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key gconomic questions
of what to produce. how to produce, and
who consumes what is produced.

2. Analyze the societal values that determine
how a country answers the three economic
guestions.

3. Explain the characteristics of traditional,
command, and market economies and
describe the societal values that influence
them.

Sectlon Focus Key Terms
All societies must answer three key ~ €conomic system
economic guestions about the tactor payments
production and consumption of patriotism

goods and services. How a society safety net

answers these questions depends on
how much it values different

standard of living
traditional economy

economic goals. Four different market economy
gconomic systems have developed centrally planned
in response to these three questions. economy

command economy
mixed economy

in Chapter 1, you read about the
: economic concept of scarcity—that we
cannot have all that we want or need.
Indeed, in some places in the world,
people cannot even meet their basic needs
for food, clothing, and shelter because
their resources are too scarce. Scarcity

forces societies and nations to answer

some hard economic questions. Different
economic ~ systems have evolved " in

response to the problem of scarcity. An

economic system is the method used by a
society to produce and distribute goods
and services. Which economic system a
society employs depends on that society’s
goals and values.

Three Key Economic
Questions

Because economic resources are limited,

every society must answer three key

€CONOMIC qUESTIONS:

o What goods and services should be
produced?

* How should these goods and services be
produced?

° Who consumes these goods and services?

What Goods and Services

Should Be Produced?

Individuals in every society must decide
what to produce in order to satisfy society’s
needs and wants. In today’s complex soci-
eties, it is often difficult to distinguish
between needs and wants. While it may be
obvious that we need food and sheltey,
modern societies face additional important

considerations. How much of our resources.

should we devote to national defense,
education, public health and welfare, or
consumer goods? Which consumer goods
should we produce?

Recall the guns-and-butter trade-off
described in Chapter 1. Because of our
limited resources, each production decision
that a society makes comes at an opportu-
nity cost.

How Should Goods and Sermces

. Be Produced?

The next question We tace 1s how to use

‘our resources to produce goods and

services. For example, should we produce

" electricity with oil, solar power, or nuclear

power? Should teachers have classes of 20
students or 50 students? Should we
produce food on.large corporate farms or
on small family farms?

economic system the
method used by a
society to produce and
distribute goods and
services
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Today, capital-not
iabor—dominates the
answer to how wheat
is produced.
Opportunity Cost
Identify the
opportunity costs of

each method of.

farming.

factor payments the
income people receive
for supplying factors of
production, such as
land, labor, or capital

Hand tools

A
M
+ P
e

1 acre of land + 56 worker-hours

+ /J

Y

i T

Modern mechanical equipment

1 acre of land +

Although there are countless ways to
create all of the things we want and need,
all require land, labor, and capital. These
factors of production can be combined in
different ways. For example, examine the
chart above (Figure 2.1). Before the intro-
duction of modern farming equipment, a
typical combination of resources for
producing 15 bushels of wheat was 56
hours of labor, 1 acre of land, and simple
hand tools. With today’s mechanical
farming equipment, farming is much more
efficient. Forty bushels of wheat can be
harvested from one acre of land with just
2.9 worker-hours of labor.

Who Consumes Goods and Services?

By the end of the 1990s, the top 25 goods
manufacturers in the United States were
launching an average of 13 new products
every day. Retail stores, which 50 years
ago typically carried about 3,000 items,
now offered about 30,000 different
products. American farms produce 315
million metric tons of wheat, rice, and corn
and maintain about 180 million head of
livestock. Despite this staggering output,
quantities are not unlimited.

24  Economic Systems

2.9 worker-hours  +

40 bushels of wheat ‘

capital =

How does this abundance get divided
up? Who gets to drive a new luxury car and
who can only afford a subway pass? Who
attends a concert and who stays home?
Who eats a well-balanced diet and who
eats nothing but hot dogs for every meal?
Who gets access to a good education?
Societies must decide how to distribute the
available goods and services.

The answer to the question of distribu-
tion is determined by how societies choose:
to distribute income. Factor payments are
the income people receive for supplying
factors of production—land, labor, capital,
or entrepreneurship. Landowners receive
rent, workers receive wages, and those
who lend money to build factories or buy
machinery receive payments called
interest. Entrepreneurs earn profits if their
enterprises succeed.

How much should we pay the owners of
the factors of production? How do we
decide how much a particular piece of land
is worth, how much teachers should earn
versus how much doctors should earn, or
what the interest rate should be?

The question of who gets to consume
which goods and services lies at the very
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heart of the differences between economic
systems today. Each society answers the
question of distribution based on its unique
combination of social values and goals.

Economic Goals and Societal
Values

Different societies answer the three
economic questions based on the impor-
tance they attach to various €conomic

‘goals. Figure 2.2 lists some general

economic goals that most economic
systems try to address. Bear in mind that
societies pursue each of these goals, to
some degree, at the expense of the others.

Economic Efficientcy

Because resources are always scarce—that
is, they always involve an opportunity
cost—most societies try to maximize what
they can get for the resources they have to
work with. If a society can accurately assess
what to produce, it increases its economic
efficiency. A manufacturer would be
wasting resources producing record albums
if people prefer to buy CDs. Knowing the
best way to produce a product cuts waste,
too. Of course, in the end, products need to
reach consumers. An economy that can’t
deliver goods isn’t efficient.

Economic Freedom patriotism the love of
Most of us value the opportunity to make one’s country; the

- . passion that inspires a
our own choices. How do you feel about | person to serve his or
laws that keep you from earning an | her country
income? What about laws that forbid you
to make certain purchases or possess
certain items? The economic systems of
different nations allow different degrees of
economic freedoms. In general, however,
people all over the world face limitations
on economic freedom.
In the United, States, the economic
freedoms that we as Americans enjoy are
an important reason for our patriotism.
Patriotism is the love of one’s country—the
passion that inspires a person to serve his
or her country, either in defending it from
invasion or protecting its rights and main-
taining its laws and institutions. The
freedoms that allow any American who so
chooses to become an entrepreneur, for
example, are continuing sources of pride
and patriotism. '

Economic Security and Predictability

Most people don’t like uncertainty. We
want to know that we can get milk and
bread every time we go to the grocery store,
or that the gas pumps will be full when we

WLDIN A This family (left) will need to rebuild their
.. home after a devastating hurricane.

Government Which economic goal could
help them recover from the storm?

, Economic efficiency | Making the most of resources
" Economic freedom - | Freedom from government intervention
in the production and distribution of
goods and services N

Economic security | Assurance that goods and services will -
and predictability be available, payments will be made on
time, and a safety net will protect

individuals in times of economic disaster

Economic equity Fair distsibution of wealth

Economic growth Innovation leads to ecenomic growth,
and innovation and economic growth leads to a higher
, standard of living.

Societies pursue additional goals, such
as environmental protection.

e o i

Other goals

Chapter 2 8 Section 1




safety net government
programs that protect
people experiencing -
unfavorable economic
conditions

standard of living leve!
of economic prosperity

traditional economy
economic system that
relies on habit, custom,
or ritual to decide

“questions of production
" and consumption of

goods and services

. ¥ The traditional
economy of .
Guatemala’s Quiché .
Maya includes
regular market days.

go to gas up our cars. We want to feel
confident that we will get our paychecks
every payday. Ideally, economic systems
reassure people that goods and services will
be available when they need them and that
they can count on receiving expected
payments on time.

We also want the security of knowing
that help is available if we are elderly,
poor, unemployed, or facing some other
potential economic disadvantage. Most
people feel that the government should
provide some kind of safety net, or set of
government programs that protect people
experiencing unfavorable economic condi-
tions. These include injuries, layoffs,
natural disasters, or severe shortages.
Many countries also provide some sort of
base income for retired persons to ensure
that older people can support themselves
after retirement.,

Economic Equity
Each society must decide the best way to
divide its economic pie. What constitutes a
fair share? Should everyone get the same,
or should one’s consumption depend on
how much one produces? How much
should society provide for those who are
unable or unwilling to produce?

Many people believe in equal pay for

“equal work, but society does not value all

jobs equally. Most lawyers earn more than
most nurses. Most computer programmers

earn more than most truck drivers. Not-
everyone is able to work., How should we
provide for the ill and infirm?

Economic Growth and Innovation |
A nation’s economy must grow for a nation
to improve its standard of living, or level of
economic prosperity. This is especially true
if a country’s population is growing. The
economy also must grow to provide new
jobs and income for people.

Innovation plays a huge role in economic
growth. Think of the changes brought
about by the shift from nomadism to agri-
culture, from the agricultuial age to the
industrial age, from the industrial age to
the information age. Innovations in tech-
nology increase the efficiency of production
and usher in new goods and services. In
your lifetime, you are witnessing innova-
tions in computer and networking tech-
nology that are changing the ways people
work, shop, conduct business, locate infor-
mation, and communicate.

Additional Goals

A society may value goals in addition to those
described above. Environmental protection,
full employment, universal medical care, and
other important concerns may be among a
nation’s chief economic goals.

All  nations must prioritize their
economic goals, or arrange them in order
of importance. No matter how a nation
prioritizes its goals, one fact remains:
achieving any economic goal comes only
with some kind of economic trade-off.,

Economies and Values

Four different economic systems have
developed to address the three key
economic questions. Each system reflects a
different prioritization of economic goals.
It also reflects the values of the societies in
which these systems are present.

Traditional Economies
A traditional economy relies on habit,
custom, or ritual to decide what to
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economic system revolves around the
family. Work tends to be divided along
gender lines. Boys tend to take up the occu-
pations of their fathers, while girls follow
in the footsteps of their mothers. )

Traditional economies are usually

exchange, or trade. The choices made by
individuals determine what gets made and

how, as well as who consumes the goods

and services produced. Market economies
are also called free markets, or capitalism.
You will read about the free market in

produce, how to produce it, and to whom  Market Economies market economy
to distribute it. There is little room fof  In a market economy, economic decisions are sconomic systen n
o ation F change.” The tradit i de by individual d are based on-| y{hlah‘decmonsan
innovation ot change.” The traditional made by individuals and are based ‘on~}" producion and =

consumption of goods
and services are based
on voluntary exchange
in markets

centrally planned
gconomy economic

communities that tend to stay relatively'_é detail in Section 2. system in which the
small and close. Often these societies work. : central government
. ather than iust; ©C d Ect . makes all decisions on
to support entire g'rm.lps, Lat‘_ er t anh ]'us_ti ommand Economies ) the production and
themselves or their immediate families.. In a centrally planned economy, the central | consumption of goods
and services

Agricultural and hunting practices usually’
lie atthe very heart.of the people’s lives,’
laws, and religious beliefs. :

government alone decides how to answer
all three key economic questions. Centrally
planned economies are sometimes called

command economy

. . .. A economic system in
Societies with traditional economiés command economies, because a central | whicha central
have few mechanisms in place to deal effec-  authority is in command of the economy. | authorityisin
Section 3 discusses the theories behind: |, command of the

tively with the effects of environmental
disaster, such as a flood or drought. They
also tend to remain stagnant, resisting
change at both the individual and commu-

nity level. They may be slow to adopt new ~ Most i

technology or radical new ideas. They may economies—market-based economic systems ;;Qf;,”; g:e’: ﬁ::n';"’th ;g
’ . ) . i e

not have access to goods you see every day  in which government plays a limited role. | i omement it

at the grocery store. In most cases, these
communities lack modern conveniences
and have a low standard of living.

centrally planned economies.

Mixed Economies

modern economies are mixed

Section 4 describes the reasons for mixed
economies and the various ways govern-
ment is involved in such economies.

“-economy; a centrally

planned economy

mixed economy
market-based

Key Torms and Main leas

Applying Economic Concepts
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1. What is an economic system? : 6. Using the Databank Examine the graph “Government Eg
N : | . . ” . . ;
2. How do a traditional economy, a market economy, a Spep dur)g, by Catego.ry on page 843, Ba§ ed on the infor i
. S mation in the graph, identify what you think are some
command economy, and a mixed economy differ? - .
e : economic goals of the United States.
3. Why aren'tall people paid the same amountinfactor o i) pioring Create a chartin which you list the
payments for the resources they provide? Provide your . ] :
societal values of each of the four economic systems t
own example of two unequal factor payments. 0 e . : |
described in the section. E }
. NPT i
4. Why do governments provide safety nets for their citizens? 8. Try This You and your riends decide to eam money by it
b. Give at least one example of a traditional, a command, and washing cars. How are the three economic questions : il
a market economic system. answered in this market? E‘

Companies answer the three basic economic questions all the time. A company’s “mission
statement” usually contains the answers to most of these questions. Find a company you
already are familiar with, and then identify its mission statement and how it does or does not
answer the three basic questions. Use the links provided in the Social Studies area at the A
following Web site for help in completing this activity. www.phschool.com )

the NET
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The Free

;

2. Analyze a circular flow model of a free

market economy.

3. Understand the self-requlating nature of

the marketplace.

n (Nhy ‘markets exist.

Section Focus

4, ldentify the advantages of a free market

gconomy.

Key Terms

is section you will be able to: Markets exist so that people market self-interest
o : can exchange what they have specialization incentive
for what they want. A free household competition
market is a self-regulating firm invisible hand
economic system directed by factor market consumer
individuals acting in their own profit sovereignty
self-interest. product market

market an arrangement
that allows buyers and
sellers to exchange

" things

P This Thai spice
stand, Brazilian
stock exchange, and
Indian barber shop

~ {lefttoright) are all_

examples of markets.

28 Economic Systems

hat do a farmers’ market, a sporting
‘goods store, the New York Stock
Exchange, and the sign you posted on your
community bulletin board advertising
baby-sitting services have in common? All
are examples of markets. A market is an
arrangement that allows buyers and sellers
to exchange things.

Why Markets Exist

Markets exist because no one is self-suffi-
cient. In other words, none of us produces
all we require to satisfy our needs and
wants. You probably didn’t grow the plants
to make the fibers to weave the cloth to

-make the shirt you’re wearing,. Instead, you

purchased your shirt at a store, which is an
example of a market. Markets allow us to
exchange the things we have for the things
we want.

Specialization
Instead of being self-sufficient, each of us

© produces just one or a few products.

A nurse specializes in caring for the sick. A
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marine mechanic specializes in repairing
machinery aboard sea craft. A baker

specializes in making breads, cakes, and

cookies. Specialization is the concentration

of the productive efforts of individuals and

firms on a limited number of activities.
Specialization makes us more efficient. It

. is much easier to learn one task or a few

tasks very well than to learn them all.

Eaying and Selling

. Because each of us specializes in producing

just a few products, we need markets to
sell what we have and to buy what we
want. The typical person earns an income
(specializing at a particular job) and uses
this income to buy the products that he or
she wants to consume, If each person.were
self-sufficient, producing everything he or
she wanted to consume; there would be no
need for markets.

[ree Market Economy

Economic systems that are based on volun-
tary exchanges in markets are called free
market economies. In a free market
economy, individuals and businesses use
markets to exchange money and products.

Tn a free market system, individuals and
privately owned businesses own the factors
of production, make what they want, and
buy what they want. In other words, in a
free market system, individuals answer the
three key economic questions of what to

produce, how to produce it, and who
consumes that which is produced. As you
might guess, a free-market economy: func-
tions best in an environment of decentral-
ized decision-making such as enjoyed in the
United States. o

We can represent a free market economy
in a special kind of drawing called a
circular flow diagram, or model. A circular
flow diagram shows at a glance how indi-
viduals and businesses exchange money,
resources, and products in the marketplace.
Figure 2.3 shows a circular flow diagram of
a free market economy. The inner ring of
the diagram represents the flow of
resources and products. The outer ring
represents the flow of money.

Households and Firms .
The players in the free market economy are
households and firms. A household is a
person or group of people living in the
same residence. Households own the
factors of production—land, labor, and
capital. Households are also the consumers
of goods and services.

A business, or firm, is an organization
that uses resources to produce a product,
which it then sells. Firms transform
“inputs,” or factors of production, into
“outputs,” or products.

Factor Viarket _

As you can see from the lower half of the
circular flow diagram in Figure 2.3, firms
purchase factors of production from house-
holds. This arena of exchange is
called the factor market. Firms
purchase or rent land (natural
resources). They hire workers,
_paying them wages or salaries

_ borrow money from households
'to purchase capital, paying
households interest or profits in
return. Profit is-the financial gain
made in a transaction.

Product Market
Take a close look at the top half

of the circular flow diagram in

for their labor. They also

Chapter 2 & Section 2

specialization the
concentration of the
productive efforts of
individuals and firms on
a limited number of
activities

household a person or -
group of people living in
the same residence

firm an organization
that uses resources to
produce a product,
which it then sells

factor market

market in which firms
purchase the factors of
production from
households

profit the financial gain
made in a transaction

29



A circular flow model
shows the interactions
between households
and businesses in the
free market.

Economic Systems
What is exchanged in
the factor market? in
the product market?

product market

the market in which
households purchase
the goods and services
‘that firms produce

Households pay firms |
for goods and i
services.

Firms supply
households with
goods and services. ||

/
¢
1
i

Households supply
~ {firms with land, labor,
‘| and capital.

YT et A
u

Factor market

| Firms pay households
for land, labor, and
capital.

Figure 2.3. You can see that the goods and
services that firms produce are purchased
by households in the product market.

1f you follow the rings of the diagram,
you will see that households purchase the
products made by firms with the money
they received from firms in the factor
market. The flow between the factor market
and the product market is truly circular.

The Seli-Regulating Nature
of the Marketplace

How is it that firms and households coop-

“erate to give'each other what they want—

factor resources, in the case of firms, and

30 Economic Systems

products, in the case of households? As
anyone knows who has tried out for the
track team, a part in a play, or has applied
for a job or to a college, we live in a
competitive society. According to Adam
Smith, it is, in fact, competition and our
own self-interest that keep the marketplace
functioning. '

Self-Interest

Adam Smith was a Scottish social philoso-
pher who, in 1776, published a book titled
The Wealth of Nations, in which he
described how the market functions. Smith
observed that an economy is made up of
countless individual transactions. In each -
transaction, the buyer and seller consider
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only their self-interest, or their own
personal gain. Self-interest, in other words,

is the motivating force in the free market. =~

Gompetition

Consumers (households), in pursuit of their
self-interest, have the incentive to look for
Jower prices. An incentive is the hope of
reward or thé fear of punishment that
encourages a person to behave in a certain
way. Adam Smith observed that people
respond predictably to both positive and
negative incentives. As for consumers, we
can predict that they will respond to the
positive incentive of lower prices. This
makes sense, because spending less money
on a good lowers the opportunity cost of
the purchase.

Firms, meanwhile, seek to make greater
profits by increasing sales. Let’s take, for
example, a shirt manufacturer. The manu-
facturer produces and sells polka-dotted
shirts and striped shirts. The striped shirts
are far outselling the polka-dotted shirts.
The manufacturer has the incentive—from
more potential sales and profits—to
produce more striped shirts. Other manu-
facturers, observing consumers’ desire for
striped shirts, also have the incentive to sell
striped shirts. With all these manufacturers
in the market, consumers have all the
striped shirts they want.

Manufacturers also have a second incen-
tive—to make the most profit in selling
striped shirts. What keeps manufacturers’
pursuit of profit from causing prices to

Raloo

“Son, your mother and I have decided o let the .

free market take care of you.”

skyrocket? If one manufacturer begins
charging $30.00 for a striped shirt, another

manufacturer can come along and sell

* striped shirts for $25.00. If the first manu-

facturer wants to sell any more striped
shirts, he or she had better drop the selling
price. Consumers, pursuing their self-
interest, will buy the lower-priced shirt.
Economists call this struggle among
producers for the dollars of consumers
competition. While self-interest is the moti-
vating force behind the free market,
competition is the regulating force.

The Invisible Hand

Self-interest and competition work together
to regulate the marketplace. Self-interest
spurs consumers to purchase certain goods

A How could the
free market take
care of this young
man?

self-interest one’s own
persopal gain

incentive an
expectation that
encourages people to
behave in a certain way

competition the
struggle among
producers for the
dollars of consumers

< Competing
husinesses scream

" - for the attention of

CONSuUmers.
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profit to be gained. Une large
‘temporary employee agency recruits:
and trains workers from the ranks of
the urban poor. Bypassing the social-

prowde soc:al serwces——rf theres a

and services and firms to
produce them. Competition
causes more production and
moderates firms’ quests for
higher prices. The overall
result is that consumers get
the products they want at

makes a profit for itself.

welfare agencies that are charged
with getting people off public
assistance, it finds work for individuals
and employees for businesses, and

prices that closely reflect the
" cost of producing them. All
of this happens without any
central plan or direction.

invisible hand term
economists use to
describe the self-
regulating nature of the
marketplace

consumer sovereignty
the power of
consumers to decide
what gets produced

Adam Smith called this
phenomenon “the invisible
hand of the marketplace.”

Advantages of the Free Market

Competition and the pursuit of self-interest
serve the public interest. The free market,
on its own, meets many economic goals.

1. Economic efficiency Because it is self-
regulating, a free market economy
responds efficiently to rapidly changing
conditions. Producers make only what
consumers want, when they want it, and
generally at prices they are willing to pay.

2.Economic  freedom Free market

economies have the highest degree of

2, ‘What is the dlﬁerence between the factor market and the

product market?
3. Whatis profit?

4, What are the roles of households and firms in a market

economy?

5. How does cempetition among firms benefit consumers?
6. Explain what Adam Smith meant by “the lnwsmle hand of

the marketplace.”

1. What is the connection between incentives and consumer
sovereignty in a free market economy?

economic freedom of any system. This
includes the freedom of workers to work
where they want, of firms to produce
what they want, and of individuals to
consume what they want.

3. Economic growth Because competition
encourages innovation, free markets
encourage growth. Entrepreneurs are
always seeking profitable opportunities,
contributing new ideas and innovations.

4. Additional goals Free markets offer a
- wider variety of goods and services than
any other system, because producers
have incentives to meet consumers’
desires. Consumers, in essence, decide
what gets produced. This is called
consumer sovereignty.

Despite its advantages, no pure market
economy exists on any meaningful scale.
The same features that make free markets
attractive also represent the weaknesses of
the free market. The goals of economic
equity and economic security are difficult
to achieve in a pure market system. In
Section 4, you will read about how the free
market system has been modified by -
various nations in order to better meet the
entire array of economic goals.

Applying Economic Concepts

8. Critical Thinking Why is economic equity difficult to
achieve in a free market economy?

9. Try This You wil! need a stack of paper and two staplers.
You and a friend create “fold-its” by folding each sheet

“of paper in thirds and stapling both ends. How many

fold-its can you make in two minutes? Next, try special-

izing: one of you folds while the other staples. Now how
many fold-its can you make in two minutes?

10. Critical Thfnking Provide at least three real-warld

examples to illustrate the circular flow model of a market
economy.

Take It to
the NET

activity. www.phschool.com .

A high degree of economic freedom is a characteristic of a free market system. Which coun-
tries exhibit the most economic freedom? Where are most of these countries located? Use the
links provided in the Social Studies area at the followmg Web site for help in compietlng thIS

32 Economic Systems




Adam Sm I'th (1723—1790)

Ore of the first people to offer an explanatton of how a market
econonty works was the Scottish pbzlosopber Adam Smtth. ,
Beginning in bis early twenties, Smith enjoyed a long. career teach-

. ing at universities in Scotland. Alﬂ:ougb more than a little absent-
minded, Smith was adored by bis students and 1'espected by his
fellow professors. More zmportantly, his ideas won Ium fame and
influence across Britain.

The Wealth of Nations The Invisible Hand

Today, we most remember Adam Smith for  gnd Self-Interest
the theories expressed in his book The
Wealth of Nations. Published in 1776,
The Wealth of Nations still stands as an
authoritative description of how a market

. system can flourish.

In the book, Smith identifies land, labor,
and capital as the factors of production that
generate a nation’s wealth. When the pro-
duction of goods is divided into many steps,
and workers specialize in only one step,
productivity increases. Higher productivity
‘increases the overall wealth of the nation.

Adam Smith also noticed that businesses
could provide the goods and services that
consumers needed without the help of a
central plan telling them what to do. How
do they do it? Smith gave credit to an
invisible hand.

In Smith’ view, the invisible hand
guides a nation’s resources to their most
productive use. One of the invisible hand’s
tools is self-interest. Individuals, each pui-
suing what is best for him or her, make
decisions that ultimately benefit the
. . ) nation.

Laissez Faire For example, consumers can satisfy
Adam Smith also called for restricting the  their self-interest by buying goods.

role of government in the economy. Smith ~ Business people satisfy their self-interest
insisted that government must leave indi- by making the goods consumers want and
viduals as free as possible to pursue their selling them for a profit. As sales increase,
own interests if a market economy is to businesses can raise prices. At this point
run smoothly. This policy-is known as the invisible hand takes over. Another per-
laissez faire, which means “let them do son sees the profits and starts a competing
{as they please).” In Smith’s view, individu-  business, charging a slightly lower price.
als left alone to try to better themselves Other businesses must follow if they want
will produce a multiplication of riches: to keep their customers, and balance is
more jobs and more goods and services. restored to the market.

1. Source Reading Rewrite the fol- 2. Critical Thinking What are the 3. Learn More Conduct further
lowing passage from The Weaith of forces that together comprise the research and describe the similari-
Nations in your own words: “[t is not invisible hand? ties between two 1776 publications:
from the benevolence [kindness] of the The Wealth of Nations and the
butcher, the brewer, or the baker that Declaration of Independence.

we expect our dinner, but from their ’

regard to their own interest.”
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Describe how a‘centrally planned
economy is organized.

2. Analyze the centrally planned economy of
the former Soviet Union.

Section Focus

market economies.

3. ldentify the problems of a centrally’

planned economy.

In a centrally planned, or
command economy, the central
government controls the economy.
Central planning has limitations
and disadvantages not found in

Key Terms

socialism
communism
authoritarian
collective
heavy industry

» Government
posters in Guba {left)
and Cambodia (right)
try to inspire worker
productivity in these
centrally planned
economies.
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= entrally planned economies operate in
g direct contrast to free market systems.
Centrally planned economies “oppose
private property, free market pricing,
competition, and consumer choice.

How Is a Gentrally Plan“ned'
Economy Organized?

In a centrally planned economy, the central
government, rather than individual

producers and consumers in markets,

answers the key economic questions of
production and consumption.’ A central
bureaucracy makes all the decisions about
what items to produce, how to produce
them, and who gets them. After collecting
information, bureaucrats tell each firm
what and how much to produce. It is up to

the bureaucrats to ensure that each firm has

enough raw materials and workers to meet
its production goals.

Government Control

of Factor Resources and Production

In a centrally planned economy, the
government owns both land and capital. In
a sense it owns labor, too, by controlling
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where individuals work and what wages
they are paid. The government decides

" what to produce, how much to produce,

and how much to charge. Each year, it
directs workers to produce a certain
number of trucks, so many yards of cotton

fabric, a certain amount of glass, and so on. -

Farmers are told what to plant, how to
plant, and where to send their crops. The
free market forces of self-interest and
competition are absent from the system.

For example, let’s follow the decision-
making process for the production of
military uniforms and a consumer
product—sweaters.

1.The top planners decide that more
military uniforms than sweaters will be
made. They send this decision to the
materials committee.

2. Knowing how much cotton is available,
the materials committee decides how
many sweaters and how many military
uniforms will be made. They send their
decision to the cotton makers, the button
makers, and the elastic makers.

3.The cotton, the buttons, and the elastic
arrive at sweater factories and uniform
factories where they are manufactured
into sweaters and uniforms.

As you can see, decisions on what to
produce and how much to produce are not
determined by consumers. Chances are that
many citizens living under this economy
would still need new sweaters. This lack of
consumer voice in production and distribu-
tion shows that under centrally planned
economies, consumers do not have
consumer sovereignty.

Socialism and Communism

The words most often associated with
centrally planned economies are socialism
and communism. They are often used inter-

. changeably, but we need to make a distinc-

tion between the two terms.

~ Socialism is a social and political philos-
ophy based on the belief that democratic
means should be used to distribute wealth
evenly throughout a society. Real equality,
socialists argue, can only exist when

A How would you describe production in this
Romanian factory?

political equality is coupled with economic
equality. Economic equality is possible only
if the public controls the centers of
economic power. Although socialist
nations may be democracies, socialism
requires a high degree of central planning
to achieve economic equality.

In socialist countries the government
often owns major industries, such as utili-
ties. Socialism, as you will see in Section 4,
exists to varying degrees in different
nations throughout the world. -

Communism is a political system that
arose out.of the philosophy of socialism.
Communism is characterized by a centrally
planned economy with all economic and
political power resting in the hands of the
central government.

Unlike socialists, however, communists
believed that a socialist society can only
come about after a violent revolution.
While socialist economies can still allow
for democracy, communist governments
are authoritarian, Authoritarian govern-
ments exact strict obedience from their
citizens and do .not allow individuals
freedom of judgment and action.
Throughout history, communist nations
have been dominated by a single political

socialism a social and
political phifosophy
based on the belief that
democratic means
should be used ta
gvenly distribute wealth
throughout a socisty

communism a political
system characterized
by a centrally planned
gconomy withall  °
economic and political
power resting in the
hands of the central
government

authoritarian requiring
strict obédience to an
authority, such as a
dictator

Chapter 2 Section3 3D



B> Karl Marx {left) and
Friedrich Engels (center)
introduced their socialist
philosophy in The
Communist Manifesto in
1848, The term communist
was adopted by the
Bolsheviks who, led by
Viadimir Lenin (right), took
control of Russia in 1917.

collective /arge farm party or dictator. The former Soviet Union

leased from the state to
groups of peasant
farmers

was a communist nation that provides us
with a good case study of how a centrally
planned economy works—and doesn’t work.

The Former Soviet Union

The Soviet Union arose out of a pair of
revolutions in Russia in 1917. In March,
imperial rule in Russia came to an end
when Czar Nicholas Il was forced from the
throne. A provisional republican govern-
ment was set up, but by November it, too,
was toppled. It was taken over by the
Bolsheviks, revolutionary socialists led by
Vladimir Lenin. Once in power, they
renamed themselves communists, instituted
a reign of terror, and murdered the former
czar and his wife and children. Under the
control of the Communist party, central
planning was introduced during the 1920s
and continued to operate until the breakup
of the Soviet Union in 1991.

Soviet planners were most concerned

in the international community. As a result,
they allocated the best land, labor, and
capital to the armed forces, space program,
and production of capital goods such as
farm equipment and factories. The
committees that ran the system were
responsible for deciding the quantity,
production process, and distribution of 24
million different goods and services.

7 77p How would you describe the farming techniques
shown in this photo of a Soviet collective?
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with building national power and prestige -

Soviet Agricuiture

In the Soviet Union, the central government
created large state-owned farms and collec-
tives for most of the country’s agricultural
production. On state-run farms, the state
provided farmers with all equipment, seed,
and fertilizer. Farmers worked for daily
wages set by economic planners.

Collectives were large farms leased from
the state to groups of peasant farmers.
Farmers managed operation of the collec-
tives, though they still were required to
produce what the government instructed
them to. Farmers either received a share of
what they produced or income from its sale.

Agricultural workers were guaranteed
employment and income, and the govern-




ment established quotas and distribution.
Under such a system, individuals had few
" incentives to produce more or better crops.
While Russia had been a major exporter of
~wheat until 1913, before long the Soviet
Union could not keep its own people fed.
Soviet agriculture bore much of the

opportunity cost of Soviet central planning

decisions.

Soviet Industry

Soviet factories also were state-owned.
Planners favored the defense industry, the
space program, and heavy industry. (Heavy
industry requires a large capital investment
to produce items used in other industries.
Chemical, steel, and heavy machinery
manufacturing are heavy industries.) The
makers of consumer goods and services
paid the opportunity cost of this concentra-
tion of resources. They were stuck with
lefrover, lower-quality resources with

which to create their products.

Like agriculture, industry was character-
ized by a lack of incentives. Jobs were
guaranteed, and wages were set by the
‘government. Once a production quota was
met, there was no reason to produce more
goods. Workers had little incentive to work
harder or to innovate. In fact, it was illegal
for workers to exhibit entrepreneurial

behavior.

ZEEN

A Shifting from communism to a free market economy has been a difficult -

transition. Consumers often waited hours in fong lines only to discover

nearly empty store shelves.

Soviet Consumers

Consumers, too, experienced the opportu-
nity cost of central planners’ decisions.
Consumer goods were scarce and usually
of poor quality. Manufacturers had the
incentive to focus on quantity, not quality.
For example, a manufacturer assigned to
- produce a certain number of suits could
loosely stitch the buttons and forget the
buttonholes and mismatch coats and

trousers. Still, the state store
had to accept delivery of the
suits. Consumers would be

left with no alternatives.

Consumers often had diffi-
culty getting goods, too. They
wasted  countless hours
waiting in line to purchase
goods and services. Luxuries
such as meat were made
affordable by government
price setting, but they were
rarely available. Housing
shortages forced people to
live in crowded and poorly
constructed apartments.
Because of the long waiting
list for apartments, it was not
unusual to find a family living
in just two rooms.

.

heavy industry industry
that requires a large
capital investment and
that produces items
used in other industries

A

Inthe News When Alexander

Lukashenko became president of Belarus "

in 1994, the former Soviet republic

retreated to a centrally planned economy. |

As this excerpt from a Wall Street
Journal Classroom Edition article shows,
entrepreneurship was discouraged.

City authorities in Minsk “threw the

book at Patio Pizza’s pasta. Inspectors |

from the Public Nutrition

Department, or Obshepit, decreed the §

restaurant’s menu wasa’t in keeping
with the official Belarussian

cookbook, a 200-page tome designed |

to guarantee that national dishes are
prepared exactly the same way
throughout Minsk. For this and
[various] other violations, including

unauthorized ice levels in [drinks], the

city closed the restaurant.”

THE WALL STREET JOURNAL. |
ASSROOM-EDITION:H
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A Statues of Lenin
were tappled after
the collapse of
communism in the
Soviet Union in 1991.

Problems of Centrally
Planned Economies

Central planning can be used to jumpstart
selected industries and guarantee jobs and
income. The other side of the coin, however,
is poor quality, serious shortages of non-
priority goods and services, and dimin-
ishing production.

In theory, centrally planned economies
can work effectively toward explicitly
stated goals. For example, in 1928, Soviet
leader Joseph Stalin instituted the first of

; -
cialism and con

2. ‘What characterizes an authoritarian government?

3. Why did Soviet collectives offer little incentive to farmers? 6

4. In the Soviet Union, what was the opportunity cost of the
emphasis on heavy industry?

mnun

Applying Economic Concepts

several five-year plans to boost produc-
tion. While a disaster in terms of agri-
culture, Stalin had some success in
increasing output in heavy industries.

Perhaps the greatest disadvantage of
centrally planned economies is that
their performance almost always falls
far short of the ideals upon which the
system is built. In addition, such
systems generally ~cannot meet
consumers’ needs or wants. Since the
government owns all production
factors, workers lack any incentive to
work hard. These systems also do not -
reward innovation, actively discour-
aging any kind of change. The large,
expensive bureaucracy necessary to
make the thousands of production and
distribution decisions to run the
economy lacks the flexibility to adjust to
consumer demands. Decisions become
overly complicated. Finally, command
economies sacrifice individual freedoms in
order to pursue societal goals.

Many areas of the world, especially less
developed countries, have experimented
with centrally planned economies, but most
of these experiments have failed. Instead,
most of these nations have moved toward
mixed economies over the past twenty
years. In the next section, you will read

_about today’s mixed economies.

5. Critical Thinking Why do centrally planned economies
have difficulty meeting consumer needs?

. Decision Making Which of the following economic goals
are difficult to achieve in a centrally planned economy?
(a} economic efficiency {b) economic security and

predictability (¢) economic equity (d) economic growth
and innovation

Take It to
the NET

‘for help in completing this activity. www.phschool.com

Russia, the dominant republic of the former Soviet Union, is now an example of a nation trying

to make the transition from a centrally planned economy to a markét economy. [dentify and

describe at least two actions taken to create a freer economy there. How well are these
~reforms working? Use the-links provided in the Social Studies area at the following Web-site - - - --
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 Russia in Crisis

'In 1991, when the Communist system in Russia collapsed, many Russians rejoiced
at the prospect of living under a freer political and economic system. Many
specifically looked forward to living in a Western-style free market economy.
During the next decade, Russians experienced an economic crisis. Although
economists had predicted that switching to a ) :
free enterprise system would be difficult, few
predicted how traumatic it would be.

Corruption The confusion caused by the sud-
den upheaval of both the political and eco-
nomic systems opened the door for crime and
corruption on an enormous scale. Some busi-
nessmen and politicians took advantage of the
nation’s inexperience with a market economy
and abused their power by robbing the
nation’s assets.

Financial Problems Russia’s gross domestic ',
product has shrunk nearly every year since A Many Western businesses saw the collapse
the collapse of the Soviet Union. The nation of Communism as a business opportunity.
has had to devalue its currency and postpone
making payments on the loans it received from Western nations.

Hardest hit of all have been Russia’s citizens. Some 40 million people live
below the poverty line—defined as about $30 a month. They have suffered
through severe food shortages, and many workers have gone months without
> being paid.

Success Stories Although Russia’s problems have been severe, it is possible for
a nation to make the transition successfully. Poland, for example, has done so.
In the years since the collapse of the Communist regime, Poland has become
one of Europe’s fastést-growing economies. Poland encourages small start-up
companies and refuses to subsidize insolvent firms. Russia, on the other hand,
actively discourages start-ups by requiring licensing and imposing other regula-
tions. In Russia, insolvent businesses can still stay afloat because of the elabo-
rate system of bartering among suppliers. This discourages Russian businesses
from becoming more efficient. :

Tt is now obvious that Russia’s problems in making the transition were seri-
ously underestimated. As this painful process continues, Russians continue to
ask whether the nation will have the staying power to overcome these problems
and make a free market economy a reality. . S

Applying Economic Ideas

1. What problems has Russia experienced in switching from a state-controlled
to a free market economy? v .
2. Why might Western nations be willing to make loans to troubled Russia?
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{ioh you will be able to:
f mixed economic

2. Interpret a circular flow model of a mixed
economy.

3. Compare the mixed economies of various
nations along a continuum between
centrally planned and free market
systems.

4, Understand the role of free enterprise in
the economy of the United States.

lodern Economies

Section Focus

it is doubtful that any nation can exist
successfully under a pure centrally
planned economy or a pure market
economy. Most modern economies
mix features of both systems. The
economy of the United States is

Key Terms -

laissez faire
private property
free enterprise
continuum _
transition

© privatize

based on the principles of the free

market.

'.;f—

P Most public parks
rely on government
dollars fer support.

e e e ———— e - =
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you cannot find today any economic
system that relies exclusively on central
planning or the individual initiative of the
free market. Instead, most economies are a
mixture of economic systems. Most
contemporary mixed economies blend the
market with government intervention, or
involvement, in the marketplace.

The Rise of Mixed Economies

No single economic system has all the
answers. Centrally planned economies are

cumbersome, do not adequately meet
consumer needs, and limit freedom.
Traditional economies have little potential
for growth or change. Even market
economies, with all their advantages, have
certain drawbacks.

The Limits of Laissez Faire

Adam Smith and other early free market
philosophers believed that, left to its own
devices, the free market system would
provide the greatest benefit for consumers
and raise the standard of living. They




preached laissez faire, the doctrine that

_government generally should not intervene

in the marketplace. (See the Profile of
Adam Smith on page 33.) Even Smith

acknowledged, however, the need for a = §

certain limited degree of government inter-
vention in the economy.

As market -economies have evolved
since Smith’s time, government interven-
tion has become greater because some
needs and wants of modern society are

 difficult to answer in the marketplace. In

addition, people’s preferences for redistri-
bution have changed.

Some needs that markets could meet
fall to governments so that all members
of society can participate. Education is
one example. Other needs that could fall
into this category are health care and
mass transit.

Governments create laws protecting
property rights and enforcing contracts.
There would be little incentive to develop
new products without property rights or
patent laws (laws that give the inventor of a
new product the exclusive right to sell it for
a certain period of time). Without laws
insisting on competition, many people fear
that some firms would dominate others in
their industry and be able to charge
consumers any price.

You will recall from your study of
American history that the Sth and 14th
amendments to the Constitution declare
that no person may be deprived of “Life,
liberty, or property, without due process
of law.” The Sth Amendment also says
that “just compensation” must be paid to
owners when private property is taken
for public use. Private property is property

that is owned by individuals or ‘com-.

panies, not by the government or the
people as a whole. The Framers of the
Constitution ensured that the United
States government would protect this
fundamental right.

Balancing Control and Freedom
A society must assess its values and priori-
tize its economic goals. Some goals are

better met by the open market and others
are better met by government action. In
addition, societies must evaluate the oppor-
tunity cost of pursuing each goal.

Each nation decides what it is willing to
give up to meet its goals. What are .you
willing to give up? Are you willing to pay
taxes to fund the army? To give money to
people without jobs? To give all people an
education? To subsidize farms? Should the
government establish job-safety guidelines
or a minimum wage?

< These
kindergarten
studentsin this™ ™~
schoo! funch
program are enjoying
a henefit of govern-
ment intervention.

laissez faire the

doctrine that states that
government generally
should not intervene in
the marketplace

private property
property owned by
individuals or
companies, not by the
government or the
people as a whole

Sweden’s Wlixed Economy Sweden's mixed economy has
- mixed benefits for the Swedish peop[e The Swedish government redistributes
""more than half of Sweden's wealth through social benefit programs. When a child
' ‘is born, his or her parents are entitled to a combined 450 days of parental leave,

with fﬁrée quarters of their base salary paid by the government. Swedish patients - v vv
never pay more than 1,300 Swedish krenor {about $170) per year for prescriptions. ;

If you were a teen in‘S’weden, your new braces would be free. Employers are
required fo give employees a minimum of 30 days vacation. The trade-off for
these benefits is the second-highest tax burden of any industrialized country.

~ Swedes pay around 56 percent of their incomes in taxes, compared to only 32 -
percentin the United States. How would you describe 1he [evel of govemment

mvolvement in Sweden’s economy?
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-model shows how
' government typically
g interacts with
: . households and
X businesses in the

1 marketplace.
Economic Systems
Explain how
government actions
affect the circular
flow model ina
mixed economy.

l This circular flow

.-'J,’-"“ e
i

‘Product market

Factor market

e e e

A Circular Flow Model of a
Mixed Economy

To illustrate the structure of most modern
economies accurately, we need to add
government to our picture of -the circular
flow of economic activity. Figure 2.4 illus-
trates the government’s role in the market-
place in a mixed economy. The government
can enter the circular flow of economic
activity in many ways.

Government in the Factor Market
Just like businesses, the government

- purchases land, labor, and capital from

42  Economic Systems

households in the factor market. For
example, the United States government
pays 2.8 million employees $9.7 billion a
year for their labor.

Government in the Product Market
Governments purchase goods and services
in the product market. They need buildings
and office supplies, telephones, computers,
and fax machines, for example.
Governments also provide certain goods
and services through the factor resources
that they combine. The federal, state, and
local governments in the United States, for

_example, provide 4 million miles of roads.




Transferring Money
‘As you can see from the outer ring
of Figure 2.4, governments collect taxes
from both households and businesses.
Governments then transfer the money they
collect to businesses and individuals for a
variety of reasons ranging from worker
disability to the survival of an industry. The
greatest expenditure of the United States
government is Social Security.

Comparing Mixed Economies

The foundation of the United States
economy is the free market. An economic
system characterized by private or corpo-
rate ownership of capital goods is called
free enterprise. In a free enterprise system
investments are determined in a free
market by private decision rather than by
state control. Figure 2.5 below shows a
continuum of mixed economies. A
confinuum is a range with no clear divisions.
On one end of the scale is the centrally
planned economy. On the opposite end is
the free market economy.

fiixed Economies Where Government
Intervention Dominates

Reflecting an economy almost totally
dominated by the government, North
Korea occupies one end of the scale.

Government owns all the
property and all economic
output, State-owned industries
produce 95 percent of North
Korea’s goods. Almost all
imports are banned, and
production of goods and
services by foreign companies

is forbidden.

| In competition with fore/gn fastfood *|

restaurant chains, Chinese . = «.
entrepreneur Shen Qing stan‘ed hls
‘own restaurant chain—the Baked
Pig Face restaurants. The seasoned
pigs’ heads, served in a modern
setting, are wildly popular. Mr. Shen
benefits by receiving profits, and

one quarter of all enterprises

In China, where the economy
is dominated by government,

consumers benefit by being able to
choose a traditional Chinese dish
over Western-style fast food.

are at least partly owned by
individuals. China, like many nations that
have relied heavily on central planning in
the past, is in transition, a period of change
in which an economy moves away from
central planning toward a market-based
system. To make the transition, state firms
must be privatized, or sold to individuals, and
then allowed to compete with one another
in the marketplace. As you will read in
Chapter 18, economic transition is a diffi-
cult, and often painful, process. -

Mixed Economies Where the Market

System Dominates

At the other end of the scale, with one of the

world’s freest markets, is Hong Kong. Hong

Kong, once administered by Great Britain, is

now a special administrative region of China.
It continues, at the beginning of the twenty-

Source: 1999 Index of Economic Freedom, Bryan T. Johnson, Kim R. Holmes, and Melanie Kirkpatrick

L
“" D UV(,\ The degree of government intervention in the marketplace varies among natioens.
: Economic Systems How would you explain China’s position on this continuum?
Why is Hong Kong, technically part of China, so far to the right on this diagram?

free enterprise an
economic system
characterized by private
or corporate ownership
of capital goods;
investments that are

" determined by private

decision rather than by
state control; and
determined in a free
market

continuum a range with
no clear divisions

transition period of
change in which an
economy maves away
from a centrally planned
economy toward a
market-based system

privatize fo sell state-run
firms to individuals
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you see reflected in

L/ |‘ .
' B What type of
. this busy mall?

; 1 * economic system do
1

first century, largely under the free economic
system it enjoyed under British rule.

In Hong Kong, the private sector rules.
The government protects private property
and rarely interferes in the free market,
aside from establishing wage and price
controls on rent and some public services.
It is highly receptive to foreign investment
and imposes virtually no barriers on

enterprise?

3. Why are nations with centrally planned economies some-
times slow to succeed when they privatize industry?

4. Compare the U.S. free enterprise system with other
economic systems you have read about in this chapter.

foreign trade. Banks in Hong Kong operate
independently of the government, and
foreign-owned banks have nearly all the
same rights as domestic ones. '

The United States Economy

The United States has a free enterprise
economy. Still, the government intervenes
to keep order, provide vital services, and to
promote the general welfare. Some people
argue for more government services, while
others say that the government already
intervenes too much in the economy.

~ Nevertheless, the United States enjoys a

high level of economic freedom.

United States law protects private
property. The marketplace operates with a
low level of government regulation.
Foreign investment is encouraged. So, too,
is free trade, although the United States
does protect some domestic industries and
does retaliate against trade restrictions
imposed by other nations. The banking
industry operates under relatively few
restrictions, and foreign-owned banks have
few additional restrictions. In the next
chapter, you will read in detail about the
government and the free enterprise
economy of the United States.

Applying Economic Concepts

5, Critical Thinking What benefits might citizens of a
centrally planned economy derive from a move toward a
market-based system? ’

6. Try This Survey newspapers and magazines to find
articles describing life in different econamic systems.
Construct a bulletin board of the continuum of
economies in Fig. 2.5. Place each article on the appro-

priate location on the continuum.

Take It to
the NET

provided in the Social Studies area at the fi
activity. www.phschool.com -~ =

Identify four agencies or organizations in the United States government that play a direct role
in the nation's economy. Write down each agency’s name and purpose. What are the advan-
tages and disadvantages of this government intervention in the marketplace? Use the links
ollowing Web site for help in completing this -
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Building Flowcharts

flowchart is a visual guide to a process that breaks the process down

into individual steps. Arrows often indicate the order and relationships
among the steps. In economics, flowcharts help people visualize the ways
goods are produced, how money flows through the economy, and how
decisions can affect many people. Use the following steps to analyze the

flowchart befow.

1. ldentify the steps of the process. Read
the labels in the boxes to familiarize
yourself with the process of writing
an article. (a) What-does Laura do

Laura hears Laura's editor

about a story assigns her a i
that would make story to research
a good article. for an article.

Laura interviews

several students. \

Laura writes
an article and
submits it to

her editor.

U

Laura's editor
revises the article
and includes itin

the next issue.
.

Laura’'s editor
decides not to
print the article
“in the next
issue,

Laura's article
appears in the
newspaper
that week.

\‘\_,_,/

" Additional Practice

after she interviews people for the
article? (b) What are the two choices '
for step one of the process?

2. Analyze the relationships among steps.’

A flowchart shows a series of actions :
and decisions. (a) According to this
particular chart, who can make a
dec131on that duectly affects the flow?:
b) Why does the path split into two |
new paths after Laura submits the
article to her editor? i

3. Predict possible future developments.

New arrows and steps can be added
anywhere along the flowchart, not
just at the ends. Picture how different : -
decisions and actions might change
the look of Laura’s flowchart. (a)
Where else might the flowchart split
into two new paths? (b} Give an ;
example of a new step that could be |
added to start a new path.

Construct a flowchart to show the

steps that you could take to offer a
new product for sale in your small

food store.
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,Chapter Summary

summary of the major ideas in Chapter 2 appears

A\ below. See also the Guide to the Essentials

of Economics, which provides additional ‘review and

: test practice of key concepts in Chapter 2.

Section 1 Answering the Three Economic Questions
(ip. 23-27)

The three basic economic questions societies ask are
(1) What goods and services should be produced?
(2) How should these goods and services be pro-
duced? and (3) Who consumes these goods and ser-
vices? An economic system is the way a society
decides to answer these three economic questions.
There are four general types of economic systems:
traditional economies, market economies, centrally
planned (or command) economies, and mixed
economies.

Section 2 The Free Market (pp. 28-32)
A free market is a self-regulating economic system
powered by individuals acting in their own
self-interest. In a free market economy, the factors of
production are privately owned, and individuals
decide how to answer the three economic questions.

Section 3 Centrally Planned Economies (pp. 34-38)
In a centrally planned economy the central government
controls the factors of production and answers the
three basic economic questions for all of society.
Two systems often mentioned when centrally
planned economies are discussed are socialism and
communism.

- Section 4 Modern Economies (pp. 40-44)

Most of the economic systems in the world today
are mixed economies. These systems use a combina-
tion of government involvement and free markets.
Throughout the world there are different levels of
government intervention in mixed economies.
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Key Terms

Match ‘the following terms with the definitions
listed below. You will not use all of the texms.

competition ~laissez faire

_ socialism ' privatize

" mixed economy . consumer
self-interest - sovereignty
command economy market economy

1.

N

System that combines the free market with
some government intervention
One’s own personal gain

. The doctrine that states that government

generally should not intervene in the mar-
ketplace

System in which the central government
makes all decisions on the production and
consumption of goods and services

. The struggle among producers for the dol-

lars of consumers

System in which decisions on production
and consumption of goods and services are
based entirely on exchange, or trade

Using Graphic Organizers

1.

On a separate sheet of paper, copy the web
map below showing the advantages and
values of a mixed economy. Complete the
web map with examples from your knowl-
edge or experience.

Economic
security: disaster
relief




Rjevieiw_ing Mam ldeas

8. Think of a business in your local area. Describe
its operation in terms of factor markets and
product markets. : ‘

9. Explain how a factory assembly line is an exam-
ple of specialization.

10. Why are there no pure free market economies in
the world?

11. Compare the circular flow diagrams of a free
market and a mixed economy. Describe how they

differ, and why.

Critical Thinking

12. Synthesizing Information Suppose that your.
household is its own society. How are the three
key economic questions answered?

13. Predicting Consequences Think of three ways
gour life would change if the United States
began using a pure free market system or a pure
centrally planned system instead of the free
enterprise system.

14. Analyzing Information Review the advantages and
disadvantages of both free market economies
and centrally planned economies. Assess the
way each system values economic freedom and
economic equity.

Problem-Solving Activity

15. Suppose that you are opening a new music store
in your town. What resources would you need
from the factor market? What would you offer in
the product market? How would the government
affect your business? '

Organizing Ideas Review your personal list

of systems. Rewrite your list in two columns. In
one column, list the systems that are more influ-
enced by central planning. In the other column,
list the ones that are more influenced by the free
market. Add to each list other systems you use on
a regular basis.

‘Skills for Life
Building Flowcharts Review the steps on page 45;
then answer the following questions using the

flowchart below.

v
i

17.
18.

19.

20.

Thereis a Yard sale this weekend (

16. What does Megan do to try to make extra

money this weekend?
Megan sets up her stand?

her cookies?

next time?

change so you can succeed in the future.

in Megan's neighborhood,  © | money this weekend.

“Why does the flowchart split into two paths after
What step does Megan take if the neighbors like

If the neighbors do not like cookies, where could
a step or steps be added so Megan could succeed

-Organize a flowchart for yourself depicting a
goal that you did not achieve. (a) Take a close
look at the steps you took. (b) What errors did
you make? (c) Decide which steps you can

Megan wants to make extra

v ¥
Megan sets up a stand, offering
. her homemade gourmet cookies for sale. -

Neighbors buy cookies o Neighbors de not buy any
from Megan. .

cookies from Megan.

¢

&

Megan decides ta open
her cookie stand next time
a neighbor has a yard sale.

Take It to the NET
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Chapter 2 Self-Test Asa final review activity,
take the Economics Chapter 2 Self-Test in the Social
Studies area at the Web site listed below, and receive
immediate feedback on your answers. The test con-
sists of 20 multiple-choice questions designed to test
your understanding of the chapter content.
www.phschool.com
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