2-1, Answering the Three Economic Questions
	Economic system
	The method used by a society to produce and distribute goods and services.


	I. Three Key Economic Questions
	Every society must answer these questions:
1) What goods and services should be produced?

2) How should they be produced?

3) Who consumes these goods and services?



	What goods or services should be produced?
	How much resources should we devote to national defense? Education? Public health?


	How should they be produced?
	Should we have coal/oil/nuclear power?  Should teachers have 20 kids in a room or 50?


	Who consumes the goods and services?
	How will society distribute income?  Who will drive the Lexus?  Who will take the bus?


	Factor payments
	The income people receive for supplying land, labor, capital, or entrepreneurship (factor of production)
Examples: landowners get rent, workers get wages, lenders get interest, etc.

	II. Economic Goals and Societal Values
	Societies try to make sure they’re efficient by producing stuff people will use.  CDs, not records.


	Patriotism
	Love of one’s country.

	Safety net
	A set of government programs that protect people experiencing bad times (injury, layoffs, disasters, etc.)

	Economic equity
	How fair should things be?  Should nurses make as much as lawyers?


	Standard of living
	Level of economic prosperity


	Economies and Values
	

	Traditional economy
	Relies on habit or custom.  Little innovation.  Similar to family system.  Boys follow dad’s footsteps, girls follow mom.
Hunting, farming.  Low standard of living.

	Market economy
	Decisions made my individuals based on exchange, trade. (aka free markets, capitalism)


	Centrally planned economy
	(aka command economy)  Government decides everything.

	Mixed economy
	Market-based economy where government plays a limited role.


	


   2-2, The Free Market
	Market
	An arrangement that allows buyers and sellers to exchange things.
Markets exist because we can’t all produce everything we need for ourselves.



	Specialization
	The concentration of the productive efforts of individuals and firms on a limited number of activities.
Example: a mechanic specialized in fixing cars.

Or: assembly line



	Household
	A person or group of people living in the same residence.


	Firm
	Business; an organization that uses resources to produce a product


	Factor market
	Market in which firms purchase the factors of production (land, labor, capital) from households


	Profit
	The financial gain made in a transaction


	Product market
	The market in which household purchase the goods and services that firms produce.


	Adam Smith
	Wrote The Wealth of Nations in 1776.  Father of economics.  Said people are selfish, but it works.
Said gov should stay out of economy (laissez faire = hands off)

	Self-interest
	One’s own personal gain


	Incentive
	The hope of reward or the fear of punishment that encourages people to act in a certain way.
Example: recycling.  Buy things on sale.  Employee of the month.  Sports championships.


	Competition
	The struggle among producers for the dollars of consumers.  This helps control firm’s selfishness
Example: PS3 lowers price, Xbox does the same within a week.



	Invisible hand
	Term economists use to describe the self-regulating nature of the market place.
Plain English: even though everyone is selfish and interested in their own good, things are not chaotic.  

	Why is the free market system good?
	1) It works.  Producers make what consumers want, when they want it.  Prices are pretty good.
2) Freedom.  Work where you want, buy what you want, make what you want.

3) Growth is encouraged because innovation is encouraged.

4) Wide variety of things get made because consumers decide what gets made.



	Consumer sovereignty
	The power of consumers to decide what gets produced.

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	


   2-3, The Centrally Planned Economy
	Centrally Planned Economy
	Gov makes all decisions about what to make, how to make it, and who gets it.

Gov owns land and capital.  Even owns labor and sets wages.

Words associated: socialism and communism



	Socialism
	Using democratic means to redistribute wealth evenly throughout society.  

Nations can still be democratic and socialist, but involves central planning to achieve.



	Communism
	Centrally planned economy with all economic and political power with the government.  Requires bloody revolution.

While socialist is democratic, communist socities are authoritarian (requiring strict obedience to an authority, such as a dictator)


	Soviet Union
	1920s – 1991

Interested in national power.  All the best land, labor and capital went to army, space program, and farm equipment/factories.

Huge farms to feed the entire country.  Farmers used state equipment, feed, machines.


	Collectives
	Large farms leased from the state to groups of peasant farmers.  Farmers got a cut of crops/profits.
Very few incentives to produce more/better crops.  

Sad: Soviet Union was the top exporter of wheat in the world, but the people were starving.  



	Soviet Industry
	

	Heavy industry
	Industry that requires a large capital investment and that produces items used in other industries
Examples: chemical, steel, and heavy machinery. 

Because of this emphasis, normal consumer products suffered.



	The Real Truth
	Jobs are guaranteed.  Wages are set.  Why should I work hard?  As long as I do the minimum, I’m good.


	Soviet Consumers
	“We pretend to work, they pretend to pay us.”
Wages not worth much because products suck.

Have to wait forever to buy stuff.  “Luxuries” like meat often not in stock.   

Not enough housing.

 

	Problems with Centrally Planned Economy
	Stuff is poor quality.
Shortages are everywhere.

People are not encouraged to focus on quality, quantity, or innovation.

Many have tried this system, few have succeeded.  

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	


Chapter 2, Section 4: Modern Economies

	The Rise of  Mixed Economies
	No economy has all the answers.



	Laissez faire
	The idea that gov. should not interfere with the marketplace.

But every government must intervene, at least a little bit.



	We need gov
	Who else would protect us with military or pave roads?  Free market won’t do that.

Without gov. regulations, some firms might control entire markets (monopoly).



	Private property
	Property that is owned by individuals or companies, not the gov.



	Free enterprise
	Private or corporate ownership of capital goods.


	Continuum
	A range with no clear divisions


	Transition
	Time period while economy moves away from central planning to market-based


	Privatized
	Sells state-run firms to individuals


	United States
	Gov intervenes to provide order, vital services, and promote general welfare.
· Law protects private property

· Foreign investment is encouraged.

· Some free trade

· Few restrictions on bank industry

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	


