. Higher interest rates made dollars more attractive to foreign investors (because they needed them to invest in high-yielding American securities). This, in turn, made the dollar more expensive in relation to other foreign exchange. The higher price of dollars made U.S. products more costly to foreigners, and the price of foreign goods less costly to U.S. buyers. This reduced the volume of American exports, increased imports, added still further to the trade deficit and, by raising prices, threatened to feed inflation.

Those who argue the "twin deficits" theory are especially concerned about the effect these will have on future generations. The ever-increasing debt, they argue, represents claims by foreigners on U.S. income. These will continue on and on into the next century. Consequently, our children, grandchildren, and great-grandchildren, whose taxes will go toward repaying those debts, will have their living standards reduced. Worse still, the argument continues, future generations will be impoverished simply because this generation was unable to live within its means.

The other school of thought looks upon the two deficits as issues that are only distantly related. If anything, they would prefer to describe them as "distant cousins," rather than "twins." Interest rates have remained high, they claim, because recent tax reductions, and other economic policies of the Reagan/Bush administrations have improved the business climate. This, in turn, has improved productivity and stimulated business investment. Much of this investment, the argument continues, has come from abroad. For example, many Japanese firms have preferred to buy into American companies or expand their operations into the United States because that was likely to prove more profitable than a similar investment in Japan.

In other words, the reason that interest rates have remained high is due to the eagerness of both United States citizens and foreigners to invest in America, not to the federal deficit.

At this time it is not possible to tell which of the two views of the deficits is correct. If the "twins" theory proves true, there will be less of everything to go 
hi most instances, the majority of people on the panel represent labor rather than management. Workers who feel that they were unfairly passed over for promotion or disciplined bring their grievance to the board for review. The panel can then either endorse management's decision or overturn it.

Employee-involvement (EI) programs. The most dramatic change in employee-management relations allows workers to assume responsibilities normally held by management. Depending on the extent of the responsibilities granted them, EI units are organized as Quality Circles, special-purpose or self-managing teams.

Quality Circles, based on an idea popularized by the Japanese, are teams of workers that meet to identify job-related problems and suggest solutions. While the Quality Circles are free to make any and all suggestions, management has no obligation to adopt their ideas.

Special-purpose teams represent an American extension of the Japanese concept. Where the Quality Circles focus on identifying problems and suggesting solutions, the special-purpose teams assume responsibility for solving specific problems.

An automobile engine assembly plant is running behind schedule because a particular part is not arriving in time for final assembly. Management creates a team of workers whose specific task is to eliminate the bottleneck. The team redraws work schedules and makes minor changes in the production of the problem part. By making it possible for the parts to arrive on time for final assembly, the team restores engine production to normal.

Self-managing teams assume the responsibility for producing an entire product. Ibis makes them the most revolutionary form of employee teamwork. Typical of the responsibilities assumed by the self-managing teams are meeting with suppliers and customers, introducing changes in production procedures and hiring new workers.

EI programs are not for everybody. Some labor leaders complain that their real purpose is to get workers to produce more at the same rate of pay. Similarly, some managers have opposed EI because they resent the idea of sharing authority with their employees.

Despite opposition, however, one recent government survey indicated that 70 percent of America's largest corporations are using some form of the Quality Circle concept. Meanwhile, stories of successful experiences with the more advanced forms of EI have led to their use by more and more companies.

	Summary:

The American labor force has been changing in recent years. Trends include increasing participation by women and the growth of service occupations. These changes have been accompanied by a decline in the growth of manufacturing jobs, and an increasing demand for highly trained and educated workers who are able to use new technologies.

Wages, the return paid for one's labor, are affected both by market and nonmarket forces. Market forces are those subject to the laws of supply and demand. Nonmarket forces include things such as geography, government legislation and discrimination.

Labor unions grew out of the harsh working conditions during the early years of America's Industrial Revolution. The growth of unions is related directly to the need of workers to improve their working conditions and indirectly to legislation that has helped to promote them. More recent legislation, however, has curbed what Congress perceived as an imbalance of power in favor of labor unions. These laws, together with the growth of our service economy, may explain why labor union membership, as a percentage of the total labor force, has been on the decline since 1955.

Although most collective bargaining between labor unions and management results in mutual agreement, some contracts are settled through the use of third parties, as in the case of conciliation, mediation and arbitration. At other times, failure to settle differences has led to more serious results such as strikes, picketing and boycotts.

Today, enlightened leadership from both management and labor realize that it is in their best interest to foster cooperative agreements that will create more jobs while allowing American business to compete internationally.



was necessary (burn cleaner coal, install scrubbers, etc.) to reduce harmful emissions.

Those that failed to "clean up their act" and continued to pollute the air would be permitted to do so by buying "pollution credits." The amount of credits necessary would depend on the volume of pollution. Meanwhile, those firms whose clean-up exceeded the minimum standards, would be given "pollution credits" which they could sell to the polluting firms or use at another plant to pay for its pollution.

If the proposal works, a market for pollution permits, much like the stock market, will develop in which firms unable to meet environmental standards will be able to remain in business as long as they can afford to buy permits. This market would also make it possible for environmental groups to reduce overall pollution by buying and not using permits.

In support of his proposal. President Bush cited the following advantages of a market-oriented approach:

· It is less costly to administer because the market would limit pollution rather than a government bureaucracy;

· It encourages the more efficient firms to eliminate emissions even beyond federal standards;

· The market can reward the efficient firms more effectively and at lower cost, than can the government.

Contributions of Pollution Control to the Economy. Evidence is growing that pollution control may actually contribute to economic growth. There is now a booming "pollution-control industry" that has created new employment and new markets. There are several hundred companies active in this field and over one million jobs in related research, construction, and equipment maintenance and operation were created in 1985 alone. In addition, many firms are working to make more efficient use of resources by recycling paper, aluminum, and other raw materials, while others are redesigning products to be biodegradable or reusable.

The Twin Deficits.

The 1970's and 80's may go down in American history as the "Deficit Decades." During almost every one of those years: 1) federal outlays were greater than receipts, thereby creating a deficit in the national budget, and

2) the nation imported more goods than it exported, thus creating a deficit in its merchandise trade balance.

Economists and other professional economy watchers disagree over the significance of the trade and budget deficits. Some feel that the two feed upon one another, and that the end result will be harmful to future generations. Others take the opposite view. They argue that the deficits, while related, do not affect one another and are not harmful.

across the United States. Wastes deposited at these sites have contaminated the land, air, and groundwater in the immediate area and threaten the health and well-being of those who live nearby.

In 1980 the Comprehensive Environmental Response, Compensation, and Liability Act, or as it is more commonly known, "Superfund," was enacted. Superfund's principal goal was to provide for clean-up at sites where hazardous wastes had been abandoned, or where past disposal practices had contaminated the environment. Administration of the Superfund was put in the hands of the Environmental Protection Agency.

Between 1980 and 1986, the EPA surveyed some 21,000 dump sites for toxic wastes. Hundreds of dangerous dumps have been identified and efforts to render them safe have begun. The size of the clean-up program has also led to an increase in the size of the fund from $1.6 billion in 1980 to a proposed $8.5 billion in 1986.

The Hanford nuclear weapons plant in the state of Washington is an environmental nightmare. Underground tanks have been leaking radioactive plutonium. In addition, some 200 billion gallons of hazardous wastes stored in unlined pits have been seeping into the groundwater. But Hanford is not subject to EPA regulation because it is federally owned, and the Super-fund law exempts the federal installations. This was a terrible oversight, according to critics, because some of the nation's most hazardous waste sites are those located at its nuclear weapons plants and military installations.

There are 3,000 toxic sites at 17 nuclear weapons plants and 6,000 hazardous dumps located at 600 military installations around the country. The cost of cleaning up the mess has been estimated as high as $130 billion. Unfortunately, even if the federal government could afford the cost of the clean-up (which it cannot), some areas would have to be permanently removed from public or private use because no one really knows how to clean them up.

The Economic Results Of Regulation.

Has Environmental Protection Slowed Economic Growth? Overall, employment and economic growth in the United States does not seem to have suffered severely because of environ-mental legislation. Of course dislocations have occurred. That is, some workers in particular companies have lost jobs, and a few firms have had to close down or make do with lower profits for a while. Businesses tend to look at profits and expenses in the short run, over the period covered by an annual report. In the short run, complying with clean air and water laws was costly for many firms, but most were able to do so.

Using Market Incentives to Clean the Environment. Recently, President Bush proposed a plan that would use market rewards and penalties to reduce air pollution. Under the Bush proposal, firms would be required to do whatever 
Chapter 10

THE ROLE OF GOVERNMENT.

_______________________________________________________________

Overview:

As you read this chapter look for answers to the following questions:

· Why has government participation in the economy grown so rapidly in recent years?

· What are the principal elements of government budgets?

· How do federal and state governments spend their money?

· How do we evaluate the fairness of different taxes?

· Why have federal deficits and the national debt been a matter of controversy?

_______________________________________________________________

Government And The American Economy.

The American economy is often described as a market system, one in which the What, How, and Who questions are answered by individual buyers and sellers in accordance with the laws of supply and demand. But government plays such an important role in our economic system that government policies influence how we answer the What, How, and Who questions. That explains why economists describe the American system as a mixed economy. It is "mixed" because it combines elements of free enterprise with government participation and control.

Since government plays such an important part in the economy, let's spend a few moments describing what that role is. As we do, you will learn how government acts to:

· Safeguard the market system,

· Provide public goods and services,

· Protect the public against harmful externalities,

· Redistribute income,

· Stabilize the economy.

Safeguarding the Market System. We have seen that the free enterprise system, and the laws of supply and demand that govern it, depend upon competition. Government promotes and protects competition by 1) establishing and enforcing "rules of the game"; 2) furnishing the public with information about market conditions and the state of the economy; and 3) helping to settle disputes.

Providing Public Goods and Services. Public goods and services are those benefiting large numbers of people that would not, or could not, be provided by private enterprise. Public schools, roads, police and fire protection, and national defense are examples of public goods and services.

Protecting the Public from Harmful Externalities. Smoke and exhaust fumes pollute the air; fast food packaging litters our highways; and the noise of planes at a nearby airport is harmful to the quality of life and personal health. But there is nothing in the market system to assign the cost of clean-up or health care to those who caused the problem.

There is no reason, in the market system, for oil companies to pay the cleaning costs caused by air pollution or the medical costs of those made ill by it. Nor are the fast food companies expected to clean up the litter discarded by their customers. It is left to government to limit the effects of these harmful externalities. (Externalities take their name from the fact that they occur outside the market system.) Measures taken by governments generally fall into the categories of persuasion, taxation, subsidy, and regulation.

· Persuasion is sometimes used to stop people from behaving in ways that harm others. Government-sponsored advertising campaigns urging people not to litter or not to drive when they have been drinking are examples of this approach.

· Taxation can be used to limit harmful externalities. Government can levy taxes on firms that dump wastes into the oceans or pump pollutant-filled smoke into the atmosphere. By basing the tax rate on the quantity of pollutants, government can encourage a firm to "clean up its act."

· Subsidies are government payments to individuals or companies. Subsidies have been used to encourage economic activities that generate beneficial externalities. For example, farmers have been paid subsidies to plant in ways that saved the soil rather than depleted it.

· Regulation can be used by government to deal with harmful externalities by making them illegal or setting safety standards. For example, most cities and towns have limited the amount of smoke in the atmosphere by banning the burning of garbage. Similarly, federal and state laws set safety standards in factories and make it illegal to dump hazardous wastes in waterways.

Redistributing Income. Every modern society helps its poor citizens, and the United States is no exception to this rule. Government programs to relieve poverty redistribute income from those earning more than enough on which to live to those in need.

But poor people are not the only members of society who receive payments from the government. For example, Social Security benefits and certain agricultural price support payments are made no matter how wealthy the individual retirees and farmers may be.

Stabilizing the Economy. Business conditions, particularly in market economies, tend to fluctuate, rise and fall. When the swings become severe, unemployment can rise, business failures often increase, and the population in general can suffer. Fortunately, government has the ability to limit the swings 


Burning fossil fuel in cars and factories releases pollutants into the air. Then dust and moisture combine in the atmosphere to form acids in clouds, and eventually there is an acid rain-fall or snowfall. The results are deadly. Acid rain kills fish and plants in lakes. It also builds up in the soil and damages crops. It wears away building surfaces. Blown by winds, the acid rain may fall far from the source of pollution. Acid rain caused by pollutants in our country may fall on other countries. In fact, studies indicate that about half the acid rainfall in Canada may originate in the United States.

Pollution costs all of us something. It is true that if there were no pollution controls the products we buy could be cheaper, and consumers would benefit from the lower prices. However, all society would be subsidizing those who caused the pollution by putting up with dirty and harmful air and water.

Water Pollution.

Water is considered polluted when it cannot be used for its intended purpose, such as drinking, recreation, farming, or manufacturing. Pesticides and chemical fertilizers used by farmers and home owners pollute streams, rivers, and ground water when they are transported by rain-water runoff. Sewage sludge and detergents add to water pollution near population centers. Strip-mining of coal causes acid to run off into neighboring streams and rivers, and acid rain adds to water pollution.

American industry uses enormous amounts of water in manufacturing processes. The wastewater may contain metallic solids, oils, acids, organic solids, or a variety of other pollutants. Some factories discharge heated water back into rivers; this is called thermal pollution.

A survey in 1970 revealed that 41 percent of the nation's water supply systems were delivering water ranging from "inferior" to "potentially dangerous." The Water Quality Improvement Act of that year made petroleum companies liable for most clean-up costs in the event of oil spills into the water. It also strengthened restrictions on pesticides in streams and thermal pollution caused by nuclear power plants. Most significantly for business in general, the Water Pollution and Control Act Amendments of 1972 set a national goal to eliminate pollution discharged into water. Both industries and local governments were made responsible for cleaning up. If your town has a sewer system that was built parallel to a river in the 1970's, it was probably built on federal EPA orders with three-fourths paid with federal funds.

Land Pollution.

Modern technology produces massive amounts of wastes. Unlike ordinary household and commercial garbage that can be safely disposed of in open pits or other types of dumps, industrial wastes are often toxic (poisonous). The disposal of these wastes has created thousands of hazardous dump sites all 

It has therefore fallen to government to do what it can to protect the environment. Starting in the 1960's a series of laws was enacted that has done much to protect our fragile environment. For example, in 1988 government spent $15 billion and business an estimated $60 billion meeting standards set by these laws. Although opinions differ about the effectiveness of government intervention, most people would agree that as a result millions of tons of pollutants did not become airborne, and thousands of fish now swim in waters that at one time would have killed them.

Government efforts to control pollution have taken three forms: direct regulation, effluent fees, and tax credits.

· Direct regulation refers to government rules to protect the environment. The prohibition of burning waste in incinerators, or the dumping of sewage in a river, and the banning of a particular pesticide (such as DDT) are examples of this form of pollution control. Those who fail to obey government regulations are subject to fine, imprisonment, or both.

· Effluent fees are charges levied on polluters for discharging waste. For example, a factory that pumps its waste into the atmosphere or a nearby stream will be charged on the basis of the quantity of waste discharged.

· Tax credits enable firms to reduce their taxes in exchange for investing in equipment that will enable them to reduce the amount of pollution they generate.

Air Pollution.

Clouds of factory smoke above our cities used to be a sign of growth and prosperity, but we now know that health can be seriously harmed and that property damage by air pollution can cost billions of dollars each year. About 30 percent of today's air pollution comes from factories and electric power plants, and about 50 percent (250,000 tons per day) from car, truck and bus exhaust. Furnaces and waste incinerators add more harmful gases and dust particles to the air.

Costs of Dirty Air. The American Lung Association estimates that people in the U.S. spend about $10 billion each year for health care made necessary by polluted air. Breathing-related diseases include bronchitis, asthma, emphysema and lung cancer. In 1974 the U.S. National Academy of Sciences said that auto pollution was responsible for four to seven million days of illness and four thousand to 15 thousand early deaths each year.

Polluted air dirties our clothing, our buildings and our homes. Does this cost society money? The EPA estimated that pollution causes the average city family to pay up to $57 per year to clean and replace soiled clothes and $20 per year to repair houses and cars. Air pollution, by stunting the growth of plants and trees, also reduces agricultural productivity and adds to the price people must pay for food.

between the economy's highs and lows. How it limits the effects of these swings is the subject of Chapter 12.

The Growth Of Government.

Government in the United States is conducted on three levels: local, state, and federal. Until the 1930's the combined spending of the state and local units was greater than federal government spending. Since World War II, however, federal spending has exceeded state and local government spending by an increasing amount. Today, spending by the federal government is about twice that of the states and localities.

Government spending on all levels has been increasing rapidly and persistently. At the turn of the century, total spending by government represented about 7 cents out of every dollar of the GNP; it is now about 20 cents. There are two reasons for this. One is that since World War П the nation has kept its armed forces at record high peace-time levels. In 1926 total expenditures for national defense were 6 percent of the gross national product, but in 1985 defense expenditures ran to 6 percent of the GNP.

Another reason for the increase in government spending is that we expect so much more from our government than we once did. Once it was thought "that government is best which governs least." Now we expect government to regulate business, help the needy, improve education, and promote economic development to a far greater extent than before. For a better understanding of the situation, let's take a look at the budgets of federal, state and local governments.

Government Budgets. Like the personal budget that we described in Chapter 4, government budgets are financial plans that summarize anticipated (expected) income and expenses. When anticipated income equals anticipated expenses, the budget is said to be a "surplus." When budget expenses are greater than income, the difference is described as a "deficit." In the 1992 federal budget estimate, receipts total $1,158.8 billion. Projected outlays are $1,451.3 billion. If the estimate proves accurate, the nation will be left with a deficit of $292.5 billion.

How Does The Federal Government

Spend Its Money?

The outlays listed in the budget are the principal items of government spending. Reviewing them will give us a picture of the programs supported by the federal government and the extent of that support.

Direct Benefit Payments to Individuals. Forty-three cents out of every dollar spent by the federal government will benefit individuals. The largest share of these funds will be spent for Social Security, Medicare, and income security. These programs provide income security and health services to the aged and disabled. People receiving Social Security and Medicare assistance qualified for these payments by contributing to the program during their working years. Many of the benefits paid under income security programs go to low-income people who are not covered by Social Security. Another large group receiving benefits from the government are military veterans. The cost of these benefits is listed under the heading of "Veterans benefits and services."

The $81.3 billion spent in the health category includes health-care services for low-income families under the Medicaid program. It also includes funds to promote disease prevention and supported research and training.

National Defense. The second-largest category of outlays in the federal budget is national defense. Costs directly related to the defense and security of the United States amount to about 20 cents of the budget dollar.

Net Interest. The estimated budget deficit adds $293 billion to the nation's debt. This will bring the total national debt up to $3.5 trillion. The $206 billion listed for net interest will be used to pay just the interest of that huge debt. Net interest is the third-largest category of outlays in the federal budget.

Grants to States and Localities. Sixteen cents out of every dollar spent by the federal government went to state and local governments. Most of the money is used for community and regional development, transportation, and education. In each of these categories, federal funds were given to state and local governments to develop specific programs.

What Are The Sources Of Government Income?

Taxes are the most important source of income to the federal government. The individual income tax is the single biggest money-maker. Taxes on corporations provide 7 cents of each revenue dollar. Excise taxes yield 3 cents. An excise tax is one levied on the manufacture or sale of a specific item, such as a tax on perfume. Social Insurance receipts, used to finance the Social Security program, come largely from payroll taxes on wages and salaries. These will provide the second-largest source of income to the federal government in 1992.

Estate and gift taxes, customs duties and miscellaneous items account for 5 cents of the budget dollar. Estate and gift taxes are paid by those receiving very large inheritances or gifts. Customs duties are taxes are imports.

State And Local Finances.

The cost of governing has also increased dramatically for the states and localities. Taxes are also the principal source of income to state and local governments. Of these, sales taxes accounted for about half of all tax revenue collected by the states. You pay sales taxes - a few cents at a time-on most of your purchases. Most states and communities collect 4-7 percent of the price of the goods you buy as sales taxes. These pennies add up to millions of dollars 

employee training and other things that will improve productivity. In addition, government can encourage the businesses to invest in new plant and equipment by changing the tax laws, reducing interest rates, or reducing the threat of inflation.

What Are the Advantages of Economic Growth? When our nation is enjoying real economic growth there is more of everything to go around. With more goods and services available everyone's living standard might be improved. Economic growth also enables our nation to help other nations without reducing living standards at home. In other words, with a bigger pie to share, some of its slices can be offered to those nations in need of economic or military assistance.

Can There Be Too Much Economic Growth? Although economic growth offers the promise of a more abundant future, it also imposes a price. That price comes in the form of the resources that must be consumed and the wastes that may be left behind. Increasingly, in recent years, scientists and social scientists have expressed concern about the depletion of the Earth's resources and the pollution of its environment. The prominent English economist Barbara Ward imaginatively stated the problem in 1966 in Spaceship Earth:

"The most rational way of considering the whole human race today is to see it as the ship's crew of a single space-ship on which all of us. . .are making our pilgrimage through infinity. . . .This space voyage is totally precarious. We depend upon a little envelope of soil and a rather larger envelope of atmosphere for life itself. And both can be contaminated or destroyed."

Can we have continued economic growth while at the same time preserving our environment and our resources? In the pages that follow we shall detail the nature of this challenge and some of the steps that have been taken to meet it.

Protecting The Environment.

For much of America's history the country's population was so small and its area so vast that there seemed to be little need to worry about polluting the waters or ruining the land. If the soil in one place were to become infertile or the waters polluted, the solution was simply to move on.

By the mid-twentieth century, however, that was no longer possible. The air over urban and industrial centers had become foul and the waters filthy, but moving on was no longer practical.

Nor would free market forces bring pollution to an end. As we noted earlier, pollution is an externality. The costs of cleaning up the damage caused by pollution do not naturally fall on those who cause it. Though many companies acting as good citizens make efforts to protect the environment, there is little economic incentive for them to do so.

Each of these results will have a direct effect on the business of fanning. Interest on loans is one of the principal items of

farm overhead. When dollar values are down, overseas sales are likely to increase. But when the international value of the dollar increases it has the opposite effect.

Meanwhile, the willingness of foreign countries to buy American farm products will be reflected in the barriers to trade that they

may, or may not, erect. Of particular interest to American farmers will be the opportunities offered by the developing nations. As those nations expand their industrial capacity, their needs for supplementary supplies of food and fiber are likely to increase.

Economic Growth And The Environment.

What is Economic Growth? At any point in time there is a limit to the amount of goods and services that our economy can produce. Earlier in this text we described that limit as its production possibilities. If we think of the total value of the goods and services produced in a single year (the gross national product) as a kind of economic pie, we can see that the size of the slice of that pie available for each one of us is limited. It would, however, be possible for everyone to have a larger slice of economic pie if a way could be found to bake a larger pie.

Economists describe the process of baking a larger economic pie (that is, increasing GNP) as economic growth. Growth can occur by making more effective use of existing resources and by increasing the productive capacity of a nation. Or, as an economist might say, to push out its production-possibilities frontier. Each of the following can contribute to economic growth.

· Increased labor force. An economy's capacity to produce will increase whenever the number of people in the labor force is increased. For example, the increased participation by women in the labor force in recent years has added to the nation's ability to produce.

· Improved worker productivity. When, for whatever reason, workers are able to produce more, the nation's productive capacity will increase. (For a review of those things affecting productivity see Chapter 7.)

· Better machinery. The use of better machinery is an essential element in increasing productivity. But the acquisition of such equipment is possible only when there is increased use of science and technology.

· Capital accumulation. Capital, in the form of more efficient machinery, tools, factories, and the like, can be created only if some of a society's resources are set aside to create them rather than to create consumer goods.

· Increased business investment. Businesses can choose to spend more of their resources on new and better equipment, research and development,

 for state and local government operations. Income taxes are the second most important source of revenue to the state governments. Individuals in most states are required to pay a percentage of their income to the state in taxes. Among local governments, the property tax provides the most revenue. Property taxes are usually based on the value of real estate, land and buildings.

Another important source of revenue is the money passed along to the states by the federal government, and to the localities by the federal government and the states. These accounted for 13 cents of every state and local budget dollar. Federal aid to the states has usually been in the form of grants-in-aid - money given by the federal government to a state or local government. Grants-in-aid usually have two conditions attached to them: that they be used for a particular purpose, and that the state or local government share part of the cost. Over the years, the federal government has used grants-in-aid to involve state governments in programs it deemed worthwhile. Mass transit, highways and social welfare programs have benefitted from grants-in-aid.

In recent years, the federal government has also made block grants to the states and localities. Block grants are sums of money with "no strings attached." The state or local government is free to spend it as it sees fit, without the need to provide matching funds.

The use of block grants in place of grants-in-aid has generated some political controversy. Supporters of block grants like them because they enable the states and local governments to spend funds as they see fit. Too often, they argue, bureaucrats in Washington, with little knowledge of local needs, set guide-lines that lead to wasteful spending.

Opponents, on the other hand, argue that some states would never provide for the needs of their poor, unemployed or minorities unless the federal government provided funds especially for that purpose.

Most of the money spent by states and communities goes into education. The next largest share goes to help people in need of things like welfare, housing, health and hospitals.

Taxes, Taxes, Taxes....

"But in this world nothing can be said to be certain, except death and taxes."-Benjamin Franklin, 1789.

Few economic topics excite controversy more easily than taxes. While most would agree that neither government nor modern society could survive without them, taxes are more likely to be criticized than praised. But as Benjamin Franklin noted long ago they are a certainty, and for that reason we ought to know something about them. 

Why Do Governments Collect Taxes? Although the principal purpose of taxes is to pay for the cost of government, it is not the only function taxes serve. 

Sometimes taxes are levied to protect selected industries. For a number of years a tariff (a tax on imports) helped to protect American steel manufacturers by making imported steel more costly than it would have been otherwise.

Taxes have also been used to discourage activities the government believes to be harmful. For example, taxes on cigarettes and liquor, so called "sin taxes," have been levied both to raise money and to discourage people from smoking and drinking.

Taxes have been used to encourage certain activities. In the 1980's, for example, the government wanted to encourage business to modernize plants and increase productivity. It did so, in part, by offering to reduce the taxes of firms that purchased new machinery and equipment.

The federal government can the use its ability to tax to regulate the level of economic activity. You will recall from our discussion of circular flow (Figure 10-1) that the size of the economy is directly related to consumer and business spending. By increasing or decreasing taxes, government can directly affect the amount of money available to be spent. This will be explained further in Chapter 12.

Evaluating Taxes. Most people would agree that some taxation is necessary, but the question of which taxes, and in what amounts, can lead to considerable disagreement. In comparing the merits of one tax to another, it is convenient to focus on the following questions:

· Who ought to pay the taxes?

· What types of taxes are being considered?

· Who will actually pay the taxes?


production that these policies foster is unnecessarily costly to the government and to the taxpayer who must ultimately pay to purchase and store the surplus. If farmers are unable to make a go of it on their own, they continue, let them quit farming and enter some other line of work. After all, hundreds of small businesses collapse every year, and we do not call upon the taxpayer and Uncle Sam to keep those inefficient firms alive.

"Yes" Say Those Who Support the Federal Farm Programs. Those who favor continuing the farm support programs say that agriculture is different from other businesses. They argue that although farmers represent only three percent of the labor force, agriculture generates jobs in many other industries. It has been estimated that as much as 20 to 25 percent of all the economic activity in the United States is based in part on farming. Moreover, people could not survive without the food provided by our farms, and therefore it is in the interest of every American to see to it that the nation continues to maintain a vigorous farm economy. If we were to allow foreign competition to put American farmers out of business, who would feed us if the supply of food from abroad were to be interrupted?

They also point out that according to U.S. Budget figures, farmers are not the largest recipients of federal subsidies. In fact, the $17.2 billion in outlays for agricultural programs in 1988 represented less than 2 percent of government spending that year.

The 1990's And Beyond.

While the number of farms and farmers has been shrinking, the size of the average farm has been increasing.

Another significant trend in American farming has been the replacement of small family farms by the large corporate-owned enterprises. The largest of these (those with annual sales of $500,000 or more) represent only 2 percent of all farms but account for 33 percent of all sales.

Of all the factors affecting the future of American agriculture, however, perhaps the most important will be its ability to compete in the world market. Given the fact that American population growth has slowed to about 1 percent per year, and that "thin is in" (so that people eat less than they once did), domestic food consumption is not likely to increase much. For that reason, the greatest potential for growth in the sale of farm products lies in the export markets.

But farm exports are at the mercy of a number of factors outside the farmers' control. In particular, American monetary and fiscal policies, and foreign protectionism, or the lack of it, will directly affect agricultural sales.

Government monetary and fiscal policies often increase or decrease interest rates. These changes are soon reflected in the cost of farm loans, the value of the dollar, and farm exports.

Federal Farm Aid.

Over the past 65 years, the federal government has led the way in sponsoring programs to help the farmer. In general, these programs can be divided into four categories: price supports, crop restrictions, direct payments and import quotas.

· Price support programs set a minimum price at which a commodity can be sold. Those goods that remain unsold are purchased by the government. In 1984 the total value of the grains, dairy products, cotton and tobacco held by the government as part of its price support programs came to over $7 billion.

· Crop restrictions seek to raise farm income by reducing production. In a 1985 farm bill, for example, farmers who agreed to limit the number of acres devoted to growing a particular crop were guaranteed a minimum price for the crops they actually produced.

· Direct payments are exactly that-payments to farmers by the federal government. One form of direct payment, known as "deficiency payments," was introduced by the Agriculture Act of 1973. Under the provisions of that law, farmers received a "deficiency payment" whenever the selling price of a particular commodity fell below the price support point. Deficiency payments were also a feature of the 1985 farm bill.

· Import quotas limit the amount of foreign commodities allowed to enter this country. Sugar is one of the crops that has consistently been protected by import quotas. Since the domestic price of sugar is about four times the world price, limiting imports enables domestic producers to remain in business.

Should Aid Continue?

"No" Say Those Opposed to Federal Farm Programs. Critics of American farm policy argue that federal programs:

1. are often of greater benefit to large corporate farms than they are to needy family farmers, and

2. place an unfair burden on the consumer and taxpayer.

For example, The 1987 Economic Report of the President noted that one large California cotton producer received more than $12 million in crop payments, the crown prince of Liechtenstein received a farm subsidy of more than $2 million and 112 dairy producers in California, Florida, Idaho, Texas, and Arizona received payments exceeding $1 million under a dairy program. Meanwhile, the report continued, government benefits "provided little assistance to those suffering the greatest financial hardship."

Detractors of the farm programs also argue that they place an unfair burden on consumers and taxpayers. By interfering with the forces of supply and demand, they say, government policy serves to raise food prices. Moreover, the over 
Who Ought To Pay Taxes.

The benefits-received principle of taxation states that those who benefit from a government program are the ones who ought to pay for it. Consider, for example, the case of a highway tunnel or bridge. In keeping with the benefits-received principle, motorists using these should have to pay a toll.

Benefits received works just fine when it comes to things like bridge and tunnel tolls or admission to a public beach, but it has its limitations. For example, is it fair to ask low-income families or the disabled to bear the cost of the programs designed to help them?

The ability-to-pay principle states that taxes ought to be paid by those who can best afford them, regardless of the benefits they receive. In arguing in favor of the ability-to-pay principle, economists often cite Engel's Law (see Chapter 4). This principle, you will recall, states that as income increases, the proportion spent on luxuries increases, while that spent on necessities decreases. It follows that taxing higher-income groups may deny them certain luxuries, but taxing the poor reduces their ability to buy necessities.

Also, some benefits are indirect. If Mr. and Mrs. Jones have children in the public school, they can see the direct benefit of their school taxes. But Mr. and Mrs. Smith may feel they get no benefit from the school because they have no children.

We all benefit from having an educated workforce, however. Thanks to education, the nation's productivity is higher, and we can all share in the additional output that results from it. If the Smiths own a business, they benefit from having workers who have been trained to read, write and solve mathematical problems.

Types Of Taxes: Progressive,

Proportional And Regressive.

Most taxes can be classified as progressive, proportional or regressive. A progressive tax takes a larger percentage of a higher income and a smaller percentage of a lower income. The federal income tax is the best known example of a progressive tax.

A proportional tax takes the same percentage of all incomes, regardless of size. So, for example, a proportional income tax of 10 percent would cost a person with a $10,000 income $1,000 in taxes, and a person with a $100,000 income $10,000 in taxes.

A regressive tax is one that takes a higher percentage of a low income and a lower percentage of a high income. Although they are not based on a person's income, sales taxes have a regressive effect because they take a larger share of earnings from a low-income taxpayer than from a high-income taxpayer. For example, a low-income family and a high-income family buy $500 refrigerators with a sales tax of eight percent. They would both pay a $40 sales tax. But the $40 represents a higher percentage of the low-income family's total income than that of the high-income family.

Which tax is the fairest? Few would argue that a regressive tax is fair. Those who favor the ability-to-pay principle would support a progressive tax, and possibly the proportional tax. There are some, however, who argue that the proportional tax is not fair.

The proportional tax seems to be fair because everyone pays the same rate. Miss Rich, with her income of $100,000 pays 10 times as much as Mr. Poor who has an income of $10,000. Mr. Poor, however, can barely get by on $10,000; he needs every penny he earns. Miss Rich, on the other hand, can pay a tax of $10,000 and still have $90,000 left over - a very substantial sum! She can pay for all of her basic needs, enjoy many luxuries, and still have money left to save or invest. Although her tax was 10 times as large as Mr. Poor's, she did not suffer as much in paying it.

In analyzing the impact of taxes on individuals, economists often concentrate on discretionary income - the amount that a person has left after buying necessities (food, clothing, shelter, medical care, transportation, etc.). Let's assume that Mr. Poor has $1,000 left after having met all his needs. By levying a tax of $1,000, the government has taken 100 percent of Poor's discretionary income. What about Miss Rich? Let's say that she needs $50,000 to meet all of her needs (as she defines "needs"), and that she has $50,000 left as a discretionary income. The government takes $10,000 of this, or only 20 percent. She still has $40,000 left for luxuries, savings and investments. If we look at the discretionary incomes of Mr. Poor and Miss Rich, we find that the proportional tax is actually a regressive tax!

Tax Incidence:

Who Really Pays A Tax?

In evaluating a tax it is important to know who will really have to pay it, or, as economists put it, the incidence of the tax. The burden of paying a tax can be avoided if the one responsible for writing the check for taxes to the government can pass the cost on to someone else. The process of passing the burden to someone else is known as tax-shifting. Taxes may be passed on to consumers, in which case they are said to be shifted forward. Similarly, taxes may be shifted backward as when suppliers or the workers who produced the products are forced to assume the burden.

Whether taxes are shifted forward, backward, or not at all will depend upon the elasticity of demand and supply.

The elasticity of demand is a measure of how eager buyers are to acquire a particular good or service because of the avail-ability or unavailability of substitutes, or of how badly they need the good or service.


Ironically, American farm policy, which was supposed to help U.S. farmers, served to promote the flood of agricultural imports into the U.S. Prior to 1985 farmers could receive a minimum support price by selling their commodities to the government. By guaranteeing prices for agricultural products, while at the same time removing them from sale, the government created a market for foreign exports that would have been otherwise unprofitable.

For example, let's assume that the mythical country of Fibra could sell its cotton in the United States for 75 cents per pound at a time when the market price for American cotton was 72 cents a pound. Under those circumstances, Fibra would be unable to sell its cotton in the United States.

But what if the federal government chose to support cotton at 78 cents per pound that year? Under those circumstances, U.S. farmers would sell their crop to the government and Fibran farmers could sell their cotton to American buyers for 75 cents a pound.Coupled with the loss of many overseas markets has been the loss of sales at home as low-priced foreign agricultural products flooded the market. In 1985, for example, some 270,000 tons of Canadian wheat, 400,000 tons of Swedish oats, and 50,000 tons of rice from Thailand were sold on the American market at prices below those of homegrown varieties.

In explaining how it is possible for apples grown in Chile, or any foreign commodity, to undersell those grown on American farms, economists most frequently cite the following:

· Cost differentials. When production costs outside the U.S. are significantly lower than they are here, it may be possible to profitably undersell the American-grown product. American crops that require a large proportion of hand labor are often at a particular disadvantage. California grape pickers, for example, earn about $10 an hour. Compare this to the $2 hourly wage paid to Chilean workers.

· The value of the dollar as compared to other currencies. The rising value of the dollar from 1980 to 1985 made it more difficult for American farmers to export their crops. The rising value of the dollar also made foreign food imports less costly for American consumers. (For a discussion as to how the exchange rate of the dollar can affect American imports and exports, see Chapter 13.)

· Dumping. Dumping is the practice of selling large quantities of goods in a foreign country for less than they cost to produce at home. Foreign farmers are able to sell goods in the United States for less than their production costs because of the subsidies given them by their governments. Similarly, (and for similar reasons) there have been instances in which American farmers were accused of dumping subsidized products in foreign markets.

have seen, too, that bumper crops can bring on unexpectedly low prices, once again making it difficult for farmers to repay their loans.

When prices are high and demand is strong, the farmer may decide to go into debt still further: to buy more land, construct new buildings, and purchase more machinery. Then, if prices should fall, the burden of debt becomes heavier still as new loans must be repaid in addition to old ones. This is exactly what happened to many midwestern farmers in the late 1970's. A world-wide grain shortage at that time induced many farmers to borrow in order to expand their productive capacity. Then, in the mid-1980's, the shortage disappeared and grain prices fell. Unable to meet their mortgage payments, thousands of farmers were forced into bankruptcy and had to give up farming.

Events in rural Iowa have been typical. In 1980 the average Iowa farm was valued at $523,000. By 1985 this had shrunk by nearly $200,000 to $325,000 per farm. Meanwhile Iowa farm debt had risen to $16 billion - a figure larger than the national debt of Peru!

Overproduction at Home and Abroad. It is almost inevitable that farmers will produce too much. If the price of a certain crop is high, many thousands of farmers will try to increase their output of that commodity, and farmers who had been producing something else will switch to that item. Since farmers are generally scattered, poorly organized, and producing on an individual rather than a group basis, each will be thinking of his or her own gain and will pay little attention to the fact that great numbers of competitors are doing the same thing. In time the market will be flooded as farmers strive to increase their income by producing more. The results, of course, will be that prices will fall. Instead of discouraging production, however, quite the opposite might happen. Since most of their costs are fixed, many farmers will try to make up for falling prices and cover their costs by producing even greater quantities.

The Global Connection.

For as long as anyone could remember, American farmers had an enormous market for their surplus crops in foreign countries. American grain and American processed foods were, for many years, among our principal exports. In 1986 the tide turned. That year imports of food exceeded exports for the first time since 1959. The flood of imports added to the farmers' woes by making it more difficult to sell their crops at a profit.

One of the reasons for the flood of farm imports was the "green revolution." The green revolution refers to the use of American technology and equipment to enable farmers in less-developed countries to increase their productivity. So successful has this effort been that what had been some of America's biggest grain customers (such as China, India and Saudi Arabia) are now themselves exporters of that commodity.

 
Elasticity of supply is a measure of how easily the seller can increase or decrease the quantity supplied. For example, the supply of plastic toys would be far more elastic if manufacturers could easily shift into the production of, say, plastic dishes than if their plant and equipment could only be used for toy production.

The more eager buyers or sellers are, the less elastic will be the demand or supply. When demand is relatively inelastic it is easier for sellers to shift taxes to buyers. When supply is relatively elastic, the seller is more likely to assume the burden of taxes.

Incidence refers to the individual or business that will bear the burden of a tax. For example, in many localities businesses have to pay a sales tax on their gross receipts. If, for example, your community charged a 5 percent sales tax, a store with $1,000 in sales would have to pay $50 in taxes. But sales taxes are normally added on to the selling price of a good or service. In other words, the incidence of a sales tax falls upon consumers.

Suppose, for example, that the government levied a tax on shirt manufacturers of $1 a shirt. Who would pay the $1? That depends. Some manufacturers might decide to pay the tax and simply reduce their profits by $1 a shirt. Others might shift the tax forward to their customers by adding a dollar to the wholesale price of their shirts. Still other manufacturers might shift the tax backward to their suppliers by getting them to sell their cloth or buttons for less. Or, they could ask their employees to take a cut in pay to make up for the $l-per-shirt tax.

How Can Our Tax System Be Improved?

As the decade of the 90's unfolds, discussions about the nation's tax system are likely to become more heated than usual. Although President Bush promised to hold the line on taxes during his successful campaign for the presidency in 1988, there were many, both in and out of government, who felt that some increase in taxes was inevitable. The principal reason for their pessimism was the annual budget deficits that were adding to the $3 trillion national debt. This, coupled with the feeling that income taxes should not be increased, led many to investigate the possibilities of adding to existing taxes or introducing new ones.

One of the most talked about of the recent proposals is the value-added tax (VAT). This tax, which is very popular in Europe, is levied at every stage of production on the value added to materials and supplies. One of the strongest arguments in favor of this tax is that it is much easier to administer than the income tax, and far more difficult to dodge.

Congress made a major effort to improve the nation's tax system by enacting the Tax Reform Act of 1986. The new law reduced most tax rates and simplified the tax rate structure. It also made the system fairer by eliminating the loopholes that had enabled certain taxpayers to "shelter" much of their income from taxes. It remains to be seen, however, what effect the new tax law will have on the size of the federal debt.


Budget Deficit And The National Debt.

The $220 billion deficit in the 1990 budget brought the total amount owed by the federal government to $3.1 trillion. If government estimates of future deficits prove correct, the nation's debt will pass the $3.5 trillion mark in 1991 (see Figure 10-2).

These projections have renewed an economic debate that has been going on for many years. Some economists argue that a properly managed national debt can benefit the economy. Others maintain that the burdens of the nation's debt outweigh any advantages.

The Potential Benefits of Federal Deficits and the National Debt. Those who defend the nation's debt and budget deficits usually make the following points:

· The national debt is not as large as it sounds. To a family on a weekly income of $400, a $20,000 debt represents an entire year's income. Repaying such a loan might be more than they could handle. But to another family, earning say $200,000 a year, a $20,000 debt repaid over a period of years is not likely to be much of a burden. When compared to the nation's productive powers, the national debt has been less of a burden in recent years than it was during the years immediately following World War II (see Table 10-2).

While those who worry about the debt concede that it does not represent as large a percentage of the GNP as it once did, they are nonetheless concerned about its sharp rise over the last 15 years. The need to fight and win World War II, they say, justified spending whatever it took to achieve that goal, and so the national debt soared. But no such crisis exists today, and for that reason Americans should make a more serious effort to live within their means.

The debt figures also include money the government owes itself. There are really two national debts. One is the gross debt which is the total of all the 


By contrast, farmers, numbering in the millions, work in conditions of nearly perfect competition in agriculture. As a result, farmers are not able to control supply and prices. When crop yields are high, farm prices are bound to fall. For that reason the prices received by farmers decline while the prices they pay for their needs go up, remain steady, or drop very little.

Farmers Have Difficulty Controlling Production. Many factors place farmers at a disadvantage, compared with industry, in planning and controlling output. Suppose, for example, that the demand for cotton clothing drops. Textile manufacturers can lay off workers, shut down plants or shift to the manufacture of cloth made of artificial fiber. In this way the supply of cotton cloth will be reduced and its price maintained. For cotton farmers, however, it is a quite different story. With thousands of farmers scattered throughout 10 states, it would be impossible for them to agree to limit production.

Farmers are at the mercy of nature. Once the crop has been planted, there is not much they can do except harvest it when it matures, and take whatever price they can get for it. Weather also poses problems. Sun and rain may have little or nothing to do with the operations of a manufacturing establishment, but they can mean life or death to the farmer.

Farmers' Costs are Mostly Fixed Costs. In many industries a large percentage of total costs is variable. Such costs can be eliminated when things are slow. Factory output, for example, can be reduced and workers laid off to reduce operating expenses. For the farmer, however, it is not unusual to find that nearly all costs are fixed, at least in the short run. Most farm labor is supplied by farmers and their families, so they can save little by laying off workers. Nor can they lay off their cows, hogs or sheep.

The Demand for Farm Products is Relatively Inelastic. The demand for farm products does not change as readily as the demand for many other types of products. Our need for food changes little, whatever our level of income. If our income doubles, we may improve the quality of our food and perhaps eat a little more, but we will not double our total intake. The reverse is also true. If farm prices should fall, the inelasticity of demand would result in less-than-comparable increases in the demand for farm products. This means that the farmer does not share in our increasing national prosperity to the same extent as producers of other goods. In fact, per capita food consumption in America today is exactly what it was in 1925 (about three-fourths of a ton annually).

Farmers Are Often Debtors. Few farmers have enough money of their own to buy a farm; purchase equipment, seeds and fertilizer; hire farmhands and put in a crop. Farmers typically borrow for these things, hoping to pay off the mortgage on the farm in two or more decades and repay the loan for seeds and fertilizer when the crop is harvested and sold.

Crop failure, for whatever reason, can be a source of ruin because those who lend money expect to be repaid, regard-less of the size of the farmer's crop. We 

Another issue involves the question of whether the federal or the state government should administer income redistribution programs.

Meanwhile, there are those who would like to see greater participation by local governments to ensure that poor people everywhere receive the same benefits. Those wanting greater local control over the poverty programs say that conditions differ, and what is needed in a rural area of the Southwest, for example, might be quite different from what is needed in the industrial Northeast.

There are also those who would like to see greater participation in the anti-poverty programs by the private sector and far less by government at any level. One of their principal arguments is that the private sector has a better feel for the kinds of job skills that are needed today than any government agency and is, therefore, in a better position to train people for them.

Farmers And Their Problems.

One of the saddest scenes on the six o'clock news in recent years has been that of rural families whose farms were taken from them because they couldn't pay their debts. In 1985, some 400,000 farmers went into bankruptcy or quit farming because of financial troubles. They did so despite the fact that American farmers are the most efficient in the world, and despite the more than $20 billion spent that year by the federal government to assist them.

There is nothing new about these problems. Farmers have been leaving the land ever since the end of the World War I. In 1920 about 31 million Americans lived on 6.5 million farms. By 1987 this had shrunk to 5 million living on 2 million farms. Despite the shrinkage in the number of farms and farmers, however, the total output of the nation's farms increased!

Economic Sources Of The Farm Problem.

With the number of farmers decreasing, their output constantly increasing, and federal aid to farmers reaching all-time highs, one might wonder why farmers have been having such difficulty. Let's explore the sources of the farm problem and the efforts that have been made to solve it. As we do, look for answers to the following questions:

· What are the economic causes of the farm problem?

· How has the global economy added to the farmers' woes?

· What has the government done to help the farmer?

· Why is government aid to the farmer a controversial issue?

Farmers Sell in Competitive Markets but Buy in Administered Markets. Much American industry is concentrated in the hands of a few large producers. Aircraft, motor vehicles, and farm machinery, for example, are produced by only a few industrial giants. There are so few producers that it is possible for supply and prices in those industries to be controlled and stabilized.

federal government's obligations. But some of these obligations are simply sums owed by the federal government to one of its agencies. If, for example, the Air Force has a million dollars in surplus funds, it might choose to invest the money in treasury notes. The million dollars will be carried on the government's books as an addition to the national debt. But it's rather like money that one member of your family might borrow from another. Payment of the government - held debt does not create a burden on anyone.

The other national debt is publicly held debt. This is the gross debt minus the amount government agencies have invested in government securities. The publicly held debt is a lot less than the gross debt. In fact, it is estimated to be more than $870 billion less in 1991!

Inflation is another reason the national debt is not as large as it looks. As you will learn in Chapter 11, during a period of inflation, the value of the dollar falls. The value of the dollar has declined almost every year since the end of World War П. Because of inflation, the dollars the government uses to repay its debts are worth less than those it borrowed. How much less depends on the inflation rate in a given year.

· Deficits can be used to stimulate the economy. When President Reagan came to office in 1981, he called for a tax cut to help business and the economy. The President reasoned that business would invest the tax savings in ways that would promote productivity and growth. Although the tax cut would add to the deficits in the short run, he said, additional income generated by increased productivity would lead to even greater tax receipts in the long run.

· Government bonds and other securities provide the public with fine investment opportunities. The bonds and notes issued by the federal government when it borrows guarantee the return of principal and interest payments. In this way they offer private institutions and the public a safe place to invest their surplus funds.

The Potential Burden of Federal Deficits and the National Debt. Although the United States has had deficits in all but four years since 1952, they were never greater than during the 1980's. Many economists worry about the problems that could be created by our skyrocketing debt. The reasons for their concern may be summarized as follows:

· Interest payments on the national debt take a large portion of the federal budget every year. Just to pay the interest on the national debt in 1987, 137.5 billion dollars (13.5 percent) of the budget was needed. But the budget deficits that created that debt are scheduled to continue, so that annual interest payments are expected to be $170.1 billion by 1990.

· High deficits can lead to higher interest rates. To cover its deficits the government can either borrow the money it needs or print it. The government must borrow from the same places that business borrows: banks, corporations, foreign lenders and such. The cost of loans (in the form of interest) is subject to the same laws of supply and demand that govern other prices. Since government borrowing adds to the demand for available funds, it tends to increase interest costs. When the government pays its debts by printing money, however, it creates another problem.

· Deficits and inflation. The government may simply print the money it needs to repay its debts. The problem is that this procedure increases the money supply without increasing the amount of goods and services, a practice likely to result in an inflationary spiral. In addition, the higher interest rates that accompany inflation created by the deficit make it more difficult for business to borrow the funds needed to purchase new factories and equipment. This, in turn, results in reduced levels of production, fewer goods and services, and still higher prices.

· Deficits and employment. Employment, too, depends upon interest rates. When, as a result of higher interest rates, business reduces its investment in plant and equipment, fewer jobs are created than if interest rates had been lower.

· Federal deficits and the foreign money markets. Federal deficits have affected the value of the dollar in other countries. When dollars are in demand, it takes more French francs, German marks or Japanese yen to buy a dollar. Between 1980 and 1985 federal deficits pushed interest rates so high that many foreigners decided to invest in American securities. To do so, they had to exchange their currencies for dollars, making our dollars more expensive in terms of their currencies. That meant foreign goods were less expensive, but American goods became more expensive in other countries. As a result, American imports increased and exports declined by some 14 percent between 1981 and 1983. It also cost a number of Americans their jobs. A Department of Commerce study estimated that some 1.3 million jobs were lost in the 1981-82 period because of lost U.S. sales abroad. (See Chapter В for a further discussion of this subject.)

To reverse this trend, the United States Government took steps to lower the value of the dollar. Between 1985 and 1987 the dollar returned to 1981 levels. This rapid decline, however, raised new concerns about rising prices and inflation. In an effort to stabilize the dollar, Treasury Secretary James Baker called for cooperation among the leading economic powers, and the finance ministers of Great Britain, France, Germany and Japan agreed to work with the United States in this effort.


both government and industry have sponsored programs designed to teach poor people marketable skills. One such program was created by the Job Training Partnership Act of 1982. JTPA provides states with funds to establish job-training programs in cooperation with private sector employers.

Other programs are designed to improve the education of the children of poor families. Two of the best known of these are Sesame Street and The Electric Company. These TV programs were developed with federal funds and are seen on public television around the country.

Federal and state laws have been enacted to remove discrimination as a cause of poverty. It is now unlawful for an employer, labor union, or employment agency to discriminate against a worker because of race, religion, sex, age, or national origin.

Programs to Reduce Poverty by Redistributing Income. The largest income redistribution effort is the Social Security program, which provides retirement benefits for the elderly and the families of dead or disabled workers. Under Social Security's Medicare program, retired workers also receive health and hospital care. Unemployment insurance pays benefits to workers who lose their jobs through no fault of their own. The cost of the program is shared by employers, who are required to pay a tax on their payrolls, and the federal and state governments.

Public assistance, or "welfare" programs as they are more commonly called, help the needy who are not eligible for assistance under other Social Security or unemployment programs. The most important of these are the Aid to Families with Dependent Children (AFDC), Medicaid, Food Stamps, and Supplemental Security Income (SSI) programs.

· Aid to families with Dependent Children provides cash assistance to needy families. Although most of the cost is paid by the federal government, it is administered by the states.

· Medicaid pays health and hospital benefits for persons who are not covered by Medicare. The cost of the Medicaid program is shared by the federal and state governments.

· Food Stamps are coupons that can be exchanged for food at local markets.

· SSI provides financial assistance to elderly, disabled and blind persons who are not eligible for benefits under other parts of the Social Security program.

Experts Disagree About How to Reduce Poverty in the United States. Although nobody is in favor of poverty, there is substantial disagreement about how to eliminate it.

One source of disagreement is government's definition of poverty. Critics say that it overstates the number of the poor because it fails to consider the value of the benefits they receive from the government. If these were included in total family income, they claim, far fewer people would be counted as poor.

incentives. The thinking here is that if businesses with job opportunities could be induced to locate in a blighted area, many of the area's problems would be greatly relieved.

Poverty In America.

Poverty is a relative thing. For example, would you say that a family that had no running water, central heating, or electricity was poor? Those were the conditions under which kings lived during the Middle Ages. No one at the time would have described them as "poor," but anyone living in the United States under those conditions today would be described that way.

The point is that the United States is a very wealthy country-so wealthy, in fact, that even its poor may seem to be well off when compared to the people of other lands, where poverty often means disease or death from malnutrition.

Nevertheless, there are those among us who would not have enough to eat were it not for the assistance made available by outside agencies. There are families who live in inadequate and substandard housing. There are even people who live in the streets because they have no housing at all. In other words, there are poor Americans, and according to government statistics there are large numbers of them.

Definitions of poverty are based upon family income. Government statisticians calculate how much it would take to provide a family with "essential food" and multiply that figure by three.

The result is the "poverty threshold," and families with incomes falling below that line are considered to be poor.

Who Are The Poor?

Nearly 13 percent, or about one person in eight, were living in poverty in the United States in 1989. Although the largest number of these people were white, there was a far higher percentage of poverty among blacks and those of Spanish origin.

Programs to Reduce Poverty. Most economists agree that the best and most effective ways to reduce poverty are to increase the output of goods and services and to improve the education of poor people. Increasing the availability of goods and services would improve living standards for the poor without reducing the living standards of others. Education would make it easier for poor people to earn their way out of poverty.

Other efforts specifically aimed at improving the lot of the poor fall into two categories: those that seek to remove poverty's causes, and those that redistribute income from people with higher incomes to those with lower incomes.

Programs to Remove the Causes of Poverty. One of the causes of poverty is that poor people lack the skills required for high-paying jobs. For this reason 
Proposals To Reduce The Deficit.

The question of how to reduce the deficit and the national debt has become one of the nation's hottest political issues. Of course, everyone knows that these goals could be achieved by increasing taxes and/or reducing spending. But most elected officials regard tax increases as political poison and rarely lend their names to that alternative. Candidates for public office also find it difficult to favor reductions in spending, particularly if his or her constituents (voters) benefit from the program.

But the problem of the deficit and the national debt will not go away by itself, and for that reason Congress did enact one law and has considered several other proposals that would take some of the political heat out of deficit reduction. Among the more important of these are the following:

· The Gramm/Rudman/Hollings Act of 1985. The balanced budget and Deficit Control Act of 1985, and amended in 1987, (more commonly known as Gramm-Rudman-Hollings, or Gramm-Rudman) calls for a balanced budget by 1993. 

Along the way, the act sets a schedule of maximum federal deficits ("deficit targets") for each year. If Congress exceeds the target deficits by $10 billion or more, a series of across-the-board reductions in spending are automatically "triggered." Almost all spending programs, with the exception of interest on the debt, Social Security, and certain other welfare programs would be subject to reduction.

· The balanced-budget amendment. Some people in government have suggested that the budget could be brought into balance with a constitutional amendment. The balanced-budget amendment they propose would require that budgets approved by Congress provide for total outlays that are "no greater than total receipts."

Those who support Gramm-Rudman and the balanced-budget amendment argue that they will force Congress to play fair with the public by either increasing taxes to pay for services, or reducing services. In that way, they feel, the public will understand that there "is no such thing as a free lunch." In other words, the public will understand that someone has to pay for every program, and that "someone" must either be today's generation, with balanced budgets, or future generations, through deficit spending.

Those opposed to Gramm-Rudman and the balanced-budget amendment argue that budgets are based in part on forecasts of future income. But if the forecast is wrong and government receipts are less than predicted, would Congress have to be punished for failing to balance a budget in accordance with the law? In addition there are times when budget deficits can be used to bring the economy out of a recession. In those circumstances it would be wrong to tie Congress' hands with a constitutional amendment or Gramm-Rudman.

It would seem, therefore, that the issue turns on how much confidence one has in Congress. Some argue that Congress, as the democratically elected representatives of the people, has the authority and ability to look after the nation's fiscal affairs. They say that there is no need for either Gramm-Rudman or a balanced-budget amendment. Others argue that Congress lacks whatever it takes to prepare the nation's budget and want to relieve them of that responsibility through those or similar measures.

· The line-item veto. President Reagan was a strong supporter of the Presidential line-item veto as a means of reducing the deficit. Typically, bills that provide for federal spending cover many different programs. These are submitted to the President for his signature or veto. The problem that many Presidents have complained of is that the appropriation bills are presented on an all-or-nothing basis. The line-item veto allows a President to veto individual items in an appropriations bill, while approving the rest.

Supporters of the line-item veto see it as a way of eliminating wasteful spending. Those who oppose say that it will take a fundamental power away from the Congress (the power to spend) and give it to the President. This, they argue, will weaken the constitutional provision for checks and balances.


the occupancy rate and their profits. As a result, in many instances the poor were paying higher rents (on the basis of floor space) than the middle class.

· Externalities, housing and other urban problems. We discussed earlier that one weakness of the market system is that it fails to account for the side effects of some economic activities. While certain of these side effects may be beneficial (as when a new office building includes an atrium or plaza that can be enjoyed by the public), others may be harmful (as the loss of urban housing when apartments are torn down to build the office). The problem is that the costs of harmful externalities, such as finding new places to live, must often be paid by those who did not create them and are least able to afford them.

Externalities have contributed to the deterioration of the central cities. For example, many landlords have found it more profitable to abandon their buildings and use the loss as a tax write-off than to maintain them. But the presence of abandoned buildings in the middle of the poorest neighborhoods becomes an attraction to drug addicts, criminals and vandals.

As the number of abandoned and often burned-out buildings increases, those who can afford to do so leave the area, additional landlords abandon their buildings, the crime rate increases, and the externalities increase their harmful toll.

What Can Be Done?

Proposals to help the cities have been a subject of spirited debate for many years. Generally, they have fallen into three categories.

Regional Planning Proposals. Urban communities built around central cities and their suburbs are really integrated economic units. But the problems faced by these communities often defy solution because so many local governments are involved. For this reason there are those who favor the creation of regional "super governments" that would have the power to coordinate many economic activities for the whole urban community.

Federal Aid Proposals. Some economists and urban planners feel more direct federal involvement in programs designed to solve the problems of the cities is needed. Under direct federal aid programs the government dictates how the funds are to be spent. Others feel that the states and local communities have a better sense of what is needed in their local communities. Therefore, they favor block grants of federal funds. "Block grants" are lump sums that can be spent for a general purpose, in any way that the community receiving them thinks appropriate.

Urban Enterprise Zone Proposals. These proposals call for the cooperative efforts of government and the business community to solve the problems of the cities. An area designated an urban enterprise zone would receive certain tax 

technological revolution mat increased farm productivity. The old cities also attracted, as they always had, the newest immigrants to America.

One result of these population changes was that those groups best able to pay city taxes (the business community and the middle class) were leaving, while those least able (former agricultural workers and immigrants) were moving in.

The cities were facing a two-fold problem:

· The value of their tax base (the property and people upon whom they could levy taxes) was shrinking; while

· Those who were moving in needed more help in the way of housing, health care, human services and financial support.

Many of those who moved to the suburbs continued to earn their living in the city. Each morning, the roads, trains and buses are filled to capacity as millions of commuters make their way from the suburbs to the city. There they earn their livelihoods until five o'clock, when the mass exodus takes the commuters home.

The influx of commuters puts additional burdens on the cities, which must provide a variety of services, such as police, fire, sanitation and hospitals. In many instances, however, the commuters pay little or nothing toward the support of the cities because their taxes go to their local communities.

The Problems of Urban Finance. City funds come from local taxes and other money provided by the state and federal government. For that reason the mayors of many of the large cities have to make periodic pilgrimages to their state capitals and Washington in search of funds.

The revenue most cities can raise through taxes is quite limited. Those families best able to afford taxes can avoid paying them to the cities by moving to the suburbs, and businesses can also relocate.

Cities, therefore, often try to adjust their taxes to differing elasticities of supply and demand. That is, they set high tax rates on those businesses that cannot easily relocate, and tax those that can at very low rates. For example, to attract new business a city may offer tax exemptions to firms that move to its area. These exemptions often extend for a period of five years or more. Meanwhile, older, established businesses are expected to continue to pay the prevailing tax rates.

The Problem of Housing in the Cities. Since the end of World War II, housing for the poor in the cities has deteriorated. Although most reasons for this deterioration are beyond the scope of this book, a number of them are directly related to economics.

· Supply, demand and the housing shortage. Movement of the rural poor into the cities increased the need for housing but did nothing to increase the available supply. Consequently, the price of housing for the poor increased. But because they were poor, most families could not afford the higher rents. Therefore, landlords subdivided their apartments, increasing 

	SUMMARY:

The economic role of government (local, state, and federal) has grown dramatically in recent years. Federal participation in the economy has outpaced the other two, so that now federal spending is about twice that of the state and local governments combined.

There are two principal reasons for the growth of government. One is the enormous expense involved in meeting the nation's past, present and future defense needs. The second is the public demand for more and better services.

The principal items of expense to the federal government can be classified as direct payments to individuals, national defense and interest on the national debt. The single largest item of expense to the states and localities is education.

Taxes provide the principal source of income to all levels of government. Income taxes are the principal source of federal tax income. State and local governments rely on sales, income and property taxes as their principal sources of revenue.

In evaluating taxes it is customary to focus on the following questions:

· Who ought to pay taxes?

· What types of taxes should be levied?

· Who will actually pay the tax?
When government receipts equal expenditures, the budget is balanced. When receipts exceed expenditures, the difference represents a surplus; and when they are less than expenditures, the difference is a deficit. Federal deficits have pushed the total national debt to record levels. Whether these deficits will prove to be helpful or harmful to the nation's economic health has been a matter of sharp controversy.


Chapter 11

MONEY AND FINANCIAL INSTITUTIONS.

_______________________________________________________________

Overview:

As you read this chapter look for answers to the following questions:

· What is money?

· What kinds of money are in use in the United States?

· Why does the value of money change?

· Why is inflation a matter of concern to us all?

· What services are provided by banks and other financial institutions?

· How do banks "create" money?

· What role does the Federal Reserve System play in the economy?

_______________________________________________________________

When the English colonists first settled in the New World they brought little of the money they had used at home, which they called pounds, shillings and pence. It didn't really matter, tough, because the Indians they traded with were not interested in British money. The native Americans were unwilling to exchange food for small pieces of paper and metal. They would, however, trade fish, furs and other essentials through barter. Barter is the exchange of one good or service for another. For example, a hungry Puritan family with some English cloth might have been able to trade it for fish with one of the native Americans. Of course, they would have had to find one with fish who also had a desire for cloth.

Money.

The earliest form of trade was by barter. But barter has many drawbacks. Before the Puritan family could plan their fish dinner, they had to find someone willing to accept cloth in payment for fish. And suppose one wanted to swap a cow for fish. How does one make change out of a cow? The many problems associated with barter led the Massachusetts colonists to turn to wampum. Wampum, a form of money among native Americans in Massachusetts in the 1640's, consisted of certain black or white shells. (Black shells were worth twice as much AS the white ones.) Both colonists and Indians would cheerfully accept wampum in payment for anything they had to sell n those days. Wampum became the medium of exchange in :his early colonial period. Those who had to have English money could purchase it at the rate of six white shells to the penny. Wampum served as money to those early settlers, and money represented a vast improvement over barter.

What is Money? Money can be anything, we repeat, anything, hat is generally accepted in payment for goods and services. From the earliest times precious 




· Low transportation costs. Until the 1950's the principal form of transportation within the United States was the railroad. Business developed close to railroad terminals to reduce transportation costs and speed shipments. Meanwhile, the concentration of firms within the relatively small area of a city further reduced travel time among firms and made it convenient for those living in cities to commute to work.

· Better communication facilities. For many years the telegraph and then the telephone were the principal means of communication over long distances. These facilities were always better in cities than they were elsewhere. Locally, too, cities offered ease of communication between firms and their suppliers, customers, and banking services.

· Better services. Hospitals, theaters, schools, department stores, and the like are costly to build and maintain. Consequently, the best will be found where there are large numbers of customers for these services.

But technological change brought each of these advantages to an end:

· The automobile and truck. By replacing the railroad as the principal form of transportation, the automobile and truck eliminated a major advantage of the central city over the outlying suburbs. Business firms were no longer locked into fixed tracks and railroad timetables. In fact, trucking could operate more efficiently outside the cities where traffic was lighter and parking was not a problem. This change, coupled with the completion of the interstate highway system in the 1960's, removed most of the advantages of being located near a railroad terminal.

· New production methods. Modern technology favors production and assembly of goods on a single floor. Because of the high cost of land, city factories and offices were typically located in multistoried buildings. Suburban land, however, was far less expensive than that in the central cities. This made it economically feasible to build the more efficient one-story factories that now dot the suburban landscape.

· Improvements in communications. Improved telephone service, along with developments in computer technology and other electronic facilities, eliminated the advantages that the cities once offered in electronic communications.

· Personal services. Hospitals, theaters, shopping centers, and recreational facilities, which were once found exclusively in the cities, have followed the movement of the people to the suburbs. Automobiles and the construction of high-speed freeways enabled people from distant communities to support these personal services.

Suburban Flight and Urban Blight. When businesses moved to the suburbs, so did large numbers of middle- and upper-income families. Their places in the cities were taken by former agricultural workers who had lost their jobs to the 

Chapter 14

SOME CURRENT ECONOMIC PROBLEMS.

_______________________________________________________________

Overview:

As you read this chapter look for answers to the following questions:

· What economic problems are faced by America's cities and urban centers?

· What kinds of efforts have been made to solve the urban economic problems?

· What efforts have been made to reduce or eliminate the problem of poverty?

· What is meant by "the farm problem"?

· What are the advantages and disadvantages of economic growth?

· How should trade and budget deficits be dealt with?

_______________________________________________________________

Now that you have studied about the economic principles and the social and political institutions that shape our American economic system and the world economy, you should be ready to consider some of the important economic problems facing our nation today. In Chapter 1 we noted that economics deals with the world that is and the world that ought to be. While it is not our purpose to describe all the economic problems facing society today, we did choose five of the more pressing ones for discussion. These are the problems of the cities, poverty, farm policy, economic growth, and the trade and budget deficits.

As you read about each of these issues see if you can:

· State the problem;

· List alternative solutions; and 

· Discuss the costs and benefits of each solution.

Urban Problems.

America's Shifting Population. If you lived in the United States before World War I (1914-1918), you would probably have lived on a farm or in a rural community. A rural community is defined as one with fewer than 2,500 residents that is not near any urban community.

Today about three-quarters of our population lives in urban communities. The Census Bureau defines an urban community as one with 50,000 or more people living in a central city and its surrounding suburbs.

Increasing industrialization of the United States in the years following World War I favored the growth of cities. Some of the more important advantages offered by the cities at that time were: 

 
metals, such as gold and silver, along with copper, have been the most popular forms of money. But they were not the only forms. As you read through history, you will discover societies that favored things such as tobacco, fish hooks, shells and, of course, various forms of paper for their money.

Although anything can serve as money, as a practical matter the material should possess the following qualities:

· Stability. The value of money should be more or less the same today as tomorrow. In societies where the value of money fluctuates (goes up and down) people will hoard it in the hope that its value will increase, or spend it immediately thinking it will be worth less tomorrow. Either action could be harmful to the economy.

· Portability. Modern money has to be small enough and light enough for people to carry. Bowling balls would not be a practical form of money.

· Durability. The material chosen has to have a reasonable life expectancy. For that reason most countries use a very high quality paper for their money.

· Uniformity. Equal denominations of money should have the same value. It's easy to see that if some quarters or dollar bills were worth more than others, things could be pretty confusing.

· Divisibility. One of the principal advantages of money over barter is its ability to be divided into parts. In other words, while making change for a dollar is easy, making change for a chicken is more difficult.

· Recognizability. Money should be easily recognized for what it is and hard to copy. The quality of the paper and the engravings make paper money extremely difficult to counterfeit.

We can also define money by what it does, which is to provide:

· A medium of exchange, 

· A measure of value,

· A store of value.

A Medium of Exchange. The principal difference between a barter economy and a money economy is that in a barter economy you must find someone who has what you want and wants what you have. In a money economy people can sell what they have to anyone and use the money to buy what they want. Money, therefore, is the medium that enables exchanges to be made easily.

A Measure of Value. Money enables us to state the price of something in terms that everyone can understand. We can say the eggs we have for sale are worth 85 cents a dozen. This is far simpler than having to figure out how much milk or meat or clothing we would expect in payment for a dozen eggs.

Store of Value. Money enables us to use the value of something that we sell today to make a purchase sometime in the future. For example, our egg seller could put the money from the day's sale toward a college education sometime in the future. You can imagine the difficulties if that person tried to save one or two years' worth of eggs toward a college education.

Table 11-1 tells us what kinds of money are in circulation in this country. As we explain each of the entries, we believe you will find the table holds a few surprises.

You will notice, for example, that the totals represent averages calculated in December 1990. The reason for this is that the amount of money in circulation is constantly changing. It is not a fixed amount, as many people believe. Therefore, had the averages been calculated on May 30 or June 1, they would have differed slightly from these amounts.

Currency. The money you are most familiar with, currency, consists of the paper money and coins that you use almost daily. There was a daily average of $246 billion in currency in circulation as of December 1990. Currency is legal tender. This means the law requires that it be accepted in payment of a debt.

Demand Deposits. The largest single component of the money supply is listed under the heading demand deposits. Demand deposits are checking accounts held by commercial banks. They are called "demand deposits" because they are available "on demand" simply by writing a check. Commercial banks, which are used by both business and the general public, do most of the nation's banking business. We will learn more about them later in the chapter. But why are checking accounts listed as a component of the "money supply"?

The answer takes us back to our definition of money, which, you recall, was anything that is generally accepted in payment for goods and services. Since checks are generally accepted (they are virtually the only form of payment used by business), they are a form of money.

The value of checks an individual or firm can write depends on the amount of money on deposit in the checking account of that individual or firm. Thus, the total amount of checkbook money available at any point in time is equal to the total of all demand deposits.

Other Checkable Deposits. A checkable deposit is one that enables the depositor to make withdrawals and payments by check. Most savings banks, savings and loan associations, and credit unions offer check-writing privileges with some of their accounts (see Chapter 4). These comprise the second largest component of the money supply.


Recently the federal government moved to reverse the appreciation of the dollar. While the techniques used to achieve that goal are beyond the scope of this text, the results of the effort are illustrated in Table 13-2. As you can see, the dollar depreciated substantially with respect to the currencies of Austria, France, West Germany and Switzerland between 1984 and 1989.

Thus we see that events affecting the American economy have a direct effect on the behavior of people around the globe. But this ought not to be surprising, for as we have already noted, all nations today are part of a global economy.

	Summary:

Trade among nations takes place for the same reasons that it does within a nation: to obtain goods and services that a region could not produce itself, or to obtain them at a lower cost than they could be produced for at home. This is explained by the principle of comparative advantage, which states that as long as the opportunity costs to produce items differ between two nations, both will profit by specializing in those things that they produce most efficiently and exchanging their surpluses.

Despite the advantage of international trade, most nations have erected artificial barriers to that trade. These barriers are usually in the form of tariffs or quotas.

Imports must be paid for in a currency that is acceptable to the seller. In order to facilitate these transactions, there is a market for the currencies of all trading nations. The selling price of one nation's currency in terms of the currencies of other nations is known as its "exchange rate." Exchange rates fluctuate in accordance with the laws of supply and demand.

When the value of a nation's currency is decreasing in terms of other currencies, its exports are likely to increase because they will be less expensive to people in foreign countries. Imports, in these circumstances, are likely to decrease because foreign goods will become more expensive. When a nation's currency is appreciating in terms of other currencies, the opposite is likely to occur.

The balance of payments summarizes the transactions that have taken place in international trade over a given period of time, usually one year. Economists look to the balance of payments for clues to future trends in the value of a nation's currency and other consequences of its foreign trade.


corporation, or a cash gift to Uncle Louis in Liberia are examples of transactions that would result in a flow of funds out of our country. Similarly, exporting goods, investment by foreigners in American corporations or a cash gift to you from your Aunt Matilda in Morocco would result in a flow of funds into the country.

At the end of each year more funds will have flowed into this country from abroad than flowed out, or vice versa. It is at this point that the "balance" is put into the balance of payments. If foreigners have spent more dollars in the United States than we have spent abroad, the Federal Reserve System can make up the difference by exchanging its dollars for foreign currencies. In this way, the Fed is able to help stabilize the value of the dollar.

If, on the other hand, Americans have spent more dollars abroad than we received, the Fed will make up the difference by exchanging foreign currencies in its accounts for the excess dollars in foreign bank accounts.

Balance Of Payments Problems.

Over the last 10 years the United States has been troubled by a persistent deficit in its balance of payments. By this we mean that more dollars have been spent by Americans to pay for foreign goods and services than have been spent by foreigners to purchase American products.

When more dollars flow out of the country than flow back in, foreigners are left holding the difference. Those holding the dollars can do two things with them: exchange them for other currencies or hold on to them. As long as foreigners are willing to hold American dollars, things remain stable. Exchanging dollars for other currencies, however, puts pressure on our economy to make that currency available to them. The effect of such pressure, as we have seen, is to depreciate the value of the dollar and increase the cost of foreign goods and services to Americans.

Prior to 1986 the most serious balance of payments problem was caused by the appreciation of the dollar. Foreigners were eager to acquire and hold dollars despite the fact that Americans imported far more goods and services from other countries than they exported. There were two main reasons for their willing-ness to do so.

One was the confidence that people around the world had in the United States. Many of those living in other countries believed the dollar was a safer currency than their own. Consequently, they exchanged their currencies for dollars whenever they could.

The second reason, closely related to the first, was the high U.S. interest rates in recent years compared to those in other countries. To profit from those high interest rates, foreign investors deposited dollars in American banks and securities. Thus, owning dollars was doubly attractive to foreigners: It was the world's safest currency and paid a handsome return on investments.

Travelers' Checks. Travelers' checks are checks sold in a variety of denominations by banks and travel agencies. Buyers pay the face amount of the check plus a small fee for the service.

Travelers' checks owe their popularity to the fact that, unlike cash, they can be replaced if they are lost or stolen.

The $8 billion in travelers' checks is the smallest component of the money supply.

Where Does Paper Money

And Coin Come From?

Virtually all of our nation's currency is in the form of coins or Federal Reserve notes. Coins are produced by the United States Mint in Philadelphia, Denver, and San Francisco. Approximately nine percent of all currency in circulation in the United States is in the form of coins. Almost all of the paper money used in this country consists of Federal Reserve notes. These are printed by the Treasury's Bureau of Engraving and Printing in Washington, D.C. Federal Reserve notes range from $1 to $100. Bills of larger denominations are no longer issued.

The only other form of paper currency is the United States Treasury note which is issued only in $100 denominations. Unlike the Federal Reserve notes, which bear a green seal on the right side of the face of the bills, these carry a red seal. United States Treasury notes account for only one percent of all paper currency in this country.

But how does currency find its way from the printing presses and the mints into your pocket?

The 12 Federal Reserve banks order currency and coins from the Treasury, just as a supermarket orders different breakfast cereals to meet customers' needs. If your neighborhood bank doesn't have enough cash on hand, or is short of certain denominations, such as $10 and $20 bills, it orders what it needs from its account at the Reserve bank, just as someone might cash a check at the neighborhood bank to get currency.

One of the more important features of this system is that it provides the economy with an elastic currency. That is, its supply automatically expands and contracts with the needs of business.

In November and December, for example, banks need lots of currency because people are cashing checks to go Christmas shopping. After the holidays, stores deposit the currency in their bank accounts, thereby reducing the amount in circulation.

The Value Of Money Can Change.

Did you ever have a conversation with older adults that went something like:

"When I was your age money could buy a lot more than it can these days. Hot dogs, candy bars, soft drinks all cost a nickel. Seems like you can't buy anything for a nickel anymore. As for quarters. . . . Why, you could see a movie or buy a loaf of bread for a quarter back then."

"I guess that's why they call them "the good old days"."

"That's right. That's just what they were: 'the good old days'."

In fact, the dollar was worth more "back in the good old days," and prices were a lot lower than they are today.

Economists use the terms purchasing power, or value, to describe the quantity and quality of goods and services we can buy with our money. When prices increase, our money cannot buy as much. Its purchasing power declines. When prices fall, the opposite occurs. Or, to put it another way, when prices rise, the value of money falls; when prices fall, its value rises.

An extended period of rising prices is called inflation. One in which prices are falling is called deflation. The value of the dollar decreases during periods of inflation, and increases during periods of deflation.

The purchasing power of the dollar has been shrinking during most of our century. This is illustrated in Table 11-2. As you can see, inflation has been present in seven of the first nine decades. You can also see that despite the general shrinkage in the value of the dollar, there were two decades of deflation in which its buying power increased.

What Are The Causes Of Inflation?

Demand-Pull Inflation. A situation in which there is "too much money chasing too few goods" is often described as demand-pull inflation. When demand increases faster than industry's ability to satisfy that demand, prices will increase. During the Vietnam War, for example, government spending for military goods served to increase the purchasing power of many Americans since it was not accompanied by a tax increase. Meanwhile, factories that might have been producing consumer goods turned to the production of goods for use in the war. The result was an increase in the demand for goods and services at the very time that industry's ability to satisfy that demand was being redirected. Since it was not possible to increase output to satisfy demand, prices rose.

Cost-Push Inflation. A period of rising prices due to an increase in the cost of production is called cost-push inflation. When, for example, labor unions win 


Austrian goods and services, the decreasing demand for the Austrian schilling will reduce the price of that currency.

The supply of foreign exchange increases and decreases as the citizens of a country use their currency to purchase currencies of the countries from which they wish to make purchases. For example, French importers seeking to buy U.S. goods will have to sell their francs in the foreign exchange markets to buy the dollars needed for the U.S. goods.

If, as a result of France's increased imports, the supply of francs in the foreign exchange markets is increased, the franc will tend to depreciate in value. When the opposite happens and the supply of French money in the markets declines, the franc will appreciate in value.

Exchange Rates Affect Us All. When the dollar appreciates against foreign currencies, U.S. importers, tourists, and anyone else in need of foreign currency will be able to buy more of it with their dollars. Consumers in this country will find that foreign-made goods are cheaper than they once were. U.S. exports, however, are likely to fall because the appreciation of the dollar against other currencies will make American goods more expensive to foreigners.

When the dollar depreciates against foreign currencies, just the opposite is likely to happen. Exports of U.S. goods will increase because foreigners will be able to buy more dollars with their currencies. At the same time, foreign-made imports will become more costly, and people in the United States will buy fewer of them.

The U.S. Balance Of Payments.

The flow of trade between the United States and the rest of the world has a direct effect on us all. For that reason economists keep very close tabs on international trade. To do so they have developed a number of tools to track the global economy. You will frequently hear or see stories in the news about two of these tools: the balance of trade and the balance of payments. The balance of trade is the difference between the value of a nation's imports and exports. When a nation exports more goods than it imports, it has a positive balance of trade. In recent years the United States has imported more goods than it exported and has a negative balance of trade. The balance of trade is part of a much more complicated accounting tool called the balance of payments that includes exchanges of merchandise plus transactions involving services, international loans, interest, dividends and gold reserves. Just as business firms summarize the results of their operations in profit-and-loss statements, economists summarize the flow of international transactions in the balance of payments.

International transactions result in the flow of U.S.-held foreign currencies or dollars in and out of the country. Importing goods, investment in a foreign 

By 1971 so many dollars were held by foreigners that it was no longer possible for the United States to guarantee to redeem them in gold. At that point President Nixon announced that the dollar was no longer "convertible" into gold, and that its value would be determined by the laws of supply and demand. What the President had in mind was a system in which exchange rates would be determined in foreign exchange markets. A foreign exchange market is simply a place where foreign currencies are bought and sold.

If, for example, you were to take a trip to Mexico, you might choose to exchange some of your dollars for pesos at your local bank, or a currency exchange at the airport. Both those facilities are part of the foreign exchange market.

Following the United States' lead, most nations around the globe abandoned the old system in favor of what came to be called "flexible exchange rates." That is, they allowed the value of their currencies to be determined by the laws of supply and demand in foreign exchange markets rather than government agencies.

Why Do Exchange Rates Change?

As indicated by Table 13-2, exchange rates are flexible over time. Thus, the Mexican peso depreciated against the dollar. In 1975 a peso was worth 8 cents; in 1991 it was worth .03 cents. To put it another way, in 1975 one dollar would buy 12.5 pesos; in 1991 one dollar bought 3,333 pesos. By contrast, the Swiss franc appreciated against the dollar, rising from a value of 23 cent in 1965 to 69 cents in 1991.

The reason currencies fluctuate in value has to do with the laws of supply and demand. The demand for a nation's currency is usually a result of the demand for its goods and services. If people in the United States are buying an increasing number of goods and services from Canada, they will need additional Canadian dollars. This will tend to push up the price of the Canadian currency. Similarly, if people in the United States want fewer 
wage increases greater than the workers' increases in productivity, management may choose to raise prices to maintain profits. With prices going up, other unions and workers might demand wage increases to keep up with the increased cost of living, and so on, and so on, in an inflationary spiral. Similarly, efforts by producers to increase profits by increasing prices rather than by reducing costs could also trigger an inflationary spiral.

Although "demand-pull" and "cost-push" explain how certain rounds of inflation begin, there are other factors to consider. Sometimes, for example, sudden unexpected shortages of a basic commodity can cause price increases. This happened in 1974 and 1980 when OPEC oil boycotts ran the price of petroleum up to record levels, creating severe cost-push inflation.

Who Suffers Or Benefits From Inflation?

Inflation affects people differently: some suffer, while others benefit.

· People living on relatively fixed incomes. During periods of inflation the cost of living increases. There-fore it is necessary to earn more just to maintain your present living standard. How much of an increase is necessary? At least as much as the rate of inflation - the increase in the cost of living. In other words, if the cost of living increased by 10 percent in 1991, a person with a $20,000-a-year income in 1990 would have to earn $22,000 ($20,000 + 10 percent) in 1991 just to stay even. Certain groups, such as those living on fixed retirement pensions, cannot increase their incomes enough to offset the effects of inflation. When this happens their standard of living will decline. To protect people on fixed incomes, Social Security benefits are adjusted for the effects of inflation.

· Savers. Some people put their money into savings accounts or bonds that guarantee a fixed rate of return (usually called "interest"). Unless the rate of return is at least as high as the inflation rate, the money returned to a saver will purchase less than the sum he or she set aside.

· Lenders. Those who lend money are in the same position as those who save. If during the term of a loan inflation increases, the money returned when the loan comes due will be worth less than the original loan, unless the interest rate on the loan was greater than the rate of inflation.

· Business. Business is hurt by inflation because it causes uncertainty and makes it hard for managers to predict future costs. It also raises production costs.

Those Who Benefit from Inflation. Those who can easily increase their incomes, borrowers and government can benefit from inflation. Here are some reasons why.

· Those who can easily increase their incomes. Certain professions, industries and labor groups find it easier to increase prices and wages during periods of inflation than at other times. If the increases are greater than the inflation rate, those people will be better off than before the run-up in prices. A case in point is the retail jewelry trade. During periods of inflation the price of jewelry has generally increased faster than the cost of living. The result has been higher profit margins for jewelers during these periods.

· Borrowers. Those who borrow during a period of inflation will be returning money that is worth less at the end of the loan period than it was at the beginning. If the interest charged on the loan is less than the inflation rate, those who borrowed will benefit from the difference.

· Government. The federal government and certain state governments collect graduated income taxes. This means the tax rate increases as one's income increases. During inflation, people tend to earn higher incomes, putting more taxpayers into higher tax brackets. In this way people with a 10 percent increase in income may find their taxes increase an additional 12 or 15 percent. This is called bracket creep. For this reason government can benefit from inflation.

Financial Institutions.

Most individuals and firms need the banking services offered by commercial banks and thrift institutions. Federal law defines a bank as a "financial institution that accepts demand deposits and makes commercial loans." For that reason, bankers, economists and other professionals refer to savings and loan associations, mutual savings banks and credit unions as thrift institutions or "thrifts." They use the term "banks" only when they are referring to commercial banks.

The general public is rarely that precise. Most people today say "bank" when they are speaking of any financial institution that accepts deposits and makes loans.

Financial Institutions Accept and Hold Deposits. A main function of banks and thrifts is to act as "financial middlemen." They do this by channeling money from depositors to investors, from those wishing to save money for future use to those wanting to spend it now. Deposits can be in the form of savings accounts or checking accounts.

People deposit their savings in banks and thrifts because they know their money will be returned to them when they want it. They know this because in addition to the physical protection against fire and theft, banks and thrifts also offer deposit insurance. Deposit insurance guarantees all savings accounts up to a principal value of $100,000.

Financial Institutions Make Loans. We have seen that financial institutions act as "middlemen" by accepting deposits and making loans. In this they perform a function vital to the economy. Business loans enable firms to meet current bills and finance expansion. Consumer loans enable individuals and 


At the present time no tariffs exist between Common Market nations, but the goods of nonmember nations are subject to a tariff. The EC, however, is not a United States of Europe. Unlike trade between North Carolina and Idaho, trade between member nations of the European Community is slowed by customs inspections as well as differences in sales taxes, health and safety regulations, environmental standards and banking practices.

European Community Plans 

For A Single Market In 1992.

In 1986, the 12 nations of the European Community agreed to eliminate all barriers to the movement of goods, services, people and capital by the year 1992. They call the event Europe 1992. If the goals of Europe 1992 are achieved, trade with the European Community will be much like that with a large foreign power.

The impact of Europe 1992 on American business has been one of hope and fear. Hope arises because the event will create a single market of 320 million potential customers. This represents an enormous market for U.S. goods and investment, assuming of course that the European Community keeps its doors open to foreign trade.

Fear of Europe 1992 arises out of the thought that the EC might try to capitalize on its new strength by eliminating foreign competition. It remains to be seen which vision of Europe 1992 will materialize: one of expanding global trade, or a return to protectionism.

Financing International Trade.

Just about every nation has its own form of money. Sellers in each country expect to be paid in their own currency for the goods they sell to other countries. As a result, exporters and importers must be able to exchange currencies easily and efficiently.

Exchange Rates and the Foreign Exchange Market. Foreign currencies (or foreign exchange as they are called) are bought and sold by currency dealers and banks around the country. Collectively, these bankers and currency dealers make up the foreign exchange market.

Exchange rates were not always determined in this manner. From 1944 until the 1970's most nations operated under a system affixed exchange rates. That is, they agreed to exchange their currency for any other foreign currency at an established rate. In most instances, the fixed rate of exchange was expressed in terms of dollars. In other words, the French would exchange their francs at the rate of five to the dollar; the Swiss at the rate of four, and so on. For its part, the United States government agreed to exchange dollars for foreign currencies or gold at a fixed rate of exchange.

GNP=C + I + G + NX

 

The Argument In Favor Of Free Trade.

Those favoring free trade (the absence of any trade restrictions) among nations feel that it offers the following advantages over trade restrictions.

To Benefit Consumers. Free trade among nations, some argue, is as beneficial as free trade among the states in our country. Nations would benefit just as regions of the United States benefit from specialization and exchange. A tariff on clothing "imported" into Iowa might help Iowa clothing manufacturers, but it would do so at the expense of consumers in that state, who would have to pay more for their clothing. Trade restrictions have a similar effect in that they benefit the protected industry at the expense of the consumer.

To Avoid Retaliation. Trade restrictions frequently result in some form of retaliation. American tariffs or quotas often prompt the nations affected by the restrictions to put tariffs on American goods. Our protectionist policy, it is argued, serves only to reward a relatively inefficient American industry by protecting it from foreign competition. Meanwhile, exporting industries in our country would be penalized by other nations' retaliation.

Promoting Economic Cooperation.

We have seen that specialization and trade enable nations to acquire more goods and services than if they produce every-thing on their own. We have also seen that tariffs and other barriers to trade limit the benefits of specialization and exchange. Recognizing these facts, a number of nations have attempted to promote international trade through the creation of free-trade associations and customs unions.

A free-trade association (FTA) results from an agreement among countries to remove the barriers to trade among them-selves. The member countries remain free to maintain whatever barriers they choose against nonmember countries. Best known of these is the European Free Trade Association (EFTA) whose members include Austria, Finland, Iceland, Norway, Switzerland and Sweden.

A Customs union also promotes free trade among its members but imposes a common tariff on nonmember countries. For that reason. United States goods are subject to different sets of tariffs when they are exported to EFTA countries like Austria, Finland and Norway. But U.S. goods are charged identical tariffs when shipped to France, Belgium or West Germany (all of whom belong to the same customs union).

Best known of the world's customs unions is the European Community (EC), or Common Market. The EC was created in 1957 when France, Germany, Italy, Belgium, the Nether-lands and Luxembourg signed the Treaty of Rome. Since that time Denmark, Ireland, the United Kingdom, Greece, Spain and Portugal have joined, bringing the total number of EC nations to 12.

families to enjoy goods and services immediately, while paying for them with future earnings.

One of the principal sources of income earned by banks and thrifts is the interest on their loans. Though interest charges on loans make purchases more costly than paying with cash, those who borrow do so because the advantages outweigh the disadvantages.

Financial Institutions Help Collect and Transfer Funds in Checking Accounts. We have seen that checks make up the largest portion of the money supply. Moreover, checking accounts, in combination with bank loans, provide a means for expanding and contracting the money supply.

Other Bank Services.

Trusts. A trust arrangement exists when a bank provides safekeeping and management of funds for individuals, estates or institutions such as pension funds. The bank's job is to administer the money entrusted to it wisely and for the benefit of the owner. The bank receives a fee for managing these funds.

Currency Exchange. Banks can buy or sell foreign currencies for their own benefit or for their clients. Importers, exporters and travelers are major users of these services. Even domestic travelers may purchase travelers' checks issued by banks.

Safekeeping. Many banks rent safety deposit boxes in their vaults to persons seeking a safe and secure place for their valuables.

Credit Cards. Some banks derive significant revenues from operating bankcard programs. There is usually an annual fee to use the credit card, and the consumer pays interest on the unpaid balance. Merchants pay a fee to the bank as well.

Brokerage. In very recent times land still on a highly limited basis) some banks have entered the brokerage business. As brokers they buy and sell stocks and bonds for their clients.

Insurance. In a number of states certain banks can sell their customers life insurance policies.

Letters of Credit. Banks may aid commerce by writing letters of credit. In these documents, the bank guarantees one party (such as a seller) that payment will be made if certain conditions are met (such as the delivery of merchandise). Letters of credit are common when goods are bought or sold abroad. There is a fee for providing this letter of credit.

Investments. Banks are permitted to buy US. government bonds for their own accounts. Banks may make money in trading such bonds and from the interest paid by the government to the holders of such securities.

Underwriting. When companies (or even units of government) raise money by issuing shares of stocks or by the sale of bonds, they use the services of certain financial specialists. Some very large banks provide such assistance, as do major brokerage companies.

Consulting. A growing business for banks is to give advice to other businesses. Especially significant in recent years is the assistance provided to firms involved in corporate mergers and takeovers.

How The Banking System "Creates" Money.

The use of paper money in Western civilization began in the Middle Ages. The major forms of money in those days, gold and silver coins, were inconvenient to carry and liable to be stolen.

To make business transactions safer and more convenient, people began depositing their coins with local goldsmiths, who gave them a written receipt in exchange for the coins. In this way, the goldsmith became a kind of medieval banker.

Merchants accepted the receipts in payment for goods because they could redeem the receipt for gold at the goldsmith's shop. In time, the goldsmiths' receipts became very popular with merchants and travelers who had to move large sums of money. As their use spread, the earliest form of paper money in Western Europe came into being.

The Development of Fractional Reserve Banking. Originally, the goldsmith's receipts were fully backed by gold. That is, they represented a specific amount of gold in storage. In time, however, the goldsmiths noticed that on most days the gold that people withdrew was less than the amount they deposited. This led them to lend some of their depositors' gold to earn interest. In many instances, the borrowers, too, were content simply to take paper receipts rather than the actual metal. This was the beginning of what we now call fractional reserve banking.

In a fractional reserve system, banks hold a percentage, a fraction, of their depositors' money and lend the rest. Since gold-smiths' receipts were a form of paper money, goldsmiths' loans had the effect of increasing the money supply. Much the same is true today when banks make loans. That is, today's banks accept money from depositors. After setting aside a fraction of these deposits in the form of reserves, they create money by lending the remainder - but instead of goldsmith receipts, modern banks expand the money supply through the use of checking accounts. Let us take a closer look at the process.

Banks cannot lend out all the money deposited with them because their depositors have the right to withdraw their funds at any time. But experience has shown that they could lend nearly all their deposits and still meet the demands of their depositors. Nevertheless, in order to play it safe all banks keep a fixed portion of their deposits on hand. These funds are known as the bank's reserves. The amount of reserves that banks are required to keep is expressed as a percentage of their total deposits and is known as the reserve 


American merchant fleet would go out of business. But shipping, it is argued, would be vital to our armed forces in time of war, and for that reason it is in the nation's interest to protect the merchant marine.

To Protect "Infant Industries." Nations that are beginning to industrialize often impose tariffs and create other trade restrictions to protect their "infant industries." The belief is that once the industry has had an opportunity to grow, it will be able to compete with its foreign counterpart, and the restrictions can be lifted. In 1791 Alexander Hamilton used this argument to support protective tariffs for America's new industries. Without that protection American manufacturers might not have been able to compete with the more efficient factories of Western Europe.

To Diversify the Economy. This argument is similar to the "infant industry" argument. The economies of certain nations, particularly less-developed countries (LDC's), depend almost entirely on single crops or products. When a nation leans heavily on a single product, however, there is always the danger that a crop failure or a fall in price will bankrupt the nation. To prevent such a catastrophe some argue that the government should actively support (with tariffs and subsidies) the creation of new industries to diversify its economy.

To Protect Us From the Competition of "Cheap Foreign Labor." This may be the most frequently heard argument in favor of protection in this country. Certain foreign countries, it is said, are able to undersell American goods in the United States because their workers are paid much less than American workers. As a result, American workers would either have to accept lower wages or lose their jobs to this unfair competition. It is up to the government, therefore, to protect American workers by placing restrictions on the goods produced by "cheap foreign labor."

To Retaliate Against Restrictions on American Goods. There are those who argue that our nation should retaliate against any country that limits the import of American goods by putting restrictions on goods from that country.

To Stimulate Economic Growth. In previous chapters we learned that the gross national product could be expressed as the sum of consumer, business and government spending, or:

GNP = С + I + G

However, there is another element included in the GNP that is not purchased by U.S. consumers. That is our exports, the goods and services produced in the United States but purchased by foreigners. Exports represent an addition to GNP, whereas imports represent a deduction. For that reason, government data include a fourth component, net exports, in the GNP totals. Net exports (NX) represents the difference between total exports and total imports over the course of a year. When exports are greater than imports, NX represents an addition to GNP. When imports are greater than exports, NX is a deduction from GNP. GNP can now be defined as:

 previous page The law of comparative advantage explains why it pays nations to specialize in the production of those goods and services in which they have the greatest comparative advantage, and exchange their surplus for the things they need.

The Barriers To International Trade.

Despite the many advantages of trade between nations, most countries, including our own, often restrict that trade in a number of ways. Some of these ways are discussed below.

Tariffs. A tariff is a duty, or tax, on imports. There are two basic types of tariffs. Revenue Tariffs are levied as a way to raise money. Through most of its history (until 1910), the United States looked to the revenue tariff as its principal source of income. Protective Tariffs are levied to protect a domestic industry from foreign competition. The goal is to make the foreign product more expensive than a similar item produced in the United States. Then people will stop buying the foreign-made item and purchase its domestic counterpart.

Quotas. Restrictions on the numbers of certain specified goods that can enter the country from abroad are called quotas. Like protective tariffs, quotas limit the amount of foreign competition a protected industry will have to face. In the 1980's, for example, the government protected the U.S. automobile industry by placing a quota on the number of automobiles that could be imported from Japan.

Other Tactics. There are a number of other devices that directly affect the free flow of trade among nations. One of these is the export subsidy - a payment by a country to its exporters that enables them to sell their products abroad at a lower price than they could sell them for at home. Selling the same product for a lower price abroad than at home is called dumping.

Still another tactic that has been used to restrict foreign trade can be classified as "administrative red tape." This is the deliberate use of governmental rules and regulations to make it difficult to import goods from abroad.

Why Nations Restrict International Trade.

The effect of tariffs, quotas, and other trade restrictions is to make imported goods and services more costly and therefore less available than they would be otherwise. With fewer goods and services to go around, living standards are reduced for many people. What arguments, then, could be used to impose restrictions on foreign trade?

To Protect Industries That are Essential to the Nation's Defense. Certain industries are vital to the nation's security. If they were taken over by foreign competitors, they might not be available in time of war. For example, the United States subsidizes its merchant marine. Without those subsidies, shippers would use only foreign ships to transport their merchandise, and the 
ratio. Thus, if the reserve ratio were 15 percent at a time when a bank had $1 million in deposits, the bank would be required to hold $150,000 on reserve. The remaining $850,000 would be available for loans.

How Loans Become Additions

To The Money Supply.

In most instances when a commercial bank makes a loan, the money is credited to the borrower's checking account.

Dean's Jeans, Inc. does its banking with the 4th National Bank. Last week Dean's Jeans borrowed $10,000. At the time of the loan, no currency was given to Dean's Jeans. The $10,000 was simply credited to its checking account (demand deposit) at the bank.

Demand deposits, you will recall, are checking accounts carried by the commercial banks. Demand deposits are also part of the money supply, so that the moment that Dean's Jeans received its $10,000 credit, the nation's money supply was increased by that amount.

The amount of money that the banking system can create is limited by the reserve ratio. With $500,000 in deposits and a reserve ratio of 20 percent, an individual bank could lend up to $400,000. It follows that any addition to one's checking account creates an increase in the nation's money supply.

Suppose a company that sells products to the federal government has received $10,000 in payment for its services. Because it came from the government, the money represented an addition to the money supply. The firm deposited the $10,000 in its account at the First National Bank. The reserve ratio at the time was 20 percent. The First National Bank loaned 80 percent of that amount, or $8,000, to Wendy Wilcox by crediting her checking account for $8,000. The balance of $2,000 was added to the bank's reserves.

Wilcox used the $8,000 to buy a car from the Gonow Auto Company. Gonow Auto deposited the $8,000 in its account at the Second National Bank. The Second National Bank loaned out $6,400 of that amount to the Sports Shop. The $6,400 was credited to the account of the Sports Shop, and the balance, $1,600, was added to the bank's reserves.

The Sports Shop used the $6,400 to buy a computer from Commendable Computers, which deposited that amount in its bank account.

Let us freeze the action here and summarize what has happened so far. As a result of the first deposit of $10,000 in the First National Bank, additional demand deposits of $8,000 and $6,400 were made in the Second National Bank and in the bank where Commendable Computers has its account, for a total of $24,400. Each new demand deposit added to the money supply. But as you can see, the story would not end there because successive deposits and loans of smaller and smaller amounts could continue to be made until nothing was left to be loaned. We can calculate the totals involved in these transactions by applying the deposit multiplier.

The Deposit Multiplier. The deposit multiplier is equal to 100 divided by the reserve ratio, or 100/reserve ratio. There-fore, with a reserve ratio of 20 percent, the deposit multiplier is 5 (because 100 / 20 = 5). Thus, in our illustration above, the initial deposit of $10,000 could lead to an expansion of $50,000 in the money supply. Had the reserve ratio been 10 percent, the deposit could have expanded the money supply by $100,000. We shall be returning to this concept in the following chapter. Of course, borrowers must repay their loans, and as they do, the money supply returns to its original level.

The Federal Reserve System.

The Federal Reserve System, or the Fed as it is often called, was created by an act of Congress in 1913. The Fed, the nation's central bank, is made up of a Board of Governors, 12 district banks, and two committees: the Open Market Committee and the Federal Advisory Council.

· Board of Governors. The Board of Governors establishes policies for the system. It consists of seven persons appointed by the President for 14-year terms.

· Twelve District Banks. The Federal Reserve System is built around 12 geographic districts. District Federal Reserve banks supervise banking in each of these areas.

· Open Market Committee. The Open Market Committee is made up of the seven members of the Board of Governors and presidents of five of the district banks. Its primary responsibility is to regulate the nation's money supply.

· Federal Advisory Council. The Federal Advisory Council does just that: it offers advice on the nation's financial problems. It is comprised of 12 prominent commercial bankers, one selected from each district.

What The Federal Reserve System Does.

As the nation's central bank, the Federal Reserve System has four separate and distinct roles that profoundly affect the economy:

· Provides banking services for financial institutions;

· Serves as the federal government's bank;

· Supervises member banks;

· Manages the nation's supply of money and credit.

Provides Banking Services for Financial Institutions. The Fed provides the kinds of services for banks that banks provide for the public:


We can illustrate the principle of comparative advantage with a simple example. Let's suppose that while she was in law school, Dorothy Dixon paid for her education by working as a part-time hair stylist. Even today this highly successful trial lawyer could, if she wanted, cut hair as well as any professional. But Dorothy's three children have their hair styled at a local salon. She chooses to pay someone else to cut the children's hair because she can use the same time to earn much more money practicing law. In other words, Dorothy's opportunity cost-what she would have to give up to cut her children's hair-is very high. It's to her advantage to practice law and let someone else cut the children's hair.

To illustrate comparative advantage working on an international scale, let's consider the case of the mythical nation of Alpha, which in one month could produce 12 widebody jet transport planes or, if it chose to apply all its resources to that task, 12 ocean-going supertankers.

Beta, the second hypothetical nation in our example, is identical in population size to Alpha, but because of the state of its technology it can make only six jet planes in a single month, or three supertankers.

Clearly, Alpha is able to produce more of both planes and ships than Beta. But let's take a closer look at this situation.

As indicated in the table, the opportunity cost for a single jet plane in Alpha is one tanker. In other words, if Alpha chose to produce both jets and tankers, it could turn out six of each in the course of a month, or four of one and eight of the other, and so forth.

Beta, on the other hand, is twice as efficient in the production of jets as in the production of tankers. For example, if Beta wanted to produce a tanker, it would have to give up two jets to do so. Thus, its production possibilities would also include four jet planes and one tanker, or two jets and two tankers.

Alpha is able to produce more planes and ships than Beta. Within its own economy, however, Beta is more efficient in the manufacture of planes because it can turn out two in the time that it takes it to produce one ship. Because of these differences in efficiency, if Alpha were to specialize in the production of ships while Beta produced only planes, the two nations could work out a trade that would benefit both. Here is why.

In Alpha the opportunity cost of a single plane was a single ship. In Beta a single ship costs two jet planes. Suppose. however, that the two worked out a deal in which Alpha gave Beta two tankers for three jets. Obviously, both nations would come out ahead. If Alpha had chosen to produce both jets and tankers at home, it would have had to give up three ships to produce three planes. Beta agreed to provide Alpha with three planes for only two ships.

For its part, Beta will now be able to obtain two ships in exchange for three planes, whereas to produce the two ship' on its own would have cost Beta four planes. These production possibilities are illustrated graphically on the 

particular regions of the country. For example, the computer industry is concentrated in northern California, the steel industry developed in western Pennsylvania, and large automobile factories were first built in southern Michigan.

Absolute Advantage. What is true of trade among our 50 states also applies internationally. Nations will gain because of differences in terms of climate, natural resources, labor supply. capital, and technology. These differences make it sensible for them to specialize in the production of some products and to buy the other things they need from other countries.

Some countries, like Zaire and South Africa, are rich in particular mineral resources. Table 13-1 lists several examples of minerals American businesses must purchase from abroad. Other countries, like Honduras and Guatemala, have a climate and soil that supports tropical crops. Still others, like Switzerland and Japan, have a high concentration of capital resources and a skilled labor force. In each of these instances, special conditions give one country an advantage over others in the production of certain goods or services.

When one nation can produce an item more efficiently than another, it is said to have an absolute advantage in making that item. Because of its climate and geography, Costa Rica can produce bananas far less expensively than it could produce computers. The United States, because of its technology, has the equipment and trained workers to produce computers. The United States has an absolute advantage in the production of computers; whereas Costa Rica has an absolute advantage in growing bananas.

By specializing in those items for which they have an absolute advantage and trading their surpluses with one another, Costa Rica and the United States will each wind up with more bananas and more computers than if they tried to produce both on their own.

Comparative Advantage. So far we have only spoken about cases in which a unique advantage allows a nation to produce things at lower cost than almost everyone else. While most nations do not have such advantages, they still engage in foreign trade because of the principle of comparative advantage. A nation has a comparative advantage in the production of an item when its opportunity costs to produce the item are lower than those of other nations.

 
Supply cash. Just as you would go to your bank to with-draw cash when you need it, banks draw currency from their accounts with their district Federal Reserve bank.

· Process checks. When individuals, business firms, student companies and others receive checks, they usually deposit them in their banks. There, checks are credited the depositors' accounts and passed along for collection from the institution upon which they were drawn. Most checks drawn on banks other than the one in which they were deposited are presented to the district banks for collection.

· Hold deposit accounts. Banks keep their reserves and other funds on deposit in a kind of checking account at their district bank.

· Make loans. Financial institutions, like most businesses, must borrow from time to time. When this happens they can go to the Fed for a loan.

· Transfer funds. The Federal Reserve System's wire services and computers enable local banks to transfer funds from one to the other almost instantaneously.

Banker to the Federal Government. The Federal Reserve banks function as the federal government's banker. They maintain the Treasury Department's "checking account" and issue and redeem government bonds and other securities.

Supervises and Regulates the Nation's Banking System. The Federal Reserve System, along with a number of other agencies, is charged with establishing the rules of behavior for the banking system in general, and its individual institutions in particular. The purpose of these rules is to ensure the safety and soundness of the agencies that handle our funds.

Manages the Supply of Money and Credit. We have seen that the money supply directly affects prices and economic conditions. One of the principal responsibilities of the Fed is to see to it that the amount of money and credit in circulation is exactly what the nation needs. In addition to the Comptroller of the Currency and the FDIC (Federal Deposit Insurance Corporation), the Federal Reserve supervises nationally chartered and state-chartered banks and state banking agencies.

	 Summary:

Money can be anything that is generally accepted in payment for goods or services. It provides us with a medium of exchange, a measure of value, and a store of value. Our principal forms of money are currency and demand deposits (checking accounts).

When we speak of the "value of money," we are referring to the amount of goods and services that can be bought with it, or its "purchasing power." The purchasing power of money can increase, as it would during a period of deflation, and it can decrease, as it does during periods of inflation.

The causes of inflation are generally described as either demand-pull or cost-push. Demand-pull inflation is caused by an excess of purchasing power that serves to drive up prices ("too much money chasing too few goods"). Cost-push inflation is brought about by rising production costs that feed upon one another. Although certain groups within the economy may benefit from the increasing prices associated with inflation, more individuals and the economy as a whole are likely to suffer.

Financial institutions such as commercial banks, savings and loan associations, and savings banks are essential to the smooth operation of our economic system. Although the most important functions of banks are to provide a safe place for the deposit of funds and to serve as a source of loans, they also offer a number of other financial services.

Demand deposits held by the commercial banks comprise the largest component of the money supply. Because commercial bank loans are typically added to demand deposits, we can say that the lending ability of the banks serves to "create money." How much money the commercial banks can create is limited by the reserve ratio, which directly affects the amount of money that a bank can lend at any particular point in time.

The Federal Reserve System is the nation's central bank. It provides banking services for financial institutions and supervises their activities. It also acts as a bank for the federal government.



Chapter 13

THE GLOBAL ECONOMY.

_______________________________________________________________

Overview:

As you read this chapter look for answers to the following questions:

· Why do countries trade with each other?

· Why do countries sometimes put up barriers to trade?

· How are payments made in international trade?

· How have recent trends in our balance of payments affected us all?

_______________________________________________________________ 

The American standard of living has never been higher than it is today. Credit for this increasing abundance must be given ю the political, social and economic systems which enable us to enjoy many goods and services from here and abroad.

In the preceding 12 chapters we have described how our domestic economy provides for the production and distribution of the wealth produced in the United States. But a large share of the things we consume had their origins in foreign lands. We are able to enjoy them because America is also part of a global economy. In the global economy, goods and services are exchanged across national boundaries in a process described as "international trade." Goods we purchase from abroad are known as imports. Those sold by us to foreign countries are exports.

The Advantages Of Trading.

Nations trade with one another for the same reason that individuals and business firms within a country trade: both sides expect to benefit from the transaction. They benefit because trade enables them to exchange things they don't need (their surplus goods and services) for the things they do need and want. Some areas can produce things that others cannot. Because of its warm climate and the type of soil it has, Florida grows oranges but not wheat. Kansas grows no oranges, but it does grow wheat. The people in Florida and Kansas would like to have both wheat and oranges, and so each specializes in one of those crops and trades its surplus with the other.

The people in Kansas could have built special greenhouses for growing oranges, and those in Florida might have found a way to grow wheat, but that would probably be very costly. By trading their specialties with one another, both benefit.

Manufacturing can also be performed more efficiently in some parts of our country than in others. Natural resources, an adequate labor supply, and transportation facilities have promoted the development of certain industries in 

	Summary:

The business cycle is the pattern of periodic ups and downs of business activity. Economists often describe the cycle in terms of its four phases: boom, contraction, recession, and expansion.

Economic activity is measured by a variety of statistical measurements or economic indicators. One of these is the gross national product. When the GNP is adjusted for changes in the price level it is called the "real GNP." The unemployment rate is another frequently cited economic indicator.

In its efforts to stabilize the economy and achieve the goals set forth in the Employment Act of 1946, the federal government relies on the tools of fiscal and monetary policy.

Fiscal policies seek to adjust total demand through the appropriate use of the government's powers to tax and to spend. Fiscal policy is in the hands of the President and Congress.

Monetary policies seek to achieve similar goals by regulating the money supply. Monetary policies are determined by the Board of Governors of the Federal Reserve System.

In times of recession, fiscal policies would call for some combination of tax reductions and/or increases in government spending. Monetary policies in those times would seek to increase the money supply through strategies such as the increased purchasing of government securities by the Open Market Committee, a lowering of the discount rate, and a reduction in the reserve ratio.

In times of inflation both fiscal and monetary policies would follow an opposite course.


 
Chapter 12

ECONOMIC STABILITY.

_______________________________________________________________

Overview:

As you read this chapter look for answers to the following questions:

·  What happens during each of the phases of the business cycle?

·  How do we measure business cycles?

·  How does the government try to stabilize the ups and downs of the economy?

_______________________________________________________________

Business Cycles.

When people speak of business cycles, they think of things like "prosperity" and "depression." "Prosperity" is ordinarily used to describe an extended period of high employment, an improved standard of living and stable prices.

By contrast, "depression" refers to an extended period of general underemployment of our economic resources. Factories are idle, millions of workers are unable to find jobs, and the rate of business failure is high. The worst depression in American history, now known as the Great Depression, lasted from 1930 to 1940. There were, for example, 13 million people, about one of every four workers, unemployed in 1933. That same year businesses failed at a record rate, and untold numbers of people lost their savings as more than 4,000 banks closed permanently.

More common, however, are much shorter and less dramatic changes in business activity. These changes can be described in a number of different ways, but for convenience we will refer to them as periods of boom, contraction, recession and expansion. We have not yet found a way to smooth out economic fluctuations.

Boom. At the peak of the business cycle the economy is booming. Business is producing at or near capacity, and those looking for work can generally find jobs. During peak times, business investment and consumer spending are at very high levels. But because the economy is at or near full employment and the demand for goods and services is increasing, prices are also increasing. This sets the stage for the next phase of the business cycle.

Contraction. For any number of reasons, consumers and businesses begin to reduce their spending levels. Businesses may lay off workers, reduce their purchases of raw materials and reduce production because they have built up excess inventories. Some businesses may decide to continue to use old factories and equipment rather than investing in new machines and buildings. Some businesses and consumers will even reduce spending because economists predict that business will be slowing down in the next few months. Whatever the reason, reductions in business and consumer spending mark the beginning of a contraction in the business cycle.

With the reduction in spending, other business firms begin to cut back their activities. Their production is reduced and more workers are laid off. Because of the layoffs, workers, who are also consumers, spend less. This leads to still more reductions in production and additional worker layoffs.

Recession. With factories operating at less than capacity and unemployment at very high levels, total output of goods and services enters a long-term decline. This is the bottom phase of the business cycle, or as economists describe it, the period of recession.

Times are hard during recessions. Unemployment is very high, jobs are difficult to find and many businesses fail. A very severe and long-lasting recession is called a "depression."

Expansion. After a period of recession the economy eventually begins to recover, entering the expansion phase of the business cycle. During a period of expansion, business and consumer spending begins to increase: Sensing that conditions are about to improve, business begins to expand its activities. Unemployment declines as additional workers are hired. Ibis, in turn, leads to higher levels of consumer spending and still further expansion of employment, output and consumption.

What Causes Business Cycles?

For many years economists struggled to find a theory that would explain all business cycles. In one widely publicized effort, the 19th-century British economist, W. S. Jevons, linked them to sunspots. (Variations in the sun's atmosphere that may be associated with magnetic storms on the Earth.) According to Jevons' calculations the appearance of sunspots coincided with crop failures and recessions. But Jevons' conclusions were based on faulty astronomical data, and so other explanations had to be found.

In explaining business cycle fluctuations, today's economists often distinguish between external and internal events. External events are those outside the economic system that explain fluctuations in the business cycle. Internal events are those occurring within the economy itself. Let's explore some of these factors.

External Causes. External factors affect the economy much the same way a push sets a rocking horse in motion. Examples would include population changes, inventions and innovations, and wars and other significant political and social events.

· Population changes. Changes in population affect the demand for goods and services. Population increases can lead to increased production and employment levels that trigger expansion and boom. Population decreases are likely to have the opposite effect.


rates tend to discourage borrowing, while lower rates have the opposite effect. When loans are increased, the money supply is expanded. When loans are decreased, the money supply is reduced.

· Changes in required reserve ratios. As we learned in the previous chapter, banks are required to keep a percentage of their deposits (known as the reserve ratio) on reserve at their district Federal Reserve bank. The balance of their deposits is available for loans to their customers.

When the Board of Governors increases the reserve ratio, it reduces the ability of the banks to lend money. When the reserve ratio is decreased, the commercial banks are free to lend a larger portion of their deposits which in turn will increase the money supply.

The Limitations of Monetary Policy. Monetary policy is least effective at the extreme ends of the business cycle. We have seen that during periods of economic boom, when optimism among buyers and sellers is running very high and prices are rising, the Fed may attempt to hold down spending (and prices) by increasing interest rates. The problem is that because the business outlook is so bright, many firms will continue to borrow despite the high cost of loans. They will do so in the expectation that their interest expense will be more than offset by higher prices and greater sales.

At the lowest end of a deep recession or depression, the Fed will reduce interest rates as a way of making it easier for firms to borrow. In such times, however, the reduction of interest rates may fail to attract increased borrowing and spending. The reason is that with sales at such a low level, many firms would prefer to "sit tight" rather than assume the risks that would come from expanding their operations.

that the budget would run a deficit of $180.0 billion. The actual deficit that year was $220.7 billion. Their prediction was off by $40.7 billion, or approximately 23 percent.

Monetary Policy. Monetary policy refers to regulating the supply of money as a way of stabilizing the economy. Monetary policy is the responsibility of the Federal Reserve System.

There is a direct relationship between the amount of money in circulation and the level of business activity. When the money supply is increased, consumer spending and business spending (С + I) tend to increase with it. It follows that in times of contraction and recession, an increase in the money supply will help bring about economic recovery.

When the opposite situation prevails and the booming economy is pushing up prices in an inflationary spiral, a reduction in the money supply will serve to reduce demand and lower prices.

How The Fed Regulates The Money Supply.

The Federal Reserve System has a number of tools it can use to regulate the money supply. The most important of these are listed below.

· Open market operations. Open market operations refers to the purchase and sale of government securities (such as Treasury bills and bonds) by the Fed's Open Market Committee. When the Open Market Committee buys government securities from banks and other investors, it is putting money into the economy. The money is deposited by the sellers in their checking accounts. For their part, the banks will try to lend as much as they can of the new deposits, thereby adding to the money supply. Moreover, as these new loans move through the banking system, the total money supply will be increased still further by the deposit multiplier (see Chapter 11,).

When the Open Market Committee sells government securities, it is taking money out of the economy. Bank reserves are reduced, as those who purchased the securities make payment to the government by writing checks. The reduction in reserves also reduces the ability of banks to lend money, which slows the growth of the money supply.

· Changes in the discount rate. Just as business firms look to their banks when they need to borrow, so the banks look to their Federal Reserve bank when they are in need of funds. Like other borrowers, the banks are charged interest on their loans from the Fed. The discount rate is the name given to the interest rate charged by the Federal Reserve on its loans to banks and other financial institutions.

When the Board of Governors raises the discount rate, the banks will increase the interest rates that they charge their customers. Similarly, when the discount rate is reduced, banks drop their loan rates. Higher interest 
Inventions and innovations. Major changes in technology, such as the development of the automobile, the airplane and the computer, have led to bursts of business activity and investment. This, in turn, was followed by increased employment opportunities and a period of expansion and boom.

· Wars and political events. Often such events affect the direction of the business cycle. The rise of Nazi Germany and the outbreak of World War II triggered American rearmament. As the nation rebuilt its armed forces, the Great Depression came to an end, and the economy entered a period of expansion and boom. In more recent years, the Arab oil boycott of the 1970's caused a down-turn in the economy.

Internal causes. Internal causes of fluctuations are factors within the economy likely to start an expansion or contraction of the business cycle. Three of these internal factors have to do with consumption, business investment, and government activity.

· Consumption. Business firms try to provide consumers with the goods and services they want. When consumer spending is on the increase, business firms hire additional  help and increase their level of production. As production, employment and sales increase, the business cycle enters a period of expansion and boom. When consumer spending decreases, the opposite occurs. Production is reduced, workers are laid off, and the economy enters a period of contraction and recession.

· Business investment. Investment in capital goods like plant, tools and equipment, creates additional jobs, thereby increasing consumer purchasing power. The increase in spending generated by the initial increase in investment leads to still further investment, consumption and total production. When investment decreases, the opposite occurs and the economy enters a period of contraction.

· Government activity. Governmental policies can give the business cycle an upward or downward nudge. Government does this in two ways. One is through the use of its power to tax and spend. The other is by regulating the supply of money and credit in circulation. Economists describe government's ability to tax and spend as its fiscal powers, and its ability to regulate the supply of money and credit as its monetary powers.

How federal policy makers use their monetary and fiscal powers to benefit the economy will be described later in this chapter.

Measuring Economic Activity.

The economic portrait illustrated in Chart 12-1 (see Chapter 12 in “Applied Economics”) was drawn from a variety of statistical measurements or economic indicators. Economists, business people and government officials rely upon these indicators to tell them where the economy has been and where it seems to be heading. Although they know that economics is any-thing but a precise science, the information supplied by the indicators enables them to make better decisions than would have been possible without them. Two of the most important of these measurements are the gross national product (GNP) and the unemployment rate.

 The Gross National Product. GNP has been used for many years to measure the total value of all the goods and services the economy produces in a single year. In other words, GNP has told us much about the nation's wealth. If the GNP increased, there was more of everything available for the American people. If the GNP decreased, less was available. In 1991, however, the government began measuring our economy's production with the gross domestic product (GDP). GDP is used by most of the world's countries to measure their production of goods and services. Watch for news stories about the conversion to GDP. GDP and GNP are very similar. Some of the differences are described below along with guidelines for interpreting their meaning.

· GNP and GDP include only final goods. We have said that the GNP is the total value of the goods and services produced by the U.S. citizens and firms in a single year. To avoid overstating the GNP by counting the same item two or more times, only final goods are included. Let's suppose that a bicycle manufacturer pays suppliers $100 for the parts used in making a 10-speed bicycle. The manufacturer sells the bicycle to a retail store for $175. The store sells the bike for $295. How much did the production of a single 10-speed bike add to the GNP? Since only final goods are counted, $295. The $100 paid to the parts suppliers and the $175 paid to the manufacturer were not added to the final count because the $295 covers the previous transactions.

· Used goods are not included in the GNP or GDP. Two years later, the bicycle was sold by its original owner for $100. How much did that add to the GNP? Zero. Since the sale of used goods adds nothing to the nation's wealth, only newly produced goods are included in the total.

· GDP only includes production within our borders. GNP includes goods and services produced overseas if the resources used are owned by U.S. citizens or firms. In other words, a Hewlett-Packard calculator assembled in Mexico is counted as part of GNP but not GDP. For this reason GDP will tend to be slightly less than GNP.

· "Net exports" are also included in GNP and GDP. This means that GNP increases when we export more goods and services than we import from other countries. GNP declines when we import more goods and services than we export. In recent years, imports have exceeded exports and the difference between our exports and imports has been subtracted from GNP.


and inflation. Others, however, believe fiscal policy solutions have several serious drawbacks:

· When government reduces taxes to fight a recession, i often creates a budget deficit. That is, its revenues will be less than its expenditures, and the government's debt will increase. When taxes are reduced, the government can still spend because it can borrow or print money.

· If the government chooses to borrow from the public to offset a tax reduction, the money it borrows cannot be spent by the lenders. Furthermore, it may crowd out private borrowers because it is reducing the supply of available funds. This can also have the effect of raising interest rates, making it more difficult for individuals and businesses to borrow. Thus, consumers and businesses will have less to spend. For that reason, say the critics, a tax reduction offset by borrowing is of no help in fighting a recession.

· The federal government can also finance its debts by printing money. When it does this the money it spends adds to the income received by business and individuals. This, in turn, increases consumer spending (C) and business spending (I). Unfortunately, such increases in the money supply tend to fuel inflation by pushing up prices. For that reason a number of economists are opposed to this strategy.

· The political problems associated with fiscal policies often make them unworkable. We have seen that fiscal policy calls for a tax increase or a reduction in government spending during periods of inflation. But neither the President nor Congress likes to increase taxes, least of all during an election year. Who, for example, would want to run on a campaign slogan that says: "Vote for me and I will guarantee an increase in your taxes"?

Similarly, efforts to reduce spending are frequently opposed by those who benefit from the programs that Congress wishes to cut. Consequently, members of the Congress are often reluctant to risk defeat at election time by giving their support to spending cuts.

Even supporters of fiscal action admit that their success depends heavily on their timing and the accuracy of the data on which their decisions are based. Fiscal policies must be timed so that they are applied at the right moment. This requires the close cooperation of both the President and Congress. All too often, however, it takes so long for the necessary legislation to be enacted into law that it is too late to solve the problem it was designed to meet. In any case, critics argue that no one knows enough about timing to make fiscal policy work, and poorly timed fiscal moves can harm the economy.

Accurate timing also depends on accurate predictions. But accuracy is difficult to come by in economics because so much of it is based on human behavior. Consequently, decisions based on economic data can be quite faulty. At the beginning of 1986, for example, the President's economic advisers predicted 

government ... to promote maximum employment, production, and purchasing power."

To achieve these goals the government relies upon two sets of "tools" or strategies: fiscal policy - the use of the federal government's power to tax and spend to regulate the level of economic activity, and monetary policy - the use of the government's power to control the money supply to regulate the level of economic activity.

Fiscal Policy. Fiscal policy is applied by changing the level of tax receipts relative to federal spending. It is the responsibility of the President and Congress because they control taxing and spending.

Suppose, for example, that the economy had gone through a period of contraction and appeared to be heading for a recession. From our previous description of these events, you know that in such times GNP will be falling and unemployment increasing. Therefore, if the government could do something to increase real per capita GNP, the economic contraction could be brought to an end.

GNP, you will recall, is equal to the total spent by consumers, business investment and government: GNP = С + I + G. Thus, if spending by one or more of C, I, or G were to increase while the others remained the same, GNP would increase.

Returning now to our example in which the economy was thought to be heading for a recession, let's suppose that the President and Congress decided to use their fiscal tools to reverse the trend. That could be done in either of two ways: taxes could be lowered while spending remained about the same, or spending could be increased while taxes remained unchanged.

When taxes are reduced, individuals and business firms will have more money available to spend for the things they want. As business and consumer spending (and therefore the GNP) begins to increase, the economy will enter the expansion phase described above.

Similarly, if the President and Congress were to increase government spending (G), it would also serve to increase GNP and bring the contraction to an end.

Fiscal tools can also be used to slow the economy. Suppose, for example, that in the midst of an economic boom, prices begin to increase at an alarming rate. Anxious to bring the inflation to an end, the President and Congress decide to use their fiscal powers to solve the problem.

In those circumstances they could choose to increase taxes or reduce government spending or both. If they increased taxes, consumers and business (C and I) would have less to spend. This would create a contraction in the total demand for goods that should reduce inflation.

· Fiscal Policy Has Its Critics. Many economists feel that when properly applied, fiscal policies can provide effective tools with which to fight recession 
Inflation can distort the significance of growth in the GNP and GDP. When prices are rising, as they are during periods of inflation, GNP may increase even though the production of goods is unchanged. This is because GNP is measured in terms of current prices.

Let's suppose that in a given year, GNP increased from $100 billion to $105 billion. That same year the inflation rate was 10 percent. Based on this data, were more goods and services available for the people that year? No.

The increase from $100 billion to $105 billion represents a 5-percent increase in the current dollar value of the GNP. But prices increased by 10 percent that year. In other words, if production were simply to match the previous year's output, the GNP needed to increase by 10 percent to $110 billion. The fact that our new GNP was only $105 billion shows that our total output (or real GNP) actually declined.

To avoid these problems, economists can adjust the GNP for price level changes. When this adjustment is made, the result is called the real GNP or the GNP as expressed in constant dollars. Constant dollars are similar to an index number because they reflect changes in the purchasing power of the dollar from a base year. Economists refer to GNP in constant, rather than current, dollars when comparing the nation's gross national product between years.

· Population changes. The GNP and GDP are like huge pies that contain everything we produce in a year. But we all have to share in that pie. If the GNP rose by 5 percent, but population rose by 10 percent, we would all get a smaller piece of the pie (assuming that we all shared equally) because the growth in population had outrun the growth in output of goods and services. Economists adjust for this by dividing the real GNP by the population size to get GNP per capita.

· Quality changes. Suppose you paid $100 for a bicycle this year, and the price of that bike was also $100 last year. It seems that there has been no change in price. However, it is possible the manufacturer is now producing a bike lower in quality. The GNP does not always show these changes in quality because it only takes account of the price. (In reality you have been the victim of a "hidden price increase." Can you explain why?)

· Harmful goods and services. We assume that the GNP and GDP are measures of our national wealth and well-being. However, some of the goods and services are useless or actually harmful. For example, it is very probable that cigarettes cause lung cancer and other serious ailments, but they are added to the GNP and GDP along with food, medicine and other beneficial items. Also, in producing our GNP we create such things as air pollution, water pollution and solid waste pollution. The costs of these harmful externalities (see Chapter 2) are not subtracted from GNP.

· Nonmarket production. If you earn extra money by baking cakes and you bake ten but sell nine and let your family eat one, GNP and GDP will include only the cakes you sold. If you mow someone's lawn and receive payment for it, your payment is included in the GNP and GDP and your service is recognized as being part of our total output. If you mow your own lawn, however, your work is not recognized by the GNP figures.

Goods and services illegally produced and sold are also omitted from GNP figures. For example, the millions of dollars spent on illegal drugs are not counted as a part of GNP.

· Measurement errors. Economists often have to work with samples because it is impossible to examine every member of the total population. A small sample can give an accurate picture of the total population in the same way that a cook can get a good idea of how a huge pot of soup will taste just by taking a sample of one or two spoonfuls. But it is always possible that the sample is not a true representation of the total population. Errors of other types can also be made in gathering the figures needed for the GNP and other indicators.

The Unemployment Rate. Another indicator, or measure, of economic activity compares the number of people in the labor force to the number looking for work. The Labor Department gathers information about the number of workers who are employed and unemployed. This is passed along to its Bureau of Labor Statistics (BLS), which uses the data to calculate the unemployment rate - the percentage of those in the labor force, over the age of 16, actively seeking work but unable to find jobs. Generally, the lower the unemployment rate, the greater the rate of economic activity.

Some economists are critical of the government's method of calculating unemployment because it fails to include the "discouraged worker" in its data. By the "discouraged worker" they mean someone who has been out of work for so long that he or she has simply given up looking for a job. Because they are no longer looking for work, discouraged workers are not counted as being unemployed and are not included in the unemployment rate. For that reason, critics say, real unemployment may be far more serious than indicated by government statistics.

Types of Unemployment. The reasons people are unemployed vary. It may simply suit their needs to be temporarily out of work or "between jobs." Or it may be that the demand for a particular type of worker is dwindling, or that the demand for workers in general is diminishing. Economists differentiate among these kinds of unemployment as follows:

· Frictional unemployment. Temporary, unavoidable unemployment is described as frictional unemployment. There are always some people who 

are out of work for completely unavoidable reasons. For example, it takes time for workers to move from one job to another. Until they actually start working again, however, they will be counted in government data as "unemployed." Similarly, people entering the labor force for the first time are considered to be unemployed until they find their first job.

Seasonal employees are still another category of workers who spend a part of the year in voluntary unemployment. Waiters who earn their living at summer and winter resorts are a case in point. Their temporary layoffs during the fall and spring months add to the unemployment statistics.

· Structural unemployment. Structural unemployment results from technological and other changes in a local economy. There was a time, for example, when most building elevators were run by "elevator operators." Today. elevators are self-service. Elevator operators who lost their jobs when self-service cars were installed became part of the structurally unemployed until they found other jobs.

Changing technology is not the only cause of structural unemployment. Long-term changes in consumer preferences or movement of jobs from one region or country to another can cause structural unemployment even among skilled workers. Failure to acquire needed skills also keeps many on the unemployment rolls. Young high school dropouts make up a large portion of today's structurally unemployed.

· Cyclical unemployment. Changes in the business cycle also cause unemployment. During periods of contraction and recession, declining demand for goods and services results in rising unemployment.

What Is Full Employment?

Like everyone else, economists would like to eliminate unemployment, or, to put it another way, to see the economy operating in a state of full employment. When speaking of full employment, however, they do not mean the total elimination of unemployment.

We have seen that frictional and structural unemployment statistics are included in the unemployment rate, but, for the most part, they cannot be eliminated. For that reason, economists usually exclude all frictional and some structural data from their definition of full employment. Specifically, they define an unemployment rate of between four and five percent as "full employment."

Stabilizing The Economy.

Ever since the days of the Great Depression, the federal government has sought to stabilize the economy. Congress stated in the Employment Act of 1946 that "it is the continuing policy and responsibility of the federal
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