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o 11.11: Introduction to Financial Markets and Business

o 11.12: Financial Markets

o 11.13: How Businesses Raise Financial Capital

o 11.14: Putting It Together- Financial Markets and System

o 11.15: Discussion- Why Wanda Cares About the Federal Reserve—or Does She?
o 11.16: Discussion- Do You Have Change for a $207?

o 11.17: Assignment- Show Wanda the Money

o 11.18: Assignment- The Most Powerful Person in the World

12: Module 4 Readings - Entrepreneurship

o 12.1: Reading- The Importance of Small Business to the U.S. Economy
o 12.2: Reading- What Is an Entrepreneur?

12.3: Reading- Why Start Your Own Business?

12.4: Reading- Advantages and Disadvantages of Business Ownership
12.5: Reading- Is Entrepreneurship for You?

12.6: Reading- Twenty Questions Before Starting a Business

12.7: Reading- Ten Steps to Starting a Business

12.8: Reading- Create Your Business Plan

o 12.9: Reading- Why Do So Many Small Business Startups Fail?
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13: Module 5- Legal Environment

13.1: Why It Matters- Legal Environment

13.2: Introduction to the Meaning and Purpose of Law
13.3: Understanding Law

13.4: Purposes of Law

o 13.5: Rule of Law

o 13.6: Introduction to Statutory and Common Law
13.7: Statutory vs. Common Law

13.8: Introduction to Tort Law

13.9: Tort Law

13.10: Product Liability

13.11: Compensatory and Punitive Damages

13.12: Introduction to Intellectual Property

o 13.13: Intellectual Property

o 13.14: Introduction to Warranties

13.15: Warranties

13.16: Introduction to Contracts

13.17: What Is a Contract?

13.18: Breaches of Contracts

13.19: Introduction to Consumer Protection and Antitrust Laws
13.20: Consumer Protection

o 13.21: Antitrust Legislation

o 13.22: Putting It Together- Legal Environment

13.23: Discussion- They Don't Sue Dog-Treat Companies, Do They?
13.24: Discussion- The Product-Liability Debate
13.25: Assignment- Your Dog Treats Made Fluffy Sick!
13.26: Assignment- Who Is Suing Whom?

o O O O O o o O O O O o o o o o
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14: Module 5 Readings - Global Environment

o 14.1: Reading- What Is International Business?
o 14.2: Reading- The Balance of Trade
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o 14.3: Reading- Absolute and Comparative Advantage

o 14.4: Reading- The Global Business Environment

o 14.5: Reading- The Global Economic and Regulatory Environment

o 14.6: Reading- Global Business Ethics

o 14.7: Reading- Ethics and Corruption

o 14.8: Reading- Currency Valuations and Exchange Rates

o 14.9: Reading- The IMF and the World Bank- How Do They Differ?

o 14.10: Reading- International Economic Cooperation among Nations

15: Module 6- Business Ethics and Corporate Social Responsibility

o 15.1: Introduction to Ethical and Legal Behavior

o 15.2: Ethical and Legal Behavior

15.3: Introduction to Business Ethics

15.4: Building Business Ethics

15.5: Introduction to Ethical Challenges

15.6: Bribery and Kickbacks

15.7: Conflict of Interest

15.8: Whistleblowing

o 15.9: Examples of Unethical Business Behavior

o 15.10: Case Study- Microsoft’s Gift to Bloggers

15.11: Introduction to Corporate Social Responsibility

15.12: Corporate Social Responsibility

15.13: Examples of Corporate Social Responsibility

15.14: Case Study- Social Entrepreneurship at Tom’s Shoes

15.15: Controversies Surrounding CSR

15.16: Putting It Together- Business Ethics and Corporate Social Responsibility
o 15.17: Discussion- It's Not Stealing if You Pay For It, Is It?

o 15.18: Discussion- Are They Simply Guidelines?

15.19: Why It Matters- Business Ethics and Corporate Social Responsibility
15.20: Assignment- What They Don’t Know Won't Hurt Me

15.21: Assignment- Corporate Social Responsibility

15.22: Assignment- Business Ethics and Corporate Social Responsibility

0O O O O O o 0O O O O o o
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16: Module 6 Readings - Management

o 16.1: Reading- Managerial Skills

16.2: Reading- What Do Managers Do?

16.3: Reading- Planning

16.4: Reading- Organizing

16.5: Reading- The Organization Chart and Reporting Structure
16.6: Reading- Leadership Styles

16.7: Reading- Controlling- A Five-Step Process

o O O O o
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17: Module 7- Business Ownership

17.1: Why It Matters- Business Ownership

17.2: Introduction to Choosing an Organizational Type
17.3: Selecting a Form of Business Ownership

17.4: Introduction to Sole Proprietorships

o 17.5: Sole Proprietorships

o 17.6: Introduction to Partnerships

o 17.7: Partnerships

o 17.8: Introduction to Corporations

o https://biz.libretexts.org/@go/page/48853

o O O
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o 17.9: C and S Corporations

o 17.10: Benefit Corporations

o 17.11: Introduction to Hybrid Forms of Ownership

o 17.12: Limited Liability Company (LLC)

o 17.13: Limited Liability Partnership (LLP)

o 17.14: Introduction to Franchises

17.15: Franchises

17.16: Introduction to Mergers and Acquisitions

17.17: Mergers and Acquisitions

17.18: Putting It Together- Business Ownership

o 17.19: Discussion- Business Structure Does Matter

o 17.20: Discussion- Entrepreneurs and Business Ownership
o 17.21: Assignment- Wanda’s Business-Ownership Options
o 17.22: Assignment- Franchising—an Alternative to Start-up

18: Module 7 Readings - Legal Ownership

o 18.1: Reading- Selecting a Form of Business Ownership
o 18.2: Reading- Sole Proprietorship and Partnerships

o 18.3: Reading- Corporations

o 18.4: Reading- Hybrid Forms of Organization

o 18.5: Reading- Franchising

o 18.6: Reading- Mergers and Acquisitions

19: Module 8- Entrepreneurship

o 19.1: Why It Matters- Entrepreneurship

o 19.2: Introduction to Small Business

o 19.3: Understanding Small Businesses

19.4: Contributions of Small Businesses on the U.S. Economy
19.5: Introduction to Entrepreneurs

19.6: What Is an Entrepreneur?

19.7: Types of Entrepreneurs

19.8: Reasons to Be an Entrepreneur

19.9: Introduction to Advantages, Disadvantages, and Considerations
o 19.10: Advantages and Disadvantages of Small-Business Ownership
o 19.11: Why Some Ventures Falil

19.12: Considerations When Starting a Business

19.13: Introduction to Steps to Starting a Business

19.14: Ten Steps to Starting a Business

19.15: Introduction to Business Plans

19.16: Create Your Business Plan

19.17: Putting It Together- Entrepreneurship

o 19.18: Discussion- Wanda’s Entrepreneurial Spirit

o 19.19: Discussion- Am | an Entrepreneur?

o 19.20: Assignment- Dear Wanda’s Mom

o 19.21: Assignment- Today’s Hottest Entrepreneurs

o O O O o o O O O O o

[e]

20: Module 8 Readings - Managing Processes

o 20.1: Reading- Operations Management in Manufacturing and Production
o 20.2: Reading- Facility Layouts

o 20.3: Reading- The Technology of Goods Production

o 20.4: Reading- Operations Management for Service Providers
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o 20.5: Reading- Graphical Tools- Gantt and PERT Charts
o 20.6: Reading- Supply Chain Management

o 20.7: Reading- Producing for Quality

o 20.8: Reading- Outsourcing

21: Module 9- Management

21.1: Why It Matters- Management

21.2: Introduction to Managers

21.3: Managerial Levels

21.4: Managerial Skills

o 21.5: Introduction to Management Theory

o 21.6: Scientific Management Theory

21.7: Field of Management Theory

21.8: Introduction to Planning

21.9: Planning

21.10: Introduction to Organizing

21.11: Organizing

21.12: Introduction to Leading

o 21.13: Different Management Styles

o 21.14: Different Leadership Styles

21.15: Introduction to Controlling

21.16: Controlling

21.17: Putting It Together- Management

21.18: Discussion- How Great Leaders Inspire Action
21.19: Assignment- One Owner, Many Hats
21.20: Assignment- Are Leaders Born or Made?

o O O O o o O O O O o o o o o

[e]

22: Module 9 Readings - Teamwork and Communication

22.1: Reading- The Team and the Organization

22.2: Reading- Stages of Team Development

22.3: Reading- Why Teamwork Works

22.4: Reading- Effective Communication in Business
22.5: Reading- Appropriate Business Communications
o 22.6: Reading- Communication Channels

o 22.7: Reading- Communication Barriers

o O O o

[e]

23: Module 10- Motivating Employees

o 23.1: Why It Matters- Motivating Employees
o 23.2: Introduction to the Hawthorne Effect

o 23.3: The Hawthorne Studies

o 23.4: Introduction to Need-Based Theories

o 23.5: Maslow’s Hierarchy of Needs

23.6: Alderfer’'s ERG Theory

23.7: Intrinsic and Extrinsic Motivators

23.8: McClelland’s Acquired Needs Theory
23.9: Introduction to Process-Based Theories
o 23.10: Equity Theory

o 23.11: Expectancy Theory

o 23.12: Reinforcement Theory

o 23.13: Introduction to Theory X, Theory Y, and Theory Z
o 23.14: McGregor’s Theory X and Theory Y
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o 23.15: Ouchi’'s Theory Z

o 23.16: Introduction to Strategies for Motivating Employees

o 23.17: Job Design and Job Characteristics Theory

o 23.18: Goal-Setting Theory

o 23.19: Motivation in Today’s Workplace

23.20: Putting It Together- Motivating Employees

23.21: Discussion- Why Isn’t Jamie More Motivated?

23.22: Discussion- Motivate Me!

23.23: Assignment- Motivating with Dog Treats?

23.24: Assignment- What's Empowerment Got to Do with 1t?

[o]

o O O o

24: Module 10 Readings - Motivating Employees

o 24.1: Reading- Introduction to Motivational Theory

24.2: Reading- Fredrick Taylor’s Scientific Management
24.3: Reading- The Hawthorne Studies

24.4: Reading- Need-Based Motivation Theories

24.5: Reading- Process-Based Theories

24.6: Reading- Douglas McGregor’'s Theory X and Theory Y
o 24.7: Reading- Job Models and Goals

o O O o

[e]

25: Module 11- Teamwork and Communication

25.1: Why It Matters- Teamwork and Communication

25.2: Introduction to Teams

25.3: Differences Between Groups and Teams

25.4: Types of Teams

o 25.5: Introduction to Team Development and Success

o 25.6: Stages of Team Development

25.7: Team Success

25.8: Introduction to Effective Communication and Barriers
25.9: Effective Communication and Barriers

25.10: Introduction to Communication Channels, Flows, and Networks
25.11: Communication Channels

25.12: Communication Flows

o 25.13: Communication Networks

o 25.14: Introduction to Electronic Communication

25.15: Electronic Communication

25.16: Putting It Together- Teamwork and Communication
25.17: Discussion- What You Heard Was Not What | Meant
25.18: Discussion- The Ultimate Cost of Poor Communication
25.19: Assignment- Teamwork at Salty Pawz

25.20: Assignment- Multicultural Virtual Work Teams

o 25.21: Assignment- Formal and Informal Communication

o O O O o o O O O O o o o o o

[e]

26: Module 11 Readings - Human Resource Management

o 26.1: Reading- Human Resource Management

o 26.2: Reading- Working with Labor Unions

o 26.3: Reading- Collective Bargaining

o 26.4: Reading- Employee Rights- Job Protection and Privacy
o 26.5: Reading- Multiculturalism and the Law

o 26.6: Reading- The Recruitment Process

o 26.7: Reading- Performance Appraisal
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o 26.8: Reading- Today’'s HRM Challenges

27: Module 12- Managing Processes

o 27.1: Why It Matters- Managing Processes

27.2: Introduction to Operations Management

27.3: Operations Management

27.4: Operations Management in the Service Industry
27.5: Introduction to Production Processes

27.6: Project- or Job-Based Production

27.7: Batch Production

o 27.8: Mass Production

o 27.9: Introduction to Production Planning

27.10: Facility Location and Layout

27.11: Materials Planning and Inventory Control
27.12: Scheduling Tools

27.13: Introduction to New Technologies

27.14: New Technologies

27.15: Introduction to Supply Chain Management and Logistics
o 27.16: Supply Chain Management and Logistics

o 27.17: Introduction to Quality Assurance

27.18: Quality Assurance

27.19: Putting It Together- Managing Processes
27.20: Discussion- More Than Just Baking Treats
27.21: Discussion- How Things Are Made

27.22: Assignment- From Kitchen Baker to Operations Manager
27.23: Assignment- The Malcolm Baldridge Award

o O O O o o O O O O o o O O O O o

[e]

28: Module 13- Marketing Function

28.1: Why It Matters- Marketing Function

28.2: Introduction to Role of Customers

28.3: Marketing Defined

28.4: How Companies Approach Marketing

28.5: Value Proposition

o 28.6: Marketing and Customer Relationships

o 28.7: Influences on Consumer Decisions

28.8: Buying-Process Stages

28.9: Introduction to Segmentation and Targeting
28.10: Defining Your Target Market

28.11: The Importance of Marketing Information and Research
28.12: The Marketing Research Process

28.13: Introduction to Marketing Mix Introduction

o 28.14: Defining the Marketing Mix

o 28.15: Components of the Marketing Mix

28.16: Finding the Right Marketing Mix

28.17: Creating and Aligning the Marketing Strategy
28.18: Putting It Together- Marketing Function
28.19: Discussion- Customer Value Perception
28.20: Discussion- Black Friday and Cyber Monday
28.21: Assignment- Customers and Marketing at Salty Pawz
o 28.22: Assignment- Hit Your Target

o 28.23: Assignment- Marketing Mix Examples

o O O O o o O O O O o 0O O O O o

[e]
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o 28.24: Module 12- Marketing

28.24.1: Reading- Introduction to Product Pricing

28.24.2: Reading- The Promotion Mix- The Fourth P

28.24.3: Reading- Introduction to Social Media Marketing

28.24.4: Reading- Defining Marketing

28.24.5: Reading- The Four Ps of Marketing

28.24.6: Reading- The Marketing Environment

28.24.7: Reading- Generation Effects and Consumer Behavior
28.24.8: Reading- Using Market Research to Understand Consumers
28.24.9: Reading- The Market Research Process

28.24.10: Reading- Developing Organizational Objectives and Formulating Strategies
28.24.11: Reading- Overview of the Marketing Plan

28.24.12: Reading- Branding

0O 0 0 0 0 0 0 0 0 0o o o

29: Module 14- Marketing Mix

o 29.1: Why It Matters- Marketing Mix

o 29.2: Introduction to Product

29.3: Consumer Product Categories

29.4: Elements and Benefits of Branding

29.5: Common Branding Strategies

29.6: Stages of the Product Life Cycle

29.7: Marketing through the Product Cycle

29.8: The New-Product Development Process

o 29.9: Introduction to Promotion

o 29.10: Integrated Marketing Communication (IMC) Definition
29.11: Common Marketing Communication Methods
29.12: Using IMC to Support Marketing Strategies
29.13: Introduction to Place

29.14: Channels of Distribution

29.15: Channel Partners

29.16: The Role of Wholesale Intermediaries

o 29.17: Retailers that Distribute Products

o 29.18: Supply Chains and Distribution Channels

29.19: Introduction to Price

29.20: Customer Value and Price

29.21: Pricing Objectives

29.22: Cost-Plus Pricing Method

29.23: Discounting Strategies

29.24: Putting It Together- Marketing Mix

o 29.25: Discussion- Marketing Mix

o 29.26: Discussion- The Four Ps of the Competition

o 29.27: Assignment- The Four Ps of Gourmet Dog Treats
o 29.28: Assignment- | Can See the Four Ps of Marketing

0O O O O o 0O O O O O o o O O O O o
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30: Module 14 Readings - Financial Markets and System

o 30.1: Reading- The Functions of Money

o 30.2: Reading- The Federal Reserve System

30.3: Reading- Financial Institutions

30.4: Reading- Electronic Alternatives to Raw Cash- The Advent of Cashless Society
30.7: Reading- Investments and Markets- A Brief Overview

30.8: Reading- Measuring Return
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o 31.5: Reading- Bitcoin and Virtual Currencies
o 31.6: Reading- Mobile Commerce and Mobile Payment Systems
o 31.9: Reading- Measuring Risk

32: Module 15- Human Resource Management

31.1: Why It Matters- Human Resource Management
31.2: Introduction to Human Resource Management

31.3: Human Resource Management

31.4: Introduction to Human Resources and Laws

o 31.5: Employment Legislation

o 31.6: Introduction to Recruitment and Hiring

31.7: Diversity in Human Resources

31.8: Recruitment

31.9: The Hiring Process

31.10: Introduction to Training, Development, and Rewards
31.11: Training and Professional Development

31.12: Performance Appraisals

o 31.13: Compensation

o 31.14: Introduction to Termination

31.15: Termination

31.16: Introduction to HR Challenges

31.17: Reducing Turnover

31.18: HR Challenges

31.19: Putting It Together- Human Resource Management
31.20: Discussion- People Won't Work for Dog Treats!

o 31.21: Discussion- Are Interviews a Waste of Time?

o 31.22: Assignment- Wanda’s Hiring Approach, or How to Be Sued in One Easy Lesson
o 31.23: Assignment- Career Choices
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32: Module 16- Accounting and Finance

o 32.1: Why It Matters- Accounting and Finance

o 32.2: Introduction to Accounting in Business

o 32.3: What Is Accounting?

o 32.4: Introduction to Key Financial Statements

32.5: Financial Statements

32.6: Financial Statements- Interconnectivity

32.7: Introduction to the Break-Even Point

32.8: Finding the Break-Even Point

32.9: Simulation- The Rise of the Business Guru
32.10: Introduction to Financial Ratios

o 32.11: Financial Ratio Analysis

o 32.12: Introduction to Ethical Practices in Accounting
32.13: Ethics in Accounting

32.14: Putting It Together- Accounting and Finance
32.15: Discussion- Cooking More Than Dog Treats
32.16: Discussion- CPAs and Financial Crisis

32.17: Assignment- Bison Are Biting into Wanda’s Break-Even Point
32.18: Assignment- Claire’s Cuttery
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33: Module 17- Using Technology to Manage Business Information

o 33.1: Why It Matters- Using Technology to Manage Business Information
o 33.2: Introduction to Technological Changes in Business
33.3: Using Technology

33.4: Technology’s Influence on Business

33.5: Business Intelligence

33.6: Introduction to How Businesses Use Information
33.7: Data vs. Information

o 33.8: Business Data

o 33.9: Data Mining and Warehousing

33.10: Information and Business

33.11: Introduction to Information Networks

33.12: The Internet and Cloud Computing

33.13: Intranets and Extranets

33.14: Virtual Private Networks (VPNSs)

33.15: Introduction to Current Issues in IT

o 33.16: Security Issues in Information Technology

o 33.17: Ethical and Social Issues in Information Technology
33.18: Putting It Together- Using Technology to Manage Business Information
33.19: Discussion- Wanda on the Web

33.20: Assignment- Policy at Salty Pawz

33.21: Readings- Information Technology and Business
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33.21.1: Reading- Data vs. Information

33.21.2: Reading- Managing Data

33.21.3: Reading- Computer Networks and Cloud Computing
33.21.4: Reading- Ethical and Social Issues

33.21.5: Reading- Security Issues in Electronic Communication
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Licensing

A detailed breakdown of this resource's licensing can be found in Back Matter/Detailed Licensing.
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1.1: About This Course

This Introduction to Business course develops students’ understanding of business fundamentals with learning design structured
around timely, real-world case studies and examples. Key topics include the role of business, the global economic and legal
environment, ethics, marketing, accounting and finance, and managing processes and operations. Enriched OER content (text,
video, simulations, etc.) orients students to the shifting business landscape and prepares them for success in business program
curriculum and the workplace.

This course was written by Linda Williams (Tidewater Community College) and Lumen Learning, with contributions from Nina
Burokas (Mendocino College, Saddleback College) and Robert Danielson (Saint Mary’s College of California), and is
supplemented by content from OpenStax Principles of Economics, Boundless Business, and videos from multiple sources.

Additional contributions were created by Tina Lance at Germanna Community College, Wendy Wright at Cerritos College, Betty
Fitte at Tidewater Community College, Bob Carroll & Andrea Foster at Montgomery Community College, and Charlene Barker at
Spokane Falls Community College.

Course Improvements
This new edition of Waymaker Introduction to Business includes improvements and enhancements including:

o Fully revised Module 5: Legal Environment and Module 8: Entrepreneurship with new updated content.
¢ Added a new module, Module 17: Using Technology to Manage Business Information.
o Added practice opportunities to every learning outcome for students to enrich their learning.

We believe in making continuous improvements to our courses in order to enhance and facilitate student learning. This newest
version of the course includes data-driven improvements to assessment questions and text content in order to better illustrate,
clarify, and evaluate concepts.

Acknowledgments

This book has benefited from the contributions of many people, including Daniel Hossa, Lelah Jones Olender, David Clark,
Kathleen Jackson, Alaina Ray, Caitland Holland, Luke Edwards, Shawna Hunt, Joshua Hirschfeld, Barry Hardy, Aaron
Marcinkevich, Anni Mabasa, Anthony Avram, Nate Moore, John Rolon, Michelle Cain, Teri Huff, Tammi Lampe, Abigail M,
Magdi Alkaifi, Renny Y. and Kathryn Grace.
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1.2: Course Contents at a Glance

The following list shows a summary of the topics covered in this course.

Module 1: Role of Business

o What Is Business?

o For-Profit vs. Nonprofit
¢ Factors of Production

¢ Functional Areas

o Stakeholders

o External Forces

Module 2: Economic Environment
¢ What Is Economics?

e FEconomic Systems

¢ Demand

e Supply

o Equilibrium

o Health of the Economy

e Economic Stages

Module 3: Global Environment

e Globalization

e Measuring Global Trade

¢ Global Business Strategies

o Global Trade Forces

o Global Trade Agreements and Organizations
o Ethical Challenges in the Global Environment

Module 4: Financial Markets and System

e Money
¢ Role of Banks
o Financial Markets and Business

Module 5: Legal Environment

e The Meaning and Purpose of Law

¢ Statutory and Common Law

e Tort Law

o Intellectual Property

e Warranties

e Contracts

o Consumer Protection and Antitrust Laws

Module 6: Business Ethics and Corporate Social Responsibility
o Ethical and Legal Behavior

¢ Business Ethics

o Ethical Challenges
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Corporate Social Responsibility

Module 7: Business Ownership

Choosing an Organizational Type
Sole Proprietorships

Partnerships

Corporations

Hybrid Forms of Ownership
Franchises

Mergers and Acquisitions

Module 8: Entrepreneurship

Small Business

Entrepreneurs

Advantages, Disadvantages, and Considerations
Steps to Starting a Business

Business Plans

Module 9: Management

Managers
Management Theory
Planning

Organizing

Leading

Controlling

Module 10: Motivating Employees

The Hawthorne Effect

Need-Based Theories
Process-Based Theories

Theory X, Theory Y, and Theory Z
Strategies for Motivating Employees

Module 11: Teamwork and Communication

Teams

Team Development and Success

Effective Communication and Barriers
Communication Channels, Flows, and Networks
Electronic Communication

Module 12: Managing Processes

Operations Management

Production Processes

Production Planning

New Technologies

Supply Chain Management and Logistics
Quality Assurance

Module 13: Marketing Function
Role of Customers

Segmentation and Targeting
Marketing Mix Introduction
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Module 14: Marketing Mix

e Product
e Promotion
e Place

e Price

Module 15: Human Resource Management

e Human Resource Management

¢ Human Resources and Laws

o Recruitment and Hiring

e Training, Development, and Rewards
e Termination

¢ HR Challenges

Module 16: Accounting and Finance
e Accounting in Business

o Key Financial Statements

o The Break-Even Point

o Financial Ratios

o Ethical Practices in Accounting

Module 17: Using Technology to Manage Business Information

o Technological Changes in Business
o How Businesses Use Information

¢ Information Networks

e Current Issues in IT
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1.3: Learning Outcomes

The content, assignments, and assessments for Introduction to Business are aligned to the following learning outcomes. For a
complete list of topics covered in the course, see the Detailed Learning Outcomes.

Module 1: Role of Business

Discuss the role of business in society, the primary functions within a business, and external forces that affect
business activities

o Explain the concept of business

o Distinguish between for-profit and nonprofit businesses

o List and explain the four factors of production required to sustain a business

o Identify the primary functional areas within a business and describe their contribution to the organization

o Identify business stakeholders and describe their relationship with business organizations

o Identify the external forces that shape the business environment

Module 2: Economic Environment

Explain fundamental economic principles and describe how they shape the business environment

¢ Define economics and explain the difference between macroeconomics and microeconomics

o Identify the forces that drive supply and demand within an economic system

o Illustrate the relationship between supply and demand using supply and demand curves

e Compare and contrast different economic systems (capitalist, planned, and mixed)

o Describe the methods economists use to evaluate the health of an economy, such as GDP, unemployment rate, and CPI

o Explain the effect that the four stages of an economy (expansion, peak, contraction and trough) have on business operations

o Identify and explain the four stages of an economy (expansion, peak, contraction, and trough), and describe their impact on
business operations

Module 3: Global Environment

Describe the characteristics, opportunities, and challenges of the global business environment
o Explain why nations and U.S. firms engage in global business

e Describe how nations measure global trade

o Evaluate common strategies used to reach global markets

o Identify and describe forces that affect global trade

o Describe global trade agreements and economic organizations that regulate and promote global trade
o Describe ethical challenges that businesses face in a global environment

Module 4: Financial Markets and Systems

Explain the institutions and markets that comprise the financial system, and explain how they impact the economy
and the money supply

o Explain what money is and what makes it useful
o Explain the role of banks in the U.S. monetary system
e Describe common ways in which businesses obtain financial capital (money) to fund operations

https://biz.libretexts.org/@go/page/45324


https://libretexts.org/
https://biz.libretexts.org/@go/page/45324?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/01%3A_Course_Contents/1.03%3A_Learning_Outcomes
https://docs.google.com/spreadsheets/d/1KMCZbhhCm5AqebPnuMUtfEMg4PkEqc2oMdvAilklUH0/edit#gid=1048142699

LibreTextsm

Module 5: Legal Environment

Summarize the role of the legal system in governing and shaping the climate for business

Explain the meaning and purpose of law

Differentiate between statutory and common law

Define tort law, and explain the role of product liability in tort law

Explain the purpose and characteristics of intellectual property law

Describe warranties

List and describe the elements of a legally enforceable contract, and explain the consequences of breach of contract
Summarize consumer protection and antitrust laws

Module 6: Business Ethics and Corporate Social Responsibility

Explain the importance of business ethics and corporate social responsibility

Differentiate between ethical and legal behavior

Explain the concept of business ethics, and outline the steps companies take to encourage ethical behavior
Identify common ethical challenges faced by organizations

Explain the concept of corporate social responsibility (CSR)

Module 7: Business Ownership

Distinguish among the forms of business ownership

List and explain the important factors in choosing an organizational type

Discuss the advantages and disadvantages of sole proprietorships

Discuss the advantages and disadvantages of partnerships

Discuss the advantages and disadvantages of corporations

Discuss the advantages and disadvantages of hybrid forms of business ownership
Discuss the advantages and disadvantages of franchises

Describe the two types of mergers and acquisitions

Module 8: Entrepreneurship

Discuss the role of entrepreneurship in small business

Discuss the contributions of small business to the U.S. economy

Identify the common traits of successful entrepreneurs

Discuss the advantages, disadvantages, and important considerations of starting a small business
Describe the steps to starting a business

List and describe the key components of a business plan

Module 9: Management

Describe the primary functions, responsibilities, and skills of effective leadership and management

Describe the three levels of management and the key skills needed by managers

Summarize the development of management theory and the key functions of management today

Identify the types of planning and decision making managers engage in, and explain how these help organizations reach their
goals

Describe the organizing function of management and common types of organizational structure

Describe common management and leadership styles, and identify the circumstances under which they are most effective
Explain why control is an essential part of effective management, and outline the steps of the control process

Module 10: Motivating Employees

Explain common motivational theories and apply them to business

Describe the Hawthorne effect, and explain its significance in management
Explain need-based theories of worker motivation
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o Explain process-based theories of motivation
o Differentiate between Theory X, Theory Y, and Theory Z managers
o Explain how managers can use job characteristics and goal-setting theory to motivate employees

Module 11: Teamwork and Communication

Explain the importance of teamwork and effective communication in a business environment

o Differentiate between groups and teams, and describe the characteristics of different types of teams

o Explain the stages of team development and the factors that contribute to team success

o Explain the importance of, and barriers to, effective communication within an organization

o Describe typical communication flows, channels, and networks within an organization, and explain when different channels are
appropriate

o Describe the ethical issues, risks, and challenges associated with electronic communication in business

Module 12: Managing Processes

Explain how operations management contributes to organizational success

¢ Define operations management in manufacturing and production businesses

o Describe four major types of facility layouts: process, product, cellular, and fixed position

o Identify existing and emerging technologies that are changing the way goods are produced and delivered

o Define operations management in service businesses

o Explain the scheduling tools (Gantt and PERT) used to increase operations efficiency

o Explain the importance of logistics and supply-chain management

o Identify the techniques that are available to ensure high-quality goods and services (Six Sigma, TQM, SPC) and describe the
costs of poor quality

Module 13: Marketing Function

Explain the key components of the marketing function

o Explain the role of customers in marketing

o Explain the role of segmentation and targeting in marketing
o Explain the marketing mix

Module 14: Marketing Mix

Explain how organizations use the marketing mix to market to their target customers

¢ Explain common product marketing strategies and how organizations use them

o Explain common pricing strategies and how organizations use them

o Explain common product distribution strategies and how organizations use them

o Explain how organizations use integrated marketing communication (IMC) to support their marketing strategies

Module 15: Human Resource Management

Recognize the role of human resource management in planning, recruiting, and managing a workforce
o Explain how the functions of human resource management contribute to business success

e Summarize and discuss key laws affecting human resource management

o Discuss how organizations can effectively recruit and hire employees

o Discuss effective approaches to training, developing, and rewarding employees

o Describe the different HR management options for employee termination

o Discuss the challenges facing today’s HR managers

Module 16: Accounting and Finance
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Recognize sound accounting practices, and use financial statements and accounting principles to make informed
judgments about an organization’s financial health

o Define accounting, and explain its role as a form of business communication

o Identify key financial statements and their components, and explain the primary use of each type of statement

o Calculate the break-even point, where profit will be equal to $0, using information from financial statements

o Use financial statements to calculate basic financial ratios to measure the profitability and health of a business

o Discuss the importance of ethical practices in accounting and the implications of unethical behavior

Module 17: Using Technology to Manage Business Information

Recognize the roles of data and information technology in supporting business operations
o Discuss the role of technology in business

o Discuss ways in which information is used in business

o Compare the ways that businesses can manage information

o Identify security, privacy, and ethical issues affected by information technology

Contributors and Attributions
CC licensed content, Original

e Learning Outcomes. Provided by: Lumen Learning. License: CC BY: Attribution
CC licensed content, Shared previously

o Magnify. Authored by: Eucalyp. Provided by: Noun Project. Located at: https://thenounproject.com/term/magnify/1276779/.
License: CC BY: Attribution

1.3: Learning Outcomes is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.

https://biz.libretexts.org/@go/page/45324



https://libretexts.org/
https://biz.libretexts.org/@go/page/45324?pdf
https://creativecommons.org/licenses/by/4.0
https://thenounproject.com/term/magnify/1276779
https://creativecommons.org/licenses/by/4.0
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/01%3A_Course_Contents/1.03%3A_Learning_Outcomes
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/01%3A_Course_Contents/1.03%3A_Learning_Outcomes?no-cache

LibreTextsw
CHAPTER OVERVIEW

2: Faculty Resources

2.1: Request Access
2.2: 1 Need Help

2: Faculty Resources is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.



https://libretexts.org/
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/02%3A_Faculty_Resources/2.01%3A_Request_Access
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/02%3A_Faculty_Resources/2.02%3A_I_Need_Help
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/02%3A_Faculty_Resources
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/02%3A_Faculty_Resources?no-cache

LibreTextsw

2.1: Request Access

To preserve academic integrity and prevent students from gaining unauthorized access to faculty resources,
we verify each request manually.

Click here to fill out the request form, and we’ll get you on your way.

Overview of Faculty Resources

This is a community course developed by an Achieving the Dream grantee. They have either curated or created a collection of
faculty resources for this course. Since the resources are openly licensed, you may use them as is or adapt them to your needs.

Now Available
e Discussions
e Assignments
o Cases

Share Your Favorite Resources

If you have sample resources you would like to share with other faculty teaching this course, please send them with an explanatory
message and learning outcome alignment to share@lumenlearning.com.
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2.2: 1 Need Help

Need more information about this course? Have questions about faculty resources? Can’t find what you’re looking for?

Experiencing technical difficulties?
We’re here to help! Take advantage of the following Lumen customer-support resources:

o Check out one of Lumen’s Faculty User Guides here.
e Submit a support ticket here and tell us what you need.
o Talk and screen-share with a live human during Lumen’s OER office hours. See available times here.

Contributors and Attributions
CC licensed content, Original

o I Need Help. Provided by: Lumen Learning. License: CC BY: Attribution

CC licensed content, Shared previously

o Help. Authored by: Michael Finney. Provided by: Noun Project. Located at: https://thenounproject.com/term/help/1112130/.
License: CC BY: Attribution

2.2: 1 Need Help is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.

https://biz.libretexts.org/@go/page/65898


https://libretexts.org/
https://biz.libretexts.org/@go/page/65898?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/02%3A_Faculty_Resources/2.02%3A_I_Need_Help
https://lumenlearning.zendesk.com/hc/en-us
https://lumenlearning.zendesk.com/hc/en-us/requests/new
http://lumenlearning.com/office-hours
https://creativecommons.org/licenses/by/4.0
https://thenounproject.com/term/help/1112130
https://creativecommons.org/licenses/by/4.0
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/02%3A_Faculty_Resources/2.02%3A_I_Need_Help
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/02%3A_Faculty_Resources/2.02%3A_I_Need_Help?no-cache

LibreTextsw
CHAPTER OVERVIEW

3: Faculty Resources

3.1: Faculty Resources Overview
3.2: Pacing

3.3: PDF

3.4: PowerPoints

3.5: In-Class Activities

3.6: Assignments

3.7: Question Banks

3.8: I Need Help

3: Faculty Resources is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.



https://libretexts.org/
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.01%3A_Faculty_Resources_Overview
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.02%3A_Pacing
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.03%3A_PDF
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.04%3A_PowerPoints
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.05%3A_In-Class_Activities
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.06%3A_Assignments
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.07%3A_Question_Banks
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.08%3A_I_Need_Help
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources?no-cache

LibreTextsm

3.1: Faculty Resources Overview

We’ve seen overwhelming demand for high quality, openly-licensed course materials, including supplemental resources to enrich
teaching and learning and to make life easier for instructors. To support this need, we’ve developed and curated faculty resources to
use with this course.

Free and Open Supplemental Materials

On the following pages, you will find supplemental resources that are freely available to use with the interactive learning materials
for this course. Since these resources are openly licensed, you may use them as is or adapt them to your needs.

Additional Faculty Resources

Additional supplemental resources, learning tools, and support services are available to faculty who adopt Waymaker, OHM, or
Candela courses with paid support from Lumen Learning. For many courses, these include some combination of summative
assessments, answer keys, solutions manuals, or other materials shared only with authorized instructors in order to protect
academic integrity.

Click here to learn more about additional instructor tools and resources available to faculty who adopt Lumen-supported
courseware. Information about pricing and payment options is available on this page. Lumen’s low-cost support fees replace the
cost of expensive textbooks and may be paid by students or by the institution directly.

Continuously Improving Learning Materials

Are you interested in collaborating with us to make these course materials better? We use learning data to identify where content
improvements are needed, and then we invite faculty and subject matter experts to work with us developing continuous
improvements aimed at increasing learning.

Learn more from this blog post, or sign up here to join our continuous improvement mailing list and stay up to date about
upcoming OER hackathons and other continuous improvement activities.
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3.2: Pacing

The Introduction to Business textbook contains sixteen modules—one module per week for a sixteen-week semester. If you need to
modify the pace and cover the material more quickly, the following modules work well together:

¢ Module 3: Global Environment and Module 6: Business Ethics and Social Responsibility
e Module 4: Financial Markets and Systems and Module 16: Accounting and Finance
e Module 5: Legal Environment and Module 7: Business Ownership

We recommend NOT doubling up the following modules, because they are long and especially challenging. Students will need
more time for mastery and completion of assignments.
e Module 2: Economic Environment

e Module 13: Marketing Function
o Module 14: Marketing Mix
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3.3: PDF

Lumen makes significant investments to ensure our digital courseware is accessible, allowing students to learn using superior
interactivity, multimedia, and a variety of accommodations for individuals with varying abilities.

PDFs offer an inferior learning experience compared to the richness and interactivity in our digital courseware. A PDF version of
the textbook is available as a print alternative. The PDF does not include interactive content such as simulations, videos, and
quizzes and is not vetted for accessibility. For these reasons, we do not recommend using the textbook in the PDF form. The
offline version should be used as a print backup rather than as the primary textbook.

You can download the PDF using the following link:
e PDF (87.2 MB)

To share these files with your students, copy and paste the text and download link above into a page or announcement in your
learning management system (Blackboard, Canvas, etc.).
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3.4: PowerPoints

This course includes PowerPoint slide decks organized by chapter and aligned to course content. The decks also include practice
questions and class discussion/activity prompts, which you may use, edit, or remove according to your classroom needs.

Since the slides are openly licensed, you are welcome to retain, reuse, revise, remix, and redistribute them. They are also
accessible. If you do revise them, make sure to follow these guidelines for creating accessible PowerPoints.

Download individual decks, below:

e Module 1: Role of Business

e Module 2: Economic Environment

e Module 3: Global Environment

e Module 4: Financial Markets and System

e Module 5: Legal Environment

¢ Module 6: Business Ethics and Corporate Social Responsibility
e Module 7: Business Ownership

e Module 8: Entrepreneurship

e Module 9: Management

e Module 10: Motivating Employees

e Module 11: Teamwork and Communication

e Module 12: Managing Processes

¢ Module 13: Marketing Function

e Module 14: Marketing Mix

e Module 15: Human Resource Management

e Module 16: Accounting and Finance

e Module 17: Using Technology to Manage Business Information
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3.5: In-Class Activities

A set of in-class activities is available to support face-to-face and hybrid classes. These are not already built into the assignment
tool of your learning management system (Canvas, Blackboard, etc.), but they can be downloaded for use or previewed, below:

e In-Class Activities
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3.6: Assignments

The assignments in this course are openly licensed, and are available as-is, or can be modified to suit your students’ needs. Answer
keys are available to faculty who adopt Waymaker, OHM, or Candela courses with paid support from Lumen Learning. This
approach helps us protect the academic integrity of these materials by ensuring they are shared only with authorized and institution-
affiliated faculty and staff.

If you import this course into your learning management system (Blackboard, Canvas, etc.), the assignments will automatically be
loaded into the assignment tool.

Salty Pawz Assignments and Discussions

Half of the written assignments and discussions (32 in total) are based on a case study, whose focus is a fictional dog-treats
business called “Salty Pawz.” Many of these assignments take the form of asking students to give Wanda, the company’s
inexperienced owner, advice about how she can run her business more effectively. Lighthearted in tone, the Salty Pawz case study
and associated assignments create a common framework for applying knowledge and skills developed through the course,
encouraging students to demonstrate mastery of the content through real-world tasks and work products.

Alternate Assignments and Discussions

The other half of the written assignments and discussions (32 in total) use a variety of approaches, depending on the subject and
learning outcome being assessed; many ask students to go beyond course content to form connections between research topics and
what they’ve learned in class.

Using Assignments

We recommend assigning one discussion OR one assignment per chapter, rather than all of them. Some instructors prefer to stick
with the Salty Pawz theme throughout the course; others like to use some of the alternates along the way. You can view any
assignments or discussions below or throughout the course.

Assignments and Discussions with Module Alignment

Module Alignment

Module 1: Role of
Business

Module 2: Economic
Environment

Module 3: Global
Environment

Module 4: Financial
Markets and System

Salty Pawz Assignments

Assignment: What Does
a Business Look Like?

Assignment: Supply and
Demand for Salty Pawz

Assignment: Taking
Salty Pawz to the Global
Market

Assignment: Show
Wanda the Money

Salty Pawz Discussions

Discussion: The
Stakeholders of Salty
Pawz

Discussion: Supply and

Demand at Salty Pawz

Discussion: Sending
Salty Pawz Global

Discussion: Why Wanda
Cares About the Federal

Reserve—or Does She?

Alternate Assignments

Assignment: What Is
Killing Our Business?

Assignment: Price
Inelasticity of Demand

Assignment: We Do It
Better Here

Assignment: The Most
Powerful Person in the
World

Alternate Discussions

Discussion: External
Factors = Internal
Pressure

Discussion: Supply and

Demand in Your Life

Discussion: Made in
America

Discussion: Do You
Have Change for a $20?
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Module Alignment

Module 5: Legal
Environment

Module 6: Business
Ethics and Corporate
Social Responsibility

Module 7: Business
Ownership

Module 8:
Entrepreneurship

Module 9: Management

Module 10: Motivating
Employees

Module 11: Teamwork
and Communication

Module 12: Managing
Processes

Module 13: Marketing
Function

Module 14: Marketing
Mix

Module 15: Human
Resource Management

Module 16: Accounting
and Finance

Module 17: Using

Technology to Manage
Business Information

Assignment

Salty Pawz Assignments

Assignment: Your Dog
Treats Made Fluffy
Sick!

Assignment: What They
Don’t Know Won’t Hurt
Me

Assignment: Wanda’s
Business-Ownership
Options

Assignment: Dear
Wanda’s Mom

Assignment: One
Owner, Many Hats

Assignment: Motivating
with Dog Treats?

Assignment: Teamwork
at Salty Pawz

Assignment: From
Kitchen Baker to
Operations Manager

Assignment: Customers
and Marketing at Salty
Pawz

Assignment: The Four
Ps of Gourmet Dog
Treats

Assignment: Wanda’s
Hiring Approach, or
How to Be Sued in One
Easy Lesson

Assignment: Bison Are
Biting into Wanda’s
Break-Even Point

Assignment: Policy at
Salty Pawz

Salty Pawz Discussions

Discussion: They Don’t
Sue Dog-Treat
Companies, Do They?

Discussion: It’s Not
Stealing if You Pay For
It, Is It?

Discussion: Business
Structure Does Matter

Discussion: Wanda’s
Entrepreneurial Spirit

Discussion: How Does
Wanda Manage?

Discussion: Why Isn’t
Jamie More Motivated?

Discussion: What You
Heard Was Not What I
Meant

Discussion: More Than
Just Baking Treats

Discussion: Customer
Value Perception

Discussion: The Four Ps
of the Competition

Discussion: People
Won’t Work for Dog
Treats!

Discussion: Cooking
More Than Dog Treats

Discussion: Wanda on
the Web

Alternate Assignments

Assignment: Who Is
Suing Whom?

Assignment: Corporate
Social Responsibility

Assignment: Franchising
—an Alternative to
Start-up

Assignment: Today’s
Hottest Entrepreneurs

Assignment: Are
Leaders Born or Made?

Assignment: What’s
Empowerment Got to Do
with It?

Assignment:
Multicultural Virtual
Work Teams

Assignment: The
Malcolm Baldridge
Award

Assignment: Hit Your
Target

Assignment: I Can See
the Four Ps of Marketing

Assignment: Career
Choices

Assignment: Claire’s
Cuttery

Open Pedagogy Assignments and Alignment

Functional Areas of Business

Business Ethics and Corporate Social Responsibility

Module

Alternate Discussions

Discussion: The Product-
Liability Debate

Discussion: Are They
Simply Guidelines?

Discussion:
Entrepreneurs and
Business Ownership

Discussion: Am I an
Entrepreneur?

Discussion: How Great
Leaders Inspire Action

Discussion: Motivate
Me!

Discussion: The Ultimate
Cost of Poor
Communication

Discussion: How Things
Are Made

Discussion: Black Friday
and Cyber Monday

Discussion: Marketing
Mix

Discussion: Are
Interviews a Waste of
Time?

Discussion: CPAs and

Financial Crisis

Module 1: Role of Business

Module 6: Business Ethics and Corporate Responsibility
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Assignment Module
Formal and Informal Communication Module 11: Teamwork and Communication
The Marketing Mix Module 13: Marketing Function

Rubrics for Written Assignments and Discussion Posts

For faculty using the assignments or discussions included here, there are also sample rubrics to assist you in grading. Instructors
may download and modify these guidelines or use their own.

Grading Rubric for Discussion Posts

Written Assignment Rubric

Guidelines for Written Assignments
For faculty using the assignments included here, there is also a set of guidelines regarding length, formatting, and other mechanical

submission requirements. Instructors may download and modify these guidelines or use their own.

¢ Guidelines for Written Assignments
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3.7: Question Banks

The machine-graded assessments in this course are organized by module and are aligned to specific learning outcomes. Waymaker
courses assess students in three locations: Show What You Know (ungraded pretests at the beginning of each module), Self-Checks
(short, ungraded practice tests), and end-of-module quizzes (graded).

Authorized faculty may edit and delete quiz questions and also add new ones using the quiz editing tool inside their Waymaker
course(s). To learn more about editing the assessments in Waymaker, visit the Waymaker Faculty User Guide AFTER the course
package has been imported to your learning management system (Blackboard, Canvas, etc.).

Optional Download

The Show What You Know and Self-Check questions are also available as a separate file that can be downloaded and imported into
the assessment tool in your LMS. This format and extra step are needed ONLY if you want to make your own customized quiz,
midterm, or final exam that combines quiz questions from multiple modules.

There are 17 question banks with a total of 929 multiple choice questions.

We provide quiz banks as QTT files, a standard format that allows you to import questions, build, and customize quizzes in most
learning management systems (Canvas, Blackboard, etc.). These files cannot be opened outside of an LMS.

According to Lumen company policy, we do not provide quizzes in written (e.g. MS Word) form, in order to preserve the academic
integrity of our quiz banks on behalf of everyone using our materials. We adopted this policy after observing how easy it is for quiz
banks in written formats to find their way onto websites that promote academic cheating.

Click the name of your LMS to prompt the download of the file.

e (Canvas

e Blackboard
o D2L

e Moodle

Once you’ve downloaded the file, visit the Quiz Imports page and click through to the directions for your LMS.

Midterm and Final Exams

A comprehensive set of short-answer questions has been provided for midterm and final exams. Two questions per chapter are
included so that faculty can create two different exams without repeating questions. You can download the question set as a
Microsoft Word document, below:

e Midterm and Final Exam Questions
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3.8: I Need Help

Need more information about this course? Have questions about faculty resources? Can’t find what you’re looking for?

Experiencing technical difficulties?
We’re here to help! Take advantage of the following Lumen customer-support resources:

o Check out one of Lumen’s Faculty User Guides here.
e Submit a support ticket here and tell us what you need.
o Talk and screen-share with a live human during Lumen’s OER office hours. See available times here.

Contributors and Attributions
CC licensed content, Original

o I Need Help. Provided by: Lumen Learning. License: CC BY: Attribution

CC licensed content, Shared previously

o Help. Authored by: Michael Finney. Provided by: Noun Project. Located at: https://thenounproject.com/term/help/1112130/.
License: CC BY: Attribution

3.8: I Need Help is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.

https://biz.libretexts.org/@go/page/45333


https://libretexts.org/
https://biz.libretexts.org/@go/page/45333?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.08%3A_I_Need_Help
https://lumenlearning.zendesk.com/hc/en-us
https://lumenlearning.zendesk.com/hc/en-us/requests/new
http://lumenlearning.com/office-hours
https://creativecommons.org/licenses/by/4.0
https://thenounproject.com/term/help/1112130
https://creativecommons.org/licenses/by/4.0
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.08%3A_I_Need_Help
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/03%3A_Faculty_Resources/3.08%3A_I_Need_Help?no-cache

LibreTextsw
CHAPTER OVERVIEW

4: Student Resources- Salty Pawz Case-Study Information

4.1: Salty Pawz- A Case Study in Business
4.2: Salty Pawz Background
4.3: Salty Pawz Marketing

4.4: Salty Pawz Financial Information

4: Student Resources- Salty Pawz Case-Study Information is shared under a not declared license and was authored, remixed, and/or curated by
LibreTexts.



https://libretexts.org/
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.01%3A_Salty_Pawz-_A_Case_Study_in_Business
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.02%3A_Salty_Pawz_Background
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.03%3A_Salty_Pawz_Marketing
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.04%3A_Salty_Pawz_Financial_Information
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information?no-cache

LibreTextsw

4.1: Salty Pawz- A Case Study in Business
Throughout the course, you will interact with Wanda, the founder and owner of Salty Pawz.

Salty Pawz a small business that specializes in preparing and selling high-quality gourmet dog treats. Like many entrepreneurs,
Wanda has a great deal of experience and expertise in the specific products she produces, but she knows little about the broader
business environment. As a student of business, you will find that Wanda will need your help and ask your advice throughout this
course. The information contained in this case study is taken from Wanda’s business operations, and you’ll need this in order to
apply the concepts and theories in this course—and to help her.

You can read the case study information on the following pages or download it as a Microsoft Word document.
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4.2: Salty Pawz Background

Several years ago, Wanda went to the local animal shelter looking for a new dog, and when she arrived, the most pathetic-looking
bulldog-boxer mix she had ever seen greeted her. The puppy had terrible skin problems, had lost almost all of his fur, and his skin
was pink from scratching. The poor thing looked like a naked mole rat, but Wanda fell in love with him on the spot. She promptly
filled out the paperwork, named him Cosmo, and took him to the vet. Her vet was cautiously optimistic about the dog’s prospects
for recovery but advised Wanda that, in addition to medication, Wanda would have to be very careful about what she fed him. As a
result, Wanda began to research dog food and was horrified at the low quality of the foods and treats available. She looked into
healthier alternatives and, after some experimentation, developed several recipes that Cosmo could tolerate. As her friends watched
the evolution of Cosmo from sickly pup to happy dog, they began to ask Wanda to bake those treats for their dogs, as well. Soon,
friends of friends were calling her for her creations, and before she knew it, Wanda was in the gourmet dog-treat business.

As a result of this blossoming interest in what she was doing, Wanda has been successfully baking and selling dog treats out of her
home for the past several years, using the product name “Salty Pawz.” The demand for her custom dog treats has grown to the
point that she has a couple of friends who help her on a regular basis. Several months ago, she began selling her treats on Etsy.com.
Since then, her online orders have started to outpace her capacity. This month, her brother-in-law set up a website for Salty Pawz.

At first she was excited that more people would have access to her products, but she didn’t anticipate how many orders it would
generate.

She has been talking to entrepreneurs in her hometown to get advice about taking her operation “to the next level.” She has
questions and concerns about almost every aspect of business—finances, business structure, marketing, production, and overall
strategy: Does she even want to grow Salty Pawz further? And if so, how would she grow it successfully?

General Information About Salty Pawz

o The business was established in 2010 as a sole proprietorship. Wanda has been claiming all of the income and expenses for her
business on a Schedule C of her personal income tax return. She uses a CPA to prepare her taxes but maintains the daily
bookkeeping herself. Salty Pawz has shown a profit since 2011.

o Salty Pawz currently operates out of Wanda’s home in North Carolina; her kitchen has been certified by the local health
department to operate as a commercial kitchen.

o She does not currently need a business license because all of her product is shipped, and no customers come to her home.

o Salty Pawz does have a Federal Employer Identification number for tax withholding purposes, a NC Sales Tax identification

number, and is registered with the NC Employment Security Commission for the purposes of reporting NC Unemployment
Insurance Tax.
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e Two of Wanda’s friends help her on a part-time basis, primarily at night and on weekends after their regular jobs. She pays them
in dog treats and is not currently paying salaries or wages.

o Wanda’s brother-in-law manages her website, posting information about her products and keeping the information on the
company current. He doesn’t charge her anything, but she feels badly asking him to do too much work for free.

o Wanda spends most nights answering emails and inquiries through Etsy and her website while her friends bake and package the
treats. She is working fifteen-hour days, seven days a week, and she knows she can’t maintain this pace much longer. She is
very reluctant to change how she is doing business because she doesn’t want to risk the success she has had so far.

o She is using the local “Pack & Ship” to get her dog treats to her customers, but sometimes she finds herself running there more
than once a day. She is trying to figure out a better way to handle shipping but hasn’t come up with a solution.

Contributors and Attributions
CC licensed content, Original

o Salty Pawz Background. Authored by: Linda Williams and Lumen Learning. License: CC BY: Attribution

4.2: Salty Pawz Background is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.

https://biz.libretexts.org/@go/page/45334



https://libretexts.org/
https://biz.libretexts.org/@go/page/45334?pdf
https://creativecommons.org/licenses/by/4.0
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.02%3A_Salty_Pawz_Background
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.02%3A_Salty_Pawz_Background?no-cache

LibreTextsw

4.3: Salty Pawz Marketing

Products

Wanda sells three varieties of dog treats: Chicken Cuties, Bison Bites, and Lamb Lovies. Each treat comes in a plastic pouch
containing 12 treats. She has the following assortments available:

e Party Pooch = 4 each of 3 flavors
¢ Chicken Cuties= 12 Chicken

o Bison Bites = 12 Bison

e Lamb Lovies = 12 Lamb

Salty Pawz Commitment to Healthy Dogs

Since the very beginning, Wanda has been committed to providing a healthy alternative to mass-produced dog treats. Consequently,
she has been very careful about sourcing her ingredients. For the Chicken Cuties she uses free-range chickens that are fed no
artificial growth hormones or antibiotics. It took her a while, but she was able to find several ranchers who raise lamb and bison
with non-GMO grains. She does not add preservatives, dyes, or fillers to her treats.

Pricing

Wanda has priced her treats according to what would be considered the high end of the market. She determined her price based on
her costs and what she wants to earn every month. Although she pays attention to what other businesses are charging, she has never
conducted any research to determine how she stacks up against the competition. She is selling as many treats as she and her friends
can make, so pricing is not something she is concerned about at this time.

Place

Salty Pawz products are sold via the Internet, and all of Wanda’s business is conducted through some form of e-commerce. Her
treats are listed on Ftsy, where they are one of a large variety of treats available. Her brother-in-law recently launched her website
using Weebly, and she is still getting used to managing the site. In reality, when she gets a sale through her website, she is sending
the customers to Etsy to complete the purchase. When she explained this to Jim, he asked her, “Aren’t you afraid that when your
customers get to Etsy they will find someone else’s treats and buy them instead?” Wanda just scratched her head.

Promotion

Salty Pawz does not have marketing materials and does no promotions or advertising. Wanda thinks it might be a good idea, but
currently she relies on word-of-mouth to advertise her business. She has business cards she purchased from an online service and
encloses one with each order. Jamie dropped some off at the local veterinarian’s office a few months ago, but no one has checked to
see if they are still there.

SALTY PAWZ

Treats for your dog’s natural life

Wanda S. Williams
Treat Baker, Owner

1234 Oregon Inlet Road
Nags Head, NC 27959
252-555-1111

saltypawz@gmail.com
www.saltypawz.com

Contributors and Attributions
CC licensed content, Original

o Salty Pawz Marketing. Authored by: Linda Williams and Lumen Learning. License: CC BY: Attribution

https://biz.libretexts.org/@go/page/45335



https://libretexts.org/
https://biz.libretexts.org/@go/page/45335?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.03%3A_Salty_Pawz_Marketing
http://www.etsy.com/
https://creativecommons.org/licenses/by/4.0

LibreTextsw

4.3: Salty Pawz Marketing is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.

https://biz.libretexts.org/@go/page/45335


https://libretexts.org/
https://biz.libretexts.org/@go/page/45335?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.03%3A_Salty_Pawz_Marketing
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.03%3A_Salty_Pawz_Marketing?no-cache

LibreTextsm

4.4: Salty Pawz Financial Information

Sales + Revenue

For the last six months, Wanda’s sales have broken down as shown below. She has also provided you with her cost for each variety

of treat.
Sales and Revenue Breakdown

. o . . Weighted Profit

Product % of Sales Sales Price COGS Contribution Profit Margin .
Margin
Party Pooch 45% $20.00 $10.40 $9.60 48.00% 21.60%
Chicken Cuties 18% $15.00 $7.80 $7.20 48.00% 8.64%
Bison Bites 5% $21.00 $10.80 $10.20 48.57% 2.43%
Lamb Lovies 32% $24.00 $12.60 $11.40 47.50% 15.20%
Total Sales %
(Must equal 100% Average 47.87%
1 Profit Margin )

100%)

Cost of Goods Sold
Wanda’s COGS include the packaging, labeling, the ingredients, and the time it takes to make the treats. Since she can bake them in
big batches, her labor cost per unit is very low.
When Wanda ships her products, she charges just what it costs her. Shipping is done on a cost recovery basis and currently she
doesn’t consider it in her income/expenses.

Price and Cost of Goods Sold by Unit

Product Unit Sales Price COGS
Chicken Cuties $1.25 $0.65
Bison Bites $1.75 $0.90
Lamb Lovies $2.00 $1.05

Monthly Expenses

Currently Wanda’s monthly expenses are:
Salty Paws Monthly Expenses

Expense Amount
Rent $0.00
Electricity $0.00
Telephone $100.00
Water/Sewer $0.00
Internet $60.00
Website $175.00
Salaries $0.00
Owner’s Draw $1000.00

$50.00

Office Supplies

https://biz.libretexts.org/@go/page/45336



https://libretexts.org/
https://biz.libretexts.org/@go/page/45336?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/04%3A_Student_Resources-_Salty_Pawz_Case-Study_Information/4.04%3A_Salty_Pawz_Financial_Information

LibreTextsm

Expense Amount

Loan Payment $0.00

Insurance $85.00

Other $0.00

Total Overhead $1,470.00
Sales Mix

Currently Wanda’s customers purchase her products at the following ratios:

Product Purchase Ratios

Product % of Sales
Party Pooch 45%
Chicken Cuties 18%
Bison Bites 5%

Lamb Lovies 32%

Total % of Sales 100%

Break Even Calculation

Average Sales per customer: $20.00

Total overhead (as in table above): $1,470.00

Average profit margin (as in table above): 47.87%

BREAKEVEN = Total Overhead divided by Average Profit Margin

[ \begin{align*} \text{Salty Paws Breakeven} &= \dfrac{$1,470.00}{47.87\%} \\\\ &= \dfrac{$1,470.00} {\dfrac{47.87} {100} } \ &= \dfrac{$1,470.00}{47.87} X 100 \\ & =$3,070.91 \end {align*}

Based on her current monthly expenses and sales mix, this is what Wanda has to sell in order to break-even:

Product Breakeven in Dollars and Units

BREAKEVEN Party Pooch Chicken Cuties Bison Bites Lamb Lovies
Monthly In Dollars  $3,070.91 $1,381.91 $552.76 $153.55 $982.69
In Units 69 37 7 41

Forecasting Supply and Demand

Wanda is at capacity for production out of her kitchen, so she believes that she is at the maximum income she can generate with her
current structure. If Wanda changes her pricing structure, the following quantities demanded and quantities supplied will result.

Chicken Cuties
Response in Supply & Demand to Price Changes

Price ($) Demand (Q) Supply (Q)
$0.75 1000 500

$1.00 900 650

$1.25 800 800

$1.50 700 1000

$1.75 600 1400
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Price ($) Demand (Q) Supply (Q)

$2.00 500 1500

Bison Bites
Response in Supply & Demand to Price Changes

Price ($) Demand (Q) Supply (Q)
$1.00 1200 500

$1.25 1100 600

$1.50 900 700

$1.75 800 900

$2.00 700 1000

$2.25 400 1400

Lamb Lovies
Response in Supply & Demand to Price Changes

Price ($) Demand (Q) Supply (Q)
$1.75 1500 800

$2.00 1400 900

$2.25 1200 1000
$2.50 1000 1200
$2.75 800 1400
$3.00 700 1600

Party Pooch
Response in Supply & Demand to Price Changes

Price ($) Demand (Q) Supply (Q)
$16.00 1400 600
$18.00 1200 700
$20.00 1100 800
$22.00 1000 1000
$24.00 900 1200
$26.00 800 1400

Income Information

Here is a summary of Wanda’s Salty Pawz income information for the past 6 months.

Salty Paws 6 Month Income Statement

Income:

Party Pooch $ 40,500.00
Chicken Cuties $ 16,200.00
Bison Bites $4,515.00
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Lamb Lovies $ 28,800.00
Total Income $90,015.00
Cost of Good Sold:

Party Pooch $21,060.00
Chicken Cuties $ 8,424.00
Bison Bites $ 4,515.00
Canine Craving $15,120.00
Total Cost of Sales $ 49,119.00
GROSS PROFIT $ 40,896.00
Operating Expenses:

Rent $-
Electricity $-
Telephone $ 600.00
Water /Sewer $-

Internet $ 360.00
Website $1,050.00
Salaries $-
Owner’s Draw $ 6,000.00
Office Supplies $300.00
Loan Payment $-
Insurance $510.00
Other $-

Total Expenses $ 8,820.00
NET INCOME BEFORE TAXES $ 32,076.00
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5.1: Why It Matters- Role of Business

Why discuss the role of business in society?
Are you up for a challenge as you start this course?

As you embark on your study of business, you may be thinking that so much of what you will learn in school isn’t applicable to
your career or future—you may not be planning on going into business, for instance, you may want to be an academic, a therapist,
a chef, a media specialist—surely you don’t need to know about business then. Here’s a challenge that may change your mind.

A

Figure 5.1.1: Soup Cycle. (Travis, flickr.com CC BY: Attribution)

Stop what you are doing and take a minute to look around you. What do you see? Perhaps you see your living room, where you’re
sitting at your desk doing your homework. You might be at a local coffee shop, hanging out with some friends who are going to
help you study. Or maybe you’re sitting on the beach, reading this on your tablet or phone while you listen to the sounds of the
ocean and children playing in the sand.

Now, look around again but this time consider everything within your view and ask yourself what all of these things have in
common? If you said that they are all the product of business, then you’re right! How can that be, you ask? The products of
businesses are everywhere, in everything we touch, we eat, we see, we smell, and we feel. Not always directly, of course, but in one
way or another the evidence of a business is there. It’s like the air that we breathe—mostly invisible, but always present.

The next part of the challenge is this: As you work through this first section, keep trying to think of something, anything, that you
can say with certainty has no relationship to business. We will check back later and see what you came up with!
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5.2: Introduction to What Is Business?

What you'll learn to do: explain the concept of business

The concept of business has enough definitions and applications that we could almost say that everything is business. Throughout
this course we will explore the various functions, roles, and characteristics of business while keeping in mind that business is like
the air we breathe—it’s everywhere!
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5.3: Getting Down to Business

4b Learning Objectives

o Define the term business
o Distinguish between profit, loss, and value
o Distinguish between goods and services

Today’s Business Environment

The world of business today can be summed up in a single word: change. And not just change, but rapid change. In order to remain
profitable and competitive, businesses are finding that they need to be more responsive than ever to customer needs. This is not
only true of big companies like Apple, Nike, and Whole Foods but of smaller businesses, too—like your local hardware or grocery
store. The rapidly changing business environment affects them all.

What is the business environment? In some ways it resembles the natural environment in which we live: It’s all around us but not
always noticeable. It includes things like technology, competitors (other businesses), advertising, regulations, consumer demands,
and money. When these elements of the business environment change—in the same way that seasons and weather change—
companies need to be able to predict, react, and adapt accordingly. Those who fail to do so may find themselves out in the rain or
cold and struggling to survive.

Although the environment in which businesses operate is always changing, the accelerated pace of change presents special
challenges and opportunities for businesses today. Think about this: in the 1950’s the average lifespan of a Fortune 500 corporation
(the largest businesses we know) was over 60 years. Today, the life expectancy of a Fortune 500 corporation is less than 20 years.

Figure 5.3.2: Open pill bottle Meds.

To get a sense of this rapid and dramatic change, consider something that’s fairly routine for Americans: getting a prescription
filled. A couple of decades ago, you would have taken a written prescription from your doctor to your local drugstore and presented
it to the pharmacist. Then, while waiting for it to be filled, you might have leafed through magazines or browsed the store for extra
items—perhaps shampoo or a greeting card. When your name was called, you probably paid in cash or wrote a check. All such
transactions took place during normal business hours—Monday-Friday, 9 am-5 pm; larger pharmacies may have been open for a
few hours on Saturday.

What about now? Think about the last time you had a prescription filled. Did you ever even see it? Chances are you went to the
doctor, and at the end of your visit she faxed or emailed the prescription straight to the pharmacy (perhaps a Rite-Aid, Walgreen’s,
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or Duane Reed). A little while later, you may have received a text message notifying you that your prescription was ready. Since it
wasn’t convenient for you to pick it up during the workday, and because it’s a 24-hour pharmacy, you went at night. You pulled up
to the drive-through window and paid using Apple Pay or Google Wallet. Afterward you verified that you received points on your
customer loyalty card, which means savings or cash that can be applied to future purchases. You never set foot inside the store.

Alternatively, you may have gotten your prescription filled online and mailed right to your home by a national discount supplier or
maybe chosen to pick it up at Walmart or Target when you stopped in to shop for a new garden hose.

You can see from this example that the way companies “do business” is very different today. Some of these changes are the result
of developments in technology, while others are the result of shifting consumer demands and trends. Regardless of the particular
cause, though, all businesses have to cope with the changing nature and pressures of the business environment. A large part of this
course will focus on the ways in which they do just that.

Defining Business

So, what is this thing we call “business”? A business is any activity that provides goods or services to consumers for the purpose of
making a profit. Examples of goods provided by a business are tangible items such as cars, televisions, or soda. A service is an
action or work performed for monetary compensation. Services include things such as haircuts, hotel stays, or roller-coaster rides.

Business can generate profits from the sale of goods and/or services, and profits are the financial reward that comes from taking the
risk of running or owning a business. More specifically, profit is the amount of revenue or income that a business owner retains
after paying all the expenses associated with the operation of the business. If the expenses of the business exceed the revenue or
income generated from operations, then the business will suffer a loss. Businesses that suffer extraordinary losses during a short
period of time, or slowly see their profits decline, may end up closing or filing for bankruptcy.

Clearly the goal of most businesses is to generate a profit by increasing revenue while holding expenses in check, and one of the
best ways they do this is by providing their customers with value. When businesses talk about value, they are referring to the
relationship between the price a customer pays for the good or service and the perceived benefits the customer receives in exchange
for his or her time and money.

Value has become such a key component of today’s business model that if you go to almost any fast-food restaurant you’ll find a
“value meal” or “value menu” advertised. Such businesses are sending the message to their customers that they’ll receive the most
“bang for the buck” or the highest value in terms of quantity obtained in exchange for money spent. It’s a business model based on
the belief that if you give your customers value, the profit will follow. While all businesses seek to increase their revenue, what a
business actually does with those funds can vary and depends on whether it’s a for-profit or nonprofit organization.
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5.4: Introduction to For-Profit vs. Nonprofit

What you'll learn to do: distinguish between for-profit and nonprofit businesses

We defined business earlier as an organization that provides goods, service, or both to their customers, clients, or consumers in
order to make a profit. That definition, although accurate, does not account for those organizations and businesses that aren’t driven
by the “bottom line” or profitability. Instead, some organizations provide their goods and services in order to generate revenues
(income) that can be used to further their purpose or mission. It is highly likely that you have been involved with a nonprofit
organization, and though it may not have seemed like it at the time, you were actually working with a business! In this section we’ll
dig a little deeper into this idea of for-profit versus nonprofit business.
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5.5: Profits and Purpose

&b Learning Objectives

o Explain the purpose of for-profit businesses
o Explain the purpose of nonprofit businesses/organizations
o Distinguish between for-profit and nonprofit businesses

A nonprofit or not-for-profit business is one that provides goods or services to consumers, but its primary goal is not to return
profit to the owners of the business (as is the case with a for-profit business). Instead, it uses those profits to provide a public
service, advance a cause, or assist others. The American Red Cross, the local SPCA, and the American Cancer Society are all
examples of nonprofit businesses. They use any revenue generated from operations to support the continued mission of the
organization. In addition, most nonprofits also rely on donations from individuals and businesses, grants, and government funding
to help fund their work, since the revenue they raise rarely covers all their operating costs.

Much of what differentiates a for-profit business from a nonprofit business goes on behind the scenes and isn’t very visible to the
customer. For example, a nonprofit organization is subject to government regulation and oversight in ways that differ significantly
from a for-profit business: Nonprofits do not pay taxes on their revenue, but how their funds are disbursed and their operations are
managed is tightly regulated.

Profit and Non-Profit Lemonade Stands

Despite their differences, nonprofits and for-profits have some fundamental business principles and practices in common. Let’s
explore these shared aspects by comparing two businesses—one for-profit and one nonprofit.

B 3- -
Figure 5.5.1:Molly’s For-Profit Lemonade Stand

Molly opens a lemonade stand in front of a local museum and intends to use her profits to purchase a new bike at the end of the
summer. There are expenses associated with Molly’s business such as lemons, sugar, cups, and ice. She also spends money on
advertising when she prints up flyers and makes directional signs to alert customers to her location. She hires Jamie to help her on
busy weekends and pays her a percentage of the stand’s revenue on the days she works. She has T-shirts printed at a local shop with
her slogan on the back: “When life gives you lemons, Molly makes lemonade.” She sells the shirts at her stand for $10 each. A
local bakery owner sees that Molly’s business is thriving and asks if she can sell her cookies at the lemonade stand. Molly arranges
to sell the cookies for the bakery and keep 25 percent of the revenue generated from cookie sales.

Molly is running a for-profit business and generates revenue from several sources (lemonade, T-shirts, and cookies). Every day,
after packing up her stand, she goes home and calculates her profit by subtracting her expenses (wages to Jamie, advertising, T-
shirts, and supplies) from her revenue. She takes the profit and deposits it in the bank account her father helped her open.

At the end of the summer, Molly can withdraw the money from the bank account and buy the bike she wants. If she has profits left
after she buys the bike, she can do whatever she wants with that money. As a for-profit business owner, she owns all the profits.
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Figure 5.5.2: Emma’s Nonprofit Lemonade Stand

Emma opens a lemonade stand in front of a local museum and intends to donate her profits to the local Humane Society to support
their Feline Hope program. Besides that difference of purpose, Emma’s business is nearly identical to Molly’s: There are expenses
associated with Emma’s business such as lemons, sugar, cups, and ice. Emma spends money on advertising when she prints up
flyers and makes directional signs to alert customers to her location. She hires Linda to help her on busy weekends and pays her a
percentage of the stand’s revenue on the days she works. She has T-shirts printed at a local shop with her slogan on the back:
“When life gives you lemons, Emma makes lemonade.” She sells the shirts at her stand for $10 each. A local bakery owner sees
that Emma’s business is thriving and asks if she can sell her cookies at the lemonade stand. Emma arranges to sell the cookies for
the bakery and keep 25 percent of the revenue generated from cookie sales.

Emma is running a not-for-profit business and generates revenue from several sources (lemonade, T-shirts, and cookies). Like
Molly, after packing up her stand, she goes home and calculates her profit by subtracting her expenses (wages to Linda, advertising,
T-shirts, and supplies) from her revenue. She takes the profit and deposits it in the bank account her father helped her open.

At the end of the summer, Emma can withdraw the money from the bank account and deliver a check to the Humane Society. If the
business has profits in excess of what she promised to donate to the Humane Society, Emma can pay herself a small wage for
running the business all summer, but the majority of the profits will either need to stay in the bank account to fund future causes or
be used to expand the business to support charitable or social causes later on. Emma isn’t really a business “owner,” because she
doesn’t own the profit generated by the business. We’d expect to hear Emma say that she’s running a not-for-profit (or nonprofit)
organization—in contrast to Molly, who would probably say that she owns a business.

Although these may be very simple examples, they show that, from a customer’s perspective, there is virtually no difference in the
way the two businesses operate. Emma might decide to advertise that her proceeds support an important cause (the Humane
Society’s Feline Hope program) as a way of attracting customers. If not, the two lemonade stands would seem nearly identical from
the outside.

? Practice Questions

https://assessments.lumenlearning.co...essments/14249
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It’s not until you look behind the scenes that you will see the differences between a for-profit and nonprofit business. The following
table compares the attributes of for-profit and not-for-profit businesses and highlights some of the “hidden” differences.

For-Profit vs. Not-for-Profit/Nonprofit

For-Profit

o Incurs expenses for operations

e Provides goods and services to customers

o Generates revenues from sales

¢ Owned by individuals, partners, or shareholders

o Profit is used to pay owners, partners, or shareholders

o Pays salaries to employees and managers

« Profits are subject to taxation by local, state, and federal authorities
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Not-for-Profit/Nonprofit

o Incurs expenses for operations

o Provides goods and services to customers

¢ Generates revenues from sales and/or contributions

e Operated by board of directors, trustees, or managers

o Profit is used to further the mission of the organization

e Pays salaries to employees and managers

o Profits are NOT subject to taxation by local, state, and federal authorities

Practice Question
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5.6: Introduction to Factors of Production

What you'll learn to do: list and explain the four factors of production required to sustain a business

When businesses use resources to produce things we call these factors of production. In this section we will examine the factors
of production and see how they contribute to the outputs of a business.
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5.7: Factors of Production

&b Learning Objectives

o List the four factors of production
o Explain the four factors of production

All businesses, both for-profit and nonprofit, need resources in order to operate. Simply put, resources are the inputs used to
produce outputs (goods and/or services). Resources are also called factors of production. What makes something a resource? For
one thing, it needs to be productive.

There are four categories of resources, or factors of production:

¢ Natural resources (land)

o Labor (human capital)

o Capital (machinery, factories, equipment)

o Entrepreneurship (somebody who recognizes a profit opportunity)

Natural Resources

Natural resources have two fundamental characteristics: (1) They are found in nature, and (2) they can be used for the production
of goods and services. In order to provide benefit, people first have to discover them and then figure out how to use them in the the
production of a good or service. Examples of natural resources are land, trees, wind, water, and minerals.

A key feature of natural resources is that people can’t make them. They also tend to be limited. New natural resources—or new
ways of extracting them (such as fracking, for example)—can be discovered, though. These natural resources can be renewable,
such as forests, or nonrenewable, such as oil or natural gas. It’s also possible to invent new uses for natural resources (using wind to
generate electricity, for example). Resources that are cultivated or made with human effort can’t be considered natural resources,
which is why crops aren’t natural resources.

Labor

Labor refers to human resources (also called human capital)—physical or intellectual. You’re adding to your own human resources
right now by learning. You may possess certain human resources already—perhaps you have an athletic gift that enables you to
play professional sports to earn a living, for example—but you can also develop them through job training, education, experience,
and so on.

The word labor often calls to mind physical labor—working in a factory or field, constructing a building, waiting tables in a
restaurant—but it can refer to any human input (paid or unpaid) involved in the production of a good or service. This broader
definition of labor is particularly important in today’s technology-driven business environment, which has come to rely much more
on the intellectual contributions of the labor force than the physical labor required of, say, working in a production line. Intellectual
contributions include experience in and out of school, training, skills, and natural abilities. In order to remain competitive,
businesses place a premium on employees who bring these “hard skills” to the table. Many of the advances in our world today are
the result of the application of intellectual human resources.

Finally, labor brings creativity and innovation to businesses. Businesses use human creativity to address changes in consumer
preferences and to invent goods and services that consumers haven’t even imagined yet. Without creativity, innovation would stall,
and economies would stagnate.

Capita

Before we discuss capital, it’s important to point out that money is not a resource. Remember that resources need to be productive.
They have to be used to make something else, and money can’t do that. Money certainly helps the economy move along more
efficiently and smoothly, like grease for the economic machine. But in and of itself, it can’t produce anything. It’s used to acquire
the productive resources that can produce goods and services. This confusion is understandable, given that businesspeople
frequently talk about “financial capital,” or “investment capital,” which does mean money.
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In contrast to natural resources, capital is a resource that has been produced but is also used to produce other goods and services.
This factor of production includes machinery, tools, equipment, buildings, and technology. Businesses must constantly upgrade
their capital to maintain a competitive edge and operate efficiently. In the last couple decades or so, businesses have faced
unprecedented technological change and have had to meet the demands of consumers whose lives increasingly take place in a
virtual world. Almost every business has a Web presence, and many customers are more accustomed to interacting with a virtual
version of the business than a brick and mortar store.

Entrepreneurship

Thus far we have looked at natural resources, human resources, and capital as three inputs needed to create outputs. The last one
we need to consider is perhaps the most important: entrepreneurship. This resource is a special form of labor provided by an
entrepreneur. An entrepreneur is someone who is willing to risk his or her time and money to start or run a business—usually with
the hope of earning a profit in return. Entrepreneurs have the ability to organize the other factors of production and transform them
into a business. Without entrepreneurship many of the goods and services we consume today would not exist.

The following video will give you an overview of what economists mean when they talk about resources or factors of production.

Dr. Mary J. McGlasson.

You can

? Practice Question

v/ Baking a Cake

Let’s take a look at an example: baking a cake. What factors go into the production of a cake?
Table 5.7.1: Factors of Production

Wind is harnessed to produce electricity that powers the electric
Natural Resource .
mixer and oven.

Labor The baker’s labor combined with the creativity and skills needed
to actually bake and decorate it

Capital Ovens, cake pans, flour, sugar, butter, and other ingredients used
apita
. to make the cake
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Entrenreneurshi An individual who starts the bakery or runs a home-based
. : business baking and selling cakes to customers

If you consider just some of the factors of production involved in baking even a very simple cake, what would happen if one of
the four inputs were missing? What if you lacked electricity or an oven? What if you lacked the skills to bake or decorate the
cake? What if you had the first three factors of production but not the fourth, entrepreneurship? You can surmise that all four
factors of production are required to create the outputs that would get you into the cake business—or any business.

? Practice Question
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5.8: Introduction to Functional Areas

What you'll learn to do: identify the primary functional areas within a business and describe their
contribution to the organization

The decisions about how best to use the factors of production to provide the goods or services of the business require a team of
people working in a variety of jobs. As businesses grow larger and their products and services become more complex, the number
of functional areas within a business grows. Each functional area makes specific and valuable contributions to the organization as a
whole. In this section we will explore some of the most common functional areas in a business and how each contributes to the
overall success of the business.
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5.9: Functional Areas of Business

4b Learning Objectives

e Identify the primary functional areas within a business
o Identify key people and explain the activities within each functional area

AL v ¥
Figure 5.9.1: Worker Bees.

Just as different functions in the human body are performed and regulated by different organs, different functions within a business
are performed and controlled by different parts of the business.

One of the reasons for separating business operations into functional areas is to allow each to operate within its area of expertise,
thus building efficiency and effectiveness across the business as a whole. Functional areas in a business vary according to the
nature of the market and the size of the business. For example, manufacturing companies like Nike and Apple have significant
Research and Development (R&D) departments in order to stay in the lead in their respective business segments. On the other
hand, retail companies may have no R&D functional area per se, but will be heavily invested in Operations areas surrounding
Supply Chain Management.

In general, the key functional areas of a business are the following:

e Management

e Operations

e Marketing/Sales

o Finance

e Research and Development

Each of these functional areas are represented in the following organization chart.

Management

Finance Marketing/Sales
Accounting Marketing
Procurement Sales
HR Customer Service

Operations R&D
Production

Supply Chain

Development
IT

Figure 5.9.2: Copy and Paste Caption here.

Management

The primary role of managers in business is to supervise other people’s performance. Most management activities fall into the
following categories:
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o Planning: Managers plan by setting long-term goals for the business, as well short-term strategies needed to execute against
those goals.

e Organizing: Managers are responsible for organizing the operations of a business in the most efficient way, enabling the
business to use its resources effectively.

o Controlling: A large percentage of a manager’s time is spent controlling the activities within the business to ensure that it’s on
track to achieve its goals. When people or processes stray from the path, managers are often the first ones to notice and take
corrective action.

o Leading: Managers serve as leaders for the organization, in practical as well as symbolic ways. The manager may lead work
teams or groups through a new process or the development of a new product. The manager may also be seen as the leader of the
organization when it interacts with the community, customers, and suppliers.

Operations

Operations is where inputs, or factors of production, are converted to outputs, which are goods and services. Operations is the heart
of a business providing goods and services in a quantity and of a quality that meets the needs of the customers. Operations control
the supply chain, including procurement and logistics.

Marketing/Sales

Marketing consists of all that a company does to identify customers’ needs and design products and services that meet those
needs. The marketing function also includes promoting goods and services, determining how the goods and services will be
delivered, and developing a pricing strategy to capture market share while remaining competitive. In today’s technology-driven
business environment, marketing is also responsible for building and overseeing a company’s Internet presence (e.g., the company
website, blogs, social media campaigns, etc. Today, social media marketing is one of the fastest growing sectors within the
marketing function.

The goal of Sales is to close the revenue the company needs in order to operate profitably, especially in B2B businesses. Again,
depending on the nature of the market and the company size, Sales functional areas can vary in structure and approach:
inside/outside representation, vertical/horizontal focus, direct, etc. Sales works to exploit the leads created by Marketing and
activities generated by the sales force itself.

Finance

The Finance function involves planning for, obtaining, and managing a company’s funds. Finance managers plan for both short-
term and long-term financial capital needs and analyze the impact that borrowing will have on the financial well-being of the
business. A company’s finance department answers questions about how funds should be raised (loans vs. stocks), the long-term
cost of borrowing funds, and the implications of financing decisions for the long-term health of the business.

Accounting is a crucial part of the Finance functional area. Accountants provide managers with information needed to make
decisions about the allocation of company resources. This area is ultimately responsible for accurately representing the financial
transactions of a business to internal and external parties, government agencies, and owners/investors. Financial Accountants are
primarily responsible for the preparation of financial statements to help entities both inside and outside the organization assess the
financial strength of the company. Managerial accountants provide information regarding costs, budgets, asset allocation, and
performance appraisal for internal use by management for the purpose of decision-making.

Key People Within Functional Areas

Here is an example of the functional areas of a large technology manufacturing corporation and the key functions and people

within.
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Management
CEO/President

1
Operations Finance Marketing/Sales R&D
(e(0]0) CFO CRO CTO
4"l

L g N 4

Production Accounting Marketing Development
vp

VP P
Supply Chain Mgt HR IT
Director VP Director

Procurement Legal Customer Service

Director General Counsel Director

Figure 5.9.3: Key people within functional areas.

The Management functional area in most large corporations is led by the Chief Executive Officer (CEO). Depending on company
size, there may be a President in position as well.

The Operations functional area is managed by the Chief Operations Officer (COO). In this example, Operations consists of
Production, led by a Vice President (VP), a Supply Chain department, and a Procurement area with Director-level people in charge.

The Finance functional area is led by the Chief Financial Officer (CFO), who is one of the most important “C-level” executives. In
addition to running Finance and Accounting, the CFO is responsible for reporting company results to the financial community.
Finance also contains Human Resources (HR) in many companies and the Legal department as well. It is common for the CFO to
have VPs of HR, Accounting, and Legal as direct reports. HR contains functions like employee training, compensation and
benefits, and recruiting. Accounting has multiple functions such as Accounts Payable, Receivable, record-keeping and cash flow.
The Legal department is responsible for contracts, copyrights, and various negotiations on behalf of the company.

The Marketing/Sales functional area is managed by the Chief Revenue Officer (CRO), which is a relatively new addition to C-
level executives. The CRO may have a Sales VP and Marketing VP as direct reports, but in some cases the CRO may act as VP of
Sales or Marketing. This functional area may also contain Customer Service (and Support) with a Director-level manager in charge.
Marketing has specialized functions such as communications (press releases), social media, data science analysis and product
marketing. Customer Service is usually responsible for Customer Relationship Management (CRM) and problem resolution and
support.

Finally, the Research and Development functional area is the lifeblood of manufacturing businesses. R&D is staffed with
scientists, thought-leaders, subject-matter experts and industry analysts striving to provide the organization with knowledge and
ideas to keep up and ahead of the competition. R&D is led by the Chief Technology Officer (CTO), who manages a Development
VP or similar title depending on what technology products are being produced: semiconductors, athletic footwear, software
systems, or dental appliances. In many organizations, the Information Technology area (IT), responsible for providing internal
technology tools to the company’s employees, is housed in the R&D organization.

? Practice Questions
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5.10: Introduction to Stakeholders

What you'll learn to do: identify business stakeholders and describe their relationship with business
organizations

»

Just as it takes many parts to make a business run smoothly, there are many people, organizations, and entities that have a “stake
in the success of a business. In this section we’ll take a look at who these stakeholders are and how they affect business.
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5.11: What Is a Stakeholder?

4b Learning Objectives

o Define internal and external stakeholder
e Describe stakeholders’ relationship with business organizations

Figure 5.11.1: Andrew's Stone.

A stakeholder is an individual or group that has a legitimate interest in a company, organization, or business. The Stanford
Research Institute defines stakeholders as “those groups without whose support the organization would cease to exist.”
Stakeholders can affect or be affected by the actions (or inactions) of a business, and they can exist both within and outside of a
business.

The impact of a business on its stakeholders is a bit like the effect of dropping a stone into a pond. The decisions and actions of the
business have a ripple effect that can extend beyond the pond and even reach those who are standing far away on the shore.

Internal Stakeholders

Internal stakeholders are groups or people who work directly within the business, such as managers, employees, and owners.
Managers and employees want to earn high wages and keep their jobs, so they have a vested interest in the financial health and
success of the business. Owners want to maximize the profit the business makes as compensation for the risks they take in owning
or running a business.

internal

Stakeholders .
Suppliers

Society

Employees
Government

| Company

ouners ol

Creditors

Shareholders
Customers

Figure 5.11.2: The picture shows the typical stakeholders of a company. The stakeholders are divided into internal and external
stakeholders.

External Stakeholders

External stakeholders are groups outside a business or people who don’t work inside the business but are affected in some way by
the decisions and actions of the business. Examples of external stakeholders are customers, suppliers, creditors, the local
community, society, and the government. Customers want the business to produce quality products at reasonable prices.

https://biz.libretexts.org/@go/page/45347



https://libretexts.org/
https://biz.libretexts.org/@go/page/45347?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/05%3A_Module_1-_Role_of_Business/5.11%3A_What_Is_a_Stakeholder

LibreTextsm

Shareholders have an interest in business operations since they are counting on the business to remain profitable and provide a
return on their investment in the business. Creditors that supply financial capital, raw materials, and services to the business want
to be paid on time and in full. Federal, state, and local governments need businesses to thrive in order to pay taxes that support
government services such as education, police, and fire protection. The local community has a stake in the business because it
provides jobs, which generate economic activity within the community. Society as a whole (as well as the local community) is
concerned about the impact that business operations have on the environment in terms of noise, air, and water pollution. Society
also has an interest in the business with regard to the safety of the goods and services produced by the business. Suppliers need the
business to continue to buy their products in order to maintain their own profitability and long-term financial health.
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5.12: Introduction to External Forces

What you'll learn to do: identify the external forces that shape the business environment

You are probably aware that businesses do not operate in a vacuum, immune to the forces that shape our everyday life. Just like
people, businesses interact with their surroundings, and just like people, businesses react differently to their environment. Later in
the course, you will explore these external forces in greater depth when you complete modules covering topics such as the global
business environment, business ethics, and marketing. For the time being, this section will introduce the external forces that have
an impact on business operations and decisions and serve as a foundation for things to come.
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5.13: External Forces That Shape Business Activities

&b Learning Objectives

o List the external forces that affect businesses
o Give examples of how various external forces affect the participants in a business and its functional areas

Figure 5.13.1: Charging Bull 2014 New York City.

Businesses do not operate in a vacuum, and they are influenced by forces beyond their control. How they respond—and howquickly
they respond—to these external forces can make the difference between success and failure, especially in today’s fast-paced
business climate.

We can organize the external forces that affect business into the following six categories:

1. Economic environment

2. Legal environment

3. Competitive environment
4. Technological environment
5. Social environment

6. Global environment

Businesses operate in all of these environments simultaneously, and factors in one environment can affect or complicate factors in
another.

Economic Environment

The economic environment of business has changed dramatically in recent years. After decades of growth and dominance, the US
economy is now challenged by the developing economies of other nations, which are jockeying to be number one. Since the
financial crisis in 2008, the US economy and businesses have struggled to recover from the greatest economic crisis since the Great
Depression of the 1930s. Long-established companies have closed their doors, costing workers their jobs, retirement savings, and
even their homes. Thus far the US economy has proven resilient, and since the Great Recession in 2008, the stock market has more
than recovered, home prices have reached an all-time high, and unemployment is at a record low. Despite this progress, there are
still challenges to be faced in the economic environment. Wages have not grown in step with overall economic growth, the US
workforce has shrunk, there are less buyers in the real estate market, and wealth inequality has continued to increase. These
economic conditions have all had a direct impact on businesses, regardless of size.

Legal Environment

https://biz.libretexts.org/@go/page/45349



https://libretexts.org/
https://biz.libretexts.org/@go/page/45349?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/05%3A_Module_1-_Role_of_Business/5.13%3A_External_Forces_That_ShapeBusiness_Activities

LibreTextsm

Figure 5.13.2: Tide Pods Laundry Detergent Capsules.

The legal environment of business is by far the most complex and potentially dangerous external factor a business faces. There is a
minefield of regulations, laws, and liabilities that companies must cope with in order to stay in business—just turn on the TV or
listen to the news to verify this fact. Volkswagen paid huge fines because it falsified data about its cars’ emissions. Tide is airing
commercials not to promote the marvels of its laundry detergent but to warn parents to keep the Tide pods away from children, who
may be tempted to eat them. These days it takes five minutes and a sharp instrument to open a bottle of Tylenol—the result of
Johnson & Johnson’s move in 1982 to make the product more difficult to open after a tampering incident in 1982 caused a spate of
deaths and illness.

Legal developments in our culture at large—for instance, the legalization of marijuana and same-sex marriage or the strengthening
of privacy laws—can and do have an enormous impact on the way companies do business, on everything from what companies sell
to how their products are manufactured, labeled, and marketed.

Competitive Environment

Figure 5.13.3: Hardware Store Sign.

How do businesses stay competitive and still maintain a level of profitability that allows them to be successful? The competitive
environment has intensified with the development of new technologies, the opening up of foreign markets, and the rise of consumer
expectations. The local hardware store now finds itself competing with “big box” stores such as Lowe’s and Home Depot. These
larger stores have enough clout with suppliers that they can often sell a product to the consumer for less than an independent store
can purchase it. Customers of these large chains can order online, get their items the same day, and receive loyalty rewards, free
delivery, customization, and even service and installation. Staying competitive is a challenge for every business, and business
owners are finding that benefits such as customer service, employee knowledge, and high quality can help them survive.

Technological Environment

Almost daily, businesses are driven to rethink the business technology they use to reach customers, produce their products, and
provide their services. When we refer to business technology we mean digital tools such as computers, telecommunications, and
the Internet. The expansion of Internet access to virtually every corner of the world has forced many traditional brick-and-mortar
businesses into e-commerce or online sales. The advantage to businesses is that their customers no longer have to live in proximity
to their stores in order to purchase goods and services. Consumers can conveniently shop for products and services without leaving
their home, their desk, or their phone. The disadvantage to businesses is that consumers are also able to compare competitors’
prices, benefits, features, and services (which shows how one environment—technology—can affect another—the competitive
environment). Today’s businesses have to be vigilant about spotting emerging trends not only in technology but in the way
consumers use that technology.

https://biz.libretexts.org/@go/page/45349


https://libretexts.org/
https://biz.libretexts.org/@go/page/45349?pdf

LibreTextsm

Social Environment

Figure 5.13.4: Stand with Standing Rock protests in San Francisco resisting the construction of the Dakota Access Pipeline by
Energy Transfer Partners. Standing Rock activists claim that the construction of the pipeline would be environmentally
irresponsible and endanger indigenous sources of water.
The social environment of business encompasses the values, attitudes, beliefs, wants, and desires of the consuming public. The
demographics that describe the American population by gender, age, ethnicity, location, occupation, education and income are
constantly evolving. The American population is steadily becoming more ethnically diverse: The US Census Bureau estimates that
the Hispanic and Asian populations in the United States will double by 2050. At the same time, Americans are aging, and with the
current median above thirty-six years of age, it will not be long before the majority of Americans are ready to retire.

In addition to ethnic diversity and age, the social environment brings forces such as Corporate Social Responsibility (CSR),
which means that more and more consumers are demanding that businesses be “good corporate citizens” by supporting charitable
causes and contributing to local communities, adhering to ethical standards in their treatment of workers and others, and adopting
environmentally responsible practices. Combine these factors with the whirlwind of changing fads, trends, and “hot topics,” and
you have some idea of why the social environment can present the greatest challenge to business.

Global Environment

From a business perspective, it is a small world, and it’s only getting smaller. Free trade among nations has allowed goods and
services to flow across international borders more efficiently and cheaply. Formal trade agreements among nations have forged
unprecedented links and interdependencies among economies.

Look at the items on your desk, and you may see items from China, Mexico, Canada, or Japan. It’s possible that you drive a car that
was made in the United States but was produced in a plant owned by a Japanese company. The growth of the Chinese economy has
brought a flood of affordable goods into the United States and, along with those cheaper prices, created a reliance on foreign goods
and materials. Now, when the Chinese economy slows down, the US economy is affected. When the price of foreign oil increases
or decreases, businesses in the United States feel the impact. So, it’s not just the local economy or even the national economy that
businesses must track—they must also keep an eye on the world economy in order to anticipate and adapt to changes that will
impact their products and services.
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Figure 5.13.5: Business and its environment.
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5.14: Putting It Together- Role of Business

Synthesis

Now that you have been exposed to some of the terms and definitions we use in business, have you been able to find something
that doesn’t have a link back to business? Let’s go back to where we started.

Figure 5.14.1: Question Marks.

If you were in your living room, then everything in your surroundings was most likely manufactured by a business for your use—
chairs, television, computer, pens, pencils.

What if you had been at the coffee shop? Well, this one is easy because you were doing your studying in a business, surrounded by
people working for a business who were serving the customers of the business.

The last possibility we suggested was the beach. Well, the ocean doesn’t have anything to do with business, does it? Remember in
the module we talked about nonprofit organizations as business entities. Aren’t there organizations that use their profits to support
clean water and preservation of the coastline? What about the lifeguards at the beach who are paid by a business to keep swimmers
safe? Where did the children get the shovels and pails they were using to play in the sand?

By this time you should begin to see that even though you may not think of business as you go about your daily routine, it is always
there, like the air we breathe. Throughout this text you will learn about how businesses operate, why they engage in the activities
they do, and numerous other components that go into this thing we call “business.”

In the meantime, don’t stop looking for something that qualifies as “non-business related”—you might find something after all.

Summary

This module covered the role of business. Below is a summary of the topics covered in this module.

What Is Business?

We defined business as any kind of organization or action that creates goods or provides services. While this is usually undertaken
with making a profit as the main goal, though this isn’t always the case.

For-Profit vs. Non-Profit

For-profit businesses focus on earning a profit. They are concerned with the company’s well-being and success above all else. Non-
profit organizations, on the other hand, are more goal-oriented. They are concerned with communities or members. Instead of
focusing on earning money, NPOs focus on their customers and their needs (e.g., credit unions, sports clubs, human service
programs, aid and development programs).

Factors of Production

In order to produce services or goods, a business needs four resources: land (or other natural resources), labor, capital, and
entrepreneurship. Natural resources are defined as resources found in nature unaltered by man; these include oil, wind, trees, and so
on. Labor can be divided into two general categories: physical labor and mental labor. Both kinds of work are necessary for
success. Capital includes things created by human beings that are used to make other goods: power tools, computers, and even art
(which can be used to create museums or art shows). Money is not considered to be capital. An entrepreneur is the person who
starts the company or business—without him or her, the business would not exist to begin with.

Functional Areas

Businesses are made up of functional areas—different activities that need to be done to maintain the business. These include
management, operations, marketing, accounting, and finance. Management ensures employees are on task and that each employee
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is being leveraged in the way that makes the business most efficient. Operations watches over production and ensures quality of
product. Marketing brings in customers, both by making the business look appealing to customers and by taking customer feedback
to improve the business. Accounting keeps track of the money currently coming in and the money currently being spent. Finance
plans for future expenses and income.

Stakeholders

There are two kinds of stakeholders (individuals who have a vested interest in a company): internal stakeholder and external
stakeholders. Internal stakeholders include employees, managers, and owners. These individuals are vested in the company because
they directly depend on it for income. External stakeholders include customers, shareholders, creditors, suppliers, and others. These
people have a legitimate interest in the company for various reasons and can all be affected by actions the business takes.

External Forces

A business is not just influenced by itself—everything in the world around it can impact a business. A business may create a fun
new toy, but if the economy is suffering and consumers aren’t buying a lot of things they do not need, the business most likely
won’t succeed. Business can be affected by the economy, consumer trends, government regulations, and many other things.
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5.15: Discussion- The Stakeholders of Salty Pawz

General Discussion Instructions
In order to prepare for this assignment, READ the information contained in the document “Salty Pawz Background.”

You are required to post to this discussion THREE TIMES, on THREE DIFFERENT DAYS. Please refer to the Discussion
Grading Rubric for details regarding how your performance will be assessed. NOTE: Please be certain to read the entire discussion
assignment since in some cases there is more than one question you need to discuss, respond to, or address. Be sure that you have
answered the entire question!

Post 1: Initial Post

This posting should be a minimum of one short paragraph and a maximum of two paragraphs. Word totals for this post should be in
the 100-200-word range. Whether you agree or disagree, explain why with supporting evidence and concepts from the readings or
a related experience. Include a reference, link, or citation when appropriate.

Scenario

Wanda becomes frustrated with the amount of time she is spending running Salty Pawz and decides that she would be better off
getting a “real job” as a dog groomer at ShamPooch. She will no longer be answering emails at midnight and running back and
forth to Pack & Ship; however, closing Salty Pawz will have an impact beyond Wanda’s daily life.

For Discussion

If Wanda closes Salty Pawz, what will the impact be on beth internal and external stakeholders of the business? Select ONE
INTERNAL and ONE EXTERNAL stakeholder as the basis for your discussion post. Put yourself in the place of that stakeholder
and consider what the impact of Wanda’s decision would be on your life.

In addition to your analysis of the external and internal stakeholders in the first part of this response, you also need to answer the
following questions: In your opinion, how much responsibility does an entrepreneur like Wanda really have to the stakeholders of
the business? Do the interests of stakeholders outweigh the interest of the entrepreneur?

Posts 2 and 3: Respond to Classmates’ Posts

Instructions

After you have created your initial post, look over the discussion posts of your classmates and give at least two thoughtful
responses to two different classmates (one per classmate) as outlined in the Discussion Grading Rubric.

A response posting should be a minimum of one short paragraph. Word totals for these posts should be in the 75-100-word range.
Whether you agree or disagree, explain why with supporting evidence and concepts from the readings or a related experience.
Include a reference, link, or citation when appropriate. The goal of your response posts is to extend discussions already taking place
or pose new possibilities or opinions not previously voiced. Your goal should be to motivate the group discussion and present a
creative approach to the topic.

Contributors and Attributions
CC licensed content, Original

o Discussion: The Stakeholders of Salty Pawz. Authored by: Linda Williams and Lumen Learning. License: CC BY: Attribution

5.15: Discussion- The Stakeholders of Salty Pawz is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.

https://biz.libretexts.org/@go/page/45351



https://libretexts.org/
https://biz.libretexts.org/@go/page/45351?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/05%3A_Module_1-_Role_of_Business/5.15%3A_Discussion-_The_Stakeholders_of_Salty_Pawz
https://oerfiles.s3-us-west-2.amazonaws.com/WMBusiness/SaltyPawzCaseStudy.docx
https://creativecommons.org/licenses/by/4.0
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/05%3A_Module_1-_Role_of_Business/5.15%3A_Discussion-_The_Stakeholders_of_Salty_Pawz
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/05%3A_Module_1-_Role_of_Business/5.15%3A_Discussion-_The_Stakeholders_of_Salty_Pawz?no-cache

LibreTextsw

5.16: Discussion- External Factors = Internal Pressure

General Discussion Instructions

You are required to post to this discussion THREE TIMES, on THREE DIFFERENT DAYS. Please refer to the Discussion
Grading Rubric for details regarding how your performance will be assessed. NOTE: Please be certain to read the entire discussion
assignment since in some cases there is more than one question you need to discuss, respond to, or address. Be sure that you have
answered the entire question!

Post 1: Initial Post

This posting should be a minimum of one short paragraph and a maximum of two paragraphs. Word totals for this post should be in
the 100—200-word range. Whether you agree or disagree, explain why with supporting evidence and concepts from the readings or
a related experience. Include a reference, link, or citation when appropriate.

Preparation
1. Select one of the external factors discussed in the text that influences business.
2. Choose a company that is being significantly influenced by the factor you selected. For example, there has been a great deal of
consumer concern about the use of GMOs in food, and Monsanto has been on the receiving end of a great deal of criticism. See
the article “Monsanto in the middle of upcoming congressional fight over GMO labeling”

Now that you have a company and an external factor (Monsanto and GMOs, for example), the next step is to research your
company’s activities during the past six to twelve months, as they relate to this external factor. You will want to start at the
company’s Web site. Find out what the company owners and managers are doing/saying about the issue. Consider the stakeholders,
as well, and look for information on how they are influencing company reaction/action.

For Discussion

Using the research you performed in the preparation steps, craft your initial discussion posting. In this initial post you will:

e Provide a brief background on the company and the external factor you selected.

o Explain how this external factor is currently influencing the internal functional areas of the business/company. In other words,
what short-term changes, actions, or decisions are needing to be made within the functional, internal areas of the company as a
result of the external factor?

o How do you think the company will address this external factor over the long term?

o For example, if you selected the Ronald McDonald House and the external factor of corporate citizenship, you might
surmise that the slow economy and high unemployment will put additional pressure on McDonald’s to provide more
assistance to families and people in need. However, in a slow economy people are less likely to make donations. They are
being asked to do more but may have less to do it with. In the long term, if donations do not increase and demand remains
high, the company may have to look for other means besides donations to support their mission. Marketing may need to
increase, and the finance department may start to look for ways to cut costs.

Posts 2 and 3: Respond to Classmates’ Posts

Instructions

After you have created your initial post, look over the discussion posts of your classmates and give at least two thoughtful
responses to two different classmates (one per classmate) as outlined in the Discussion Grading Rubric.

A response posting should be a minimum of one short paragraph. Word totals for these posts should be in the 75-100-word range.
Whether you agree or disagree, explain why with supporting evidence and concepts from the readings or a related experience.
Include a reference, link, or citation when appropriate. The goal of your response posts is to extend discussions already taking place
or pose new possibilities or opinions not previously voiced. Your goal should be to motivate the group discussion and present a
creative approach to the topic.
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5.17: Assignment- What Does a Business Look Like?

Scenario

Wanda has never thought of herself as running a business, although it certainly seems to have turned out that way. Originally she
really just wanted to give her friends and family an alternative to cheap, low-nutrition dog treats. When you explain to Wanda that
she has created a business with stakeholders and all of the internal workings and structure of a business, she just stares at you
blankly. So, you tell her to just hang on and you will explain this in more detail.

Your Task

Using a visual or graphical representation, show Wanda what her business looks like from the inside and the outside. Include forces
in the external environment and internal functional areas, as well as both internal and external stakeholders. In other words, what
components of a business have come together with Wanda’s work?

Like any graphical representation, there needs to be an explanation of what the graphic represents! Along with the graphic that you
create, provide Wanda with a written description of the following:

o The components of her external environment
o Internal functional areas and their purpose
o Internal and external stakeholders in Wanda’s business

Grading Rubric
Table 5.17.1 : Sample Grading Rubric

Distinguished:

Criteria Not Evident: 0% Developing: 55% Proficient: 80%
100%

Weight

Visual/graphical
representation of a 0 points 11 points 16 points 20 points 20%
business

Thorough, accurate
tati f

representation o 0 points 5.5 points 8 points 10 points 10%

external

environment

Thorough, accurate
representation of

. P . 0 points 5.5 points 8 points 10 points 10%
internal functional

areas and purpose

Thorough, accurate
representation of 0 points 5.5 points 8 points 10 points 10%
stakeholders

Explains how

business elements

interrelate within 0 points 16.5 points 24 points 30 points 30%
context of Salty

Pawz business
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Criteria Not Evident: 0% Developing: 55%

Articulation of

response (citations,

grammar, spelling,

syntax, or

organization that 0 points 11 points
negative impact

readability and

articulation of main

ideas)

Total points possible: 100.
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5.18: Assignment- What Is Killing Our Business?

Preparation

Quickly think of a brand you used to buy or a store where you used to shop that no longer exists. Do any of these names ring a
bell?: Blockbuster, Radio Shack, Wachovia Bank, Circuit City? Businesses like these fade from memory soon after they close as
the business environment replaces them with bigger, better, or newer products, goods, or services.

What is it that causes formerly “top” businesses to fail? While every business and its circumstances are unique, the cause of failure
can usually be traced to big changes in the external or internal environment.

Your Task

1. Research a business that financial analysts predict will be gone in the very near future. You may choose one of the following
companies or research another company that business analysts think is on its way out. Note: If you select a company that is not
on this list, you must provide the source for your research.

J.C. Penney

Sprint/Nextel

The Container Store

New York & Company (Retail Clothing)
o Jamba Juice

o Elizabeth Arden (Cosmetics)

o Sears

o Aeropostale

o Rosetta Stone

o PacSun

o O ©o

[e]

2. Based on what you find, determine whether the business is declining on account of an an external factor (i.e., shift in
demographics, competition, consumer demand) or an internal factor (i.e., poor management, poor quality, lack of cost control).
It may be a combination of both, in which case you should include this insight in your paper. Either way, be sure to explain in
detail how this factor has negatively impacted the business.

3. If you discover an external factor, was there anything the company could have done to adapt? If you discover an internal factor,
why do you think the company didn’t address it before it got so serious?

Be sure to include properly formatted APA citations of your research.
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5.19: Assignment- Functional Areas of Business

Open Pedagogy Assignments are assignments in which students use their agency and creativity to create knowledge artifacts that
can support their own learning, their classmates’ learning, and the learning of students around the world. (See this peer-reviewed
article for more details.) The assignment on this page is aligned to the learning outcomes of Introduction to Business and we’ve
identified the module where the reading appears. All of the assignments can be created with a cell phone camera or any video
recording device, Google or Word documents, and your learning management system.

4) Learning Objectives

e Identify the primary functional areas within a business

In the first module of the course, we introduce the functional areas within a business and we refer to these concepts throughout the
course. For this assignment, you are going to create a short video of less than two minutes explaining these primary functional
areas using a business of your choice.

Using your cell phone or any other recording device, create a short video. You don’t have to edit or create a professional-grade
film. You’ve most likely have done this type of recording already on social media, so feel free to use the same informal
conversational tone. Think of your audience as other students who are eager to learn about these functional areas in a business
setting. In your video, you’ll want to practice using the concepts (in bold listed below).

The five functional areas of business are management, operations, marketing/sales, finance, and research and development.

Choose a business and describe one of the five functional areas in your own words. You could select a company that you currently
work for or one that you worked for in the past. You could also choose a company that you hope to work for someday.
If you need some questions to guide your response, here is a short list.

e Which company did you choose? Why did you select this company?

e Why does this functional area seem important to you?

o Which two functional areas did you select? In your own words describe what these functional areas do to support the success of
the business you selected.

o What are the responsibilities of the people who work in the area you selected? For instance, if you choose to focus on
Operations, what are some of the jobs those people do for the company? You can read their company bio or details on their
website.

A Note To Teachers: Your students in the first term will create videos, and with their permission you can upload them into your
course in order to show examples for the next term. The idea will be to have students generate content that other students can listen
to and learn from with this assignment. Encourage them to focus on companies they are interested in either as employees or as
consumers.

In our analysis of student performance, we found that students struggle with this learning outcome, so having a focus on each of
these areas may help them with the summative quizzes. We recommend utilizing this assignment as a formative assessment where
you can use the misunderstanding and errors of students as learning experiences about these concepts.
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6.1: Reading- Getting Down to Business

The Business World Today

Now is an interesting time to study business. Advances in technology are bringing rapid changes in the ways we produce and
deliver goods and services. The Internet and other improvements in communication (such as smartphones, video conferencing, and
social networking) have had a huge effect on the way we do business. Companies are expanding international operations, and the
workforce is more diverse than ever. Corporations are being held responsible for the behavior of their executives, and more people
share the opinion that companies should be good corporate citizens. Plus—and this is a big plus—businesses today are facing the
lingering effects of what many economists believe is the worst financial crisis since the Great Depression.

The economic turmoil began in the housing and mortgage industries as a result of troubled subprime mortgages and quickly spread
to the rest of the economy. In 2008, credit markets froze up and banks stopped making loans. Lawmakers tried to get money
flowing again by passing a $700 billion Wall Street bailout, yet businesses and individuals were still denied access to needed credit.
Without money or credit, consumer confidence in the economy dropped and consumers cut back their spending. Businesses
responded by producing fewer products, and their sales and profits dropped. Unemployment rose as troubled companies shed the
most jobs in five years, and 760,000 Americans marched to the unemployment lines. The stock market reacted to the financial
crisis and its stock prices dropped by 44 percent while millions of Americans watched in shock as their savings and retirement
accounts took a nose dive. Things have turned around for some businesses, but not all companies or individuals are doing so well.
The economy is still struggling, unemployment is high (particularly for those ages 16 to 24), and home prices remain low. These
conditions make it all the more important that we understand business and the challenges and opportunities it affords.

Defining Business

So, what is this thing we call “business”? We can apply a broad approach that defines a business is any activity that provides goods
or services to consumers for the purpose of making a profit. When Steve Jobs and Steve Wozniak created Apple Computer in
Jobs’s family garage, they started a business. The product was the Apple I, and the company’s founders hoped to sell their
computers to customers for more than it cost to make and market them. If they were successful (which they were), they’d make a
profit. Later in this outcome we will add another type of organization to our definition of business: a nonprofit business, which
provides goods or services to consumers but whose primary goal is not profit.

Before we go on, let’s make a couple of important distinctions concerning the terms in our definitions. Whereas Apple produces
and sells goods (iPhone, iPod, Mac), many businesses provide services. Your bank is a service company, as is your Internet
provider. Airlines, law firms, movie theaters, and hospitals are also service companies. Many companies provide both goods and
services. For example, your local car dealership sells goods (cars) and also provides services (automobile repairs).

As you go through this course, you’ll explore the exciting world of business. We’ll introduce you to the various activities business
people engage in—accounting, finance, information technology, management, marketing, and operations. We’ll help you
understand the roles that these activities play in an organization, and we’ll show you how they work together. We hope that by
exposing you to the things that businesspeople do, we’ll help you decide whether business is right for you and, if so, what areas of
business you’d like to study further.

Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered above. This short quiz does not count toward
your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.

https://assessments.lumenlearning.com/assessments/149
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6.2: Reading- Making a Profit

For-Profit Businesses

An organization that aims to earn profit through its operations and is concerned with its own interests and not those of the public
(non-profit) is known as a for-profit corporation.

Structure

A for-profit cooperation is usually an organization operating in the private sector that sets goals which eventually help the
organization itself. This kind of a company often makes shares of ownership available to the general public. The purchasers of
those shares then become the company’s shareholders; shareholders have bought a portion of ownership of the corporation by
giving away a certain amount of money (differentiating from company to company) or assets of a particular value. Such
organizations are usually not aided by the government, as they are working for private financial gains, unlike a non-profit
organization, which exists to serve a mission. The nature of a for-profit corporation is such that it is required to pay applicable taxes
and register with the state. Any donation they receive will also be subject to the tax policies of the concerned country. As these
organizations are all corporations and have a separate identity from their owners the owners are not in their personal capacity
required to satisfy any debts which the company might owe to anyone.

Aims

Unlike non-profit organizations, the policies of these organizations are usually profit oriented. Managers (corporate employees)
here have a profit-oriented mindset and aim at maximizing the revenue of the firm, which in turn contributes to the profits of the
shareholders/owners. Their aim can be accompanied by a goal of serving the society; however, that usually happens only in cases
of specific corporations (B-corporations, which we’ll learn about later).

Non-Profit Businesses

Some organizations are not established solely for the purpose of making and retaining profit; however, they function in much the
same way as a business. They establish goals and work to meet them in an effective, efficient manner. Thus, most of the business
principles introduced in this text also apply to non-profits. Let’s take a look at some of the characteristics of the non-profit
organization.

A non-profit business, often referred to as an NPO (non-profit organization), is an organization that uses its surplus revenues to
further achieve its purpose or mission, rather than distributing its surplus income to the organization’s directors (or equivalents) as
profit or dividends. This is known as the distribution constraint. The decision to adopt a non-profit legal structure is one that will
often have taxation implications, particularly where the non-profit seeks income tax exemption, charitable status and so on.

Types of NPOs

The non-profit landscape is highly varied, although many people have come to associate NPOs with charitable organizations.
Although charities do comprise an often high profile or visible aspect of the sector, there are many other types of non-profits.
Overall, they tend to be either member-serving or community-serving. Member-serving organizations include mutual societies,
cooperatives, trade unions, credit unions, industry associations, sports clubs, retired serviceman’s clubs and peak bodies—
organizations that benefit a particular group of people—the members of the organization. Typically, community-serving
organizations are focused on providing services to the community in general, either globally or locally: organizations delivering
human services programs or projects, aid and development programs, medical research, education and health services, and so on. It
could be argued many non-profits sit across both camps, at least in terms of the impact they make. For example, the grassroots
support group that provides a lifeline to those with a particular condition or disease could be deemed to be serving both its
members (by directly supporting them) and the broader community (through the provision of a helping service for fellow citizens).

Although NPOs are permitted to generate surplus revenues, they must be retained by the organization for its self-preservation,
expansion, or plans. NPOs have controlling members or a board of directors. Many have paid staff including management, whereas
others employ unpaid volunteers and even executives who work with or without compensation (occasionally nominal). In some
countries, where there is a token fee, in general it is used to meet legal requirements for establishing a contract between the
executive and the organization.
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Designation as a non-profit does not mean that the organization does not intend to make a profit, but rather that the organization has
no “owners” and that the funds realized in the operation of the organization will not be used to benefit any owners. The extent to
which an NPO can generate surplus revenues may be constrained or use of surplus revenues may be restricted.

Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does not count
toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.

https://assessments.lumenlearning.com/assessments/150
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6.3: Reading- Factors of Production- Inputs and Outputs

Factors of Production: Inputs and Outputs

All businesses, both for-profit and non-profit, require fundamental resources in order to operate. In other words, resources are the
inputs used to produce outputs. These factors or resources include the following;:

o Land and other natural resources

o Labor (physical and mental)

o Capital, including buildings and equipment
o Entrepreneurship

Goods and services are produced using the factors of production available to the economy.

Land and Natural Resources

There are two essential characteristics of natural resources. The first is that they are found in nature—that no human effort has been
used to make or alter them. The second is that they can be used for the production of goods and services. That requires knowledge;
we must know how to use the things we find in nature before they become resources.

Consider oil. Oil in the ground is a natural resource because it is found (not manufactured) and can be used to produce goods and
services. However, 250 years ago oil was a nuisance, not a natural resource. Pennsylvania farmers in the eighteenth century who
found oil oozing up through their soil were dismayed, not delighted. No one knew what could be done with the oil. It was not until
the mid-nineteenth century that a method was found for refining oil into kerosene that could be used to generate energy,
transforming oil into a natural resource. Oil is now used to make all sorts of things, including clothing, drugs, gasoline, and plastic.
It became a natural resource because people discovered and implemented a way to use it.

Defining something as a natural resource only if it can be used to produce goods and services does not mean that a tree has value
only for its wood or that a mountain has value only for its minerals. If people gain utility from the existence of a beautiful
wilderness area, then that wilderness provides a service. The wilderness is thus a natural resource.

The natural resources available to us can be expanded in three ways. One is the discovery of new natural resources, such as the
discovery of a deposit of ore containing titanium. The second is the discovery of new uses for resources, as happened when new
techniques allowed oil to be put to productive use or sand to be used in manufacturing computer chips. The third is the discovery of
new ways to extract natural resources in order to use them. New methods of discovering and mapping oil deposits have increased
the world’s supply of this important natural resource.

Labor

Labor is human effort that can be applied to production. People who work to repair tires, pilot airplanes, teach children, or enforce
laws are all part of the economy’s labor. People who would like to work but have not found employment—who are unemployed—
are also considered part of the labor available to the economy.

In some contexts, it is useful to distinguish two forms of labor. The first is the human equivalent of a natural resource. It is the
natural ability an untrained, uneducated person brings to a particular production process. But most workers bring far more. The
skills a worker has as a result of education, training, or experience that can be used in production are called human capital. Students
who are attending a college or university are acquiring human capital. Workers who are gaining skills through experience or
through training are acquiring human capital. Children who are learning to read are acquiring human capital.

The amount of labor available to an economy can be increased in two ways. One is to increase the total quantity of labor, either by
increasing the number of people available to work or by increasing the average number of hours of work per week. The other is to
increase the amount of human capital possessed by workers.

Capital

Long ago, when the first human beings walked the earth, they produced food by picking leaves or fruit off a plant or by catching an
animal and eating it. We know that very early on, however, they began shaping stones into tools, apparently for use in butchering
animals. Those tools were the first capital because they were produced for use in producing other goods—food and clothing.

Modern versions of the first stone tools include saws, meat cleavers, hooks, and grinders; all are used in butchering animals. Tools
such as hammers, screwdrivers, and wrenches are also capital. Transportation equipment, such as cars and trucks, is capital.
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Facilities such as roads, bridges, ports, and airports are capital. Buildings, too, are capital; they help us to produce goods and
services.

Capital does not consist solely of physical objects. The score for a new symphony is capital because it will be used to produce
concerts. Computer software used by business firms or government agencies to produce goods and services is capital. Capital may
thus include physical goods and intellectual discoveries. Any resource is capital if it satisfies the following two criteria:

o The resource must have been produced.
e The resource can be used to produce other goods and services.

One thing that is not considered capital is money. A firm cannot use money directly to produce other goods, so money does not
satisfy the second criterion for capital. Firms can, however, use money to acquire capital. Money is a form of financial capital.
Financial capital includes money and other “paper” assets (such as stocks and bonds) that represent claims on future payments.
These financial assets are not capital, but they can be used directly or indirectly to purchase factors of production or goods and
services.

The Entrepreneur

Two things play a crucial role in putting the other three factors of production to work. The first is technology, the knowledge that
can be applied to the production of goods and services. The second is an individual who plays a key role in a market economy: the
entrepreneur. An entrepreneur is a person who, operating within the context of an economy, seeks to earn profits by finding new
ways to organize factors of production. The interplay of entrepreneurs and technology affects all our lives. Entrepreneurs put new
technologies to work every day, changing the way factors of production are used. Farmers and factory workers, engineers and
electricians, technicians and teachers all work differently than they did just a few years ago, using new technologies introduced by
entrepreneurs. The music you enjoy, the books you read, the athletic equipment with which you play are produced differently than
they were five years ago. The text you are reading was written and manufactured using technologies that did not exist ten years
ago. We can dispute whether all the changes have made our lives better. What we cannot dispute is that they have made our lives
different.

Here is an example of the factors of production used to produce a shirt:

o The land that the shirt factory sits on, the electricity used to run the plant, and the raw cotton from which the shirts are made
e The laborers who make the shirts

e The factory and equipment used in the manufacturing process, as well as the money needed to operate the factory

o The entrepreneurship skill used to coordinate the other resources to initiate the production process

Looking deeper into how inputs and outputs interact to create the goods and services consumers demand allows us to begin to think
of activities within business in terms of cycles. Consider how the factors of production (resources) flow from a business to your
home.
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6.4: Reading- The Flow of Inputs and Outputs

The Flow of Inputs and Outputs

Many of the factors of production (or resources) are provided to businesses by households. For example, households provide
businesses with labor (as workers), land and buildings (as landlords), and capital (as investors). In turn, businesses pay households
for these resources by providing them with income, such as wages, rent, and interest. The resources obtained from households are
then used by businesses to produce goods and services, which are sold to the same households that provide businesses with
revenue. The revenue obtained by businesses is then used to buy additional resources, and the cycle continues. This circular flow is
described below in Figure 1, which illustrates the dual roles of households and businesses:

o Households not only provide factors of production (or resources) but also consume goods and services.
¢ Businesses not only buy resources but also produce and sell both goods and services.
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Figure 6.4.1: The Circular Flow of Inputs and Outputs.

The Questions Economists Ask

Economists study the interactions between households and businesses and look at the ways in which the factors of production are
combined to produce the goods and services that people need. Basically, economists try to answer the following three sets of
questions:

1. What goods and services should be produced to meet consumers‘ needs? In what quantity? When should they be produced?

2. How should goods and services be produced? Who should produce them, and what resources, including technology, should be
combined to produce them?

3. Who should receive the goods and services produced? How should they be allocated among consumers?

The answers to these questions depend on a country’s economic system—the means by which a society (households, businesses,
and government) makes decisions about allocating resources to produce products and about distributing those products. The degree
to which individuals and business owners, as opposed to the government, enjoy freedom in making these decisions varies according
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to the type of economic system. We will explore the various types of economic systems and how each system answers these
questions in a module on economics and economic systems.

Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does not count
toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.
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6.5: Reading- Functional Areas of Business

Functional Areas of Business

The activities needed to operate a business can be divided into a number of functional areas: management, operations, marketing,
accounting, and finance. Let’s briefly explore each of these areas.

Management

Managers are responsible for the work performance of other people. Management involves planning for, organizing, staffing,
directing, and controlling a company’s resources so that it can achieve its goals. Managers plan by setting goals and developing
strategies for achieving them. They organize activities and resources to ensure that company goals are met. They staff the
organization with qualified employees and direct them to accomplish organizational goals. Finally, managers design controls for
assessing the success of plans and decisions and take corrective action when needed.

Operations

All companies must convert resources (labor, materials, money, information, and so forth) into goods or services. Some companies,
such as Apple, convert resources into tangible products—iPhones, iPods, Macs. Others, such as hospitals, convert resources into
intangible products—health care. The person who designs and oversees the transformation of resources into goods or services is
called an operations manager. This individual is also responsible for ensuring that products are of high quality.

Marketing

Marketing consists of everything that a company does to identify customers’ needs and design products to meet those needs.
Marketers develop the benefits and features of products, including price and quality. They also decide on the best method of
delivering products and the best means of promoting them to attract and keep customers. They manage relationships with
customers and make them aware of the organization’s desire and ability to satisfy their needs.

Accounting

Managers need accurate, relevant, timely financial information, and accountants provide it. Accountants measure, summarize, and
communicate financial and managerial information and advise other managers on financial matters. There are two fields of
accounting. Financial accountants prepare financial statements to help users, both inside and outside the organization, assess the
financial strength of the company. Managerial accountants prepare information, such as reports on the cost of materials used in the
production process, for internal use only.

Finance

Finance involves planning for, obtaining, and managing a company’s funds. Finance managers address such questions as the
following: How much money does the company need? How and where will it get the necessary money? How and when will it pay
the money back? What should it do with its funds? What investments should be made in plant and equipment? How much should
be spent on research and development? How should excess funds be invested? Good financial management is particularly
important when a company is first formed, because new business owners usually need to borrow money to get started.

KEY TAKEAWAYS

o The main participants in a business are its owners, employees, and customers.

¢ Businesses are influenced by such external factors as the economy, government, consumer trends, and public pressure to act as
good corporate citizens.

o The activities needed to run a business can be divided into five functional areas:

o Management involves planning, organizing, staffing, directing, and controlling resources to achieve organizational goals.
o Operations transforms resources (labor, materials, money, and so on) into products.

o Marketing works to identify and satisfy customers’ needs.

o Finance involves planning for, obtaining, and managing company funds.

o Accounting entails measuring, summarizing, and communicating financial and managerial information.
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Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does not count
toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.
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6.6: Reading- Business Stakeholders

What Is a Stakeholder?

A stakeholder is an individual or group that has a legitimate interest in a company. A corporate stakeholder is an individual or
group who can affect or be affected by the actions of a business. The stakeholder concept was first used in a 1963 internal
memorandum at the Stanford Research Institute. It defined stakeholders as “those groups without whose support the organization
would cease to exist.”

In the last decades of the twentieth century, the word “stakeholder” has become more commonly used to refer to a person or group
that has a legitimate interest in a project or entity. In discussing the decision-making process for institutions—including large
business corporations, government agencies, and non-profit organizations—the concept has been broadened to include everyone
with an interest (or “stake”) in what the entity does.

Internal Stakeholders

Internal stakeholders are groups within a business or people who work directly within the business, such as employees, owners, and
investors. Employees want to earn high wages and keep their jobs. Owners are interested in maximizing the profit the business
makes. Investors are concerned about earning income from their investment.

internal
Stakeholders

Suppliers
Society

Employees
Government

Company

ouners ol

Figure 6.6.1: The picture shows the typical stakeholders of a company. The stakeholders are divided in internal and external
stakeholders.

Creditors

Shareholders
Customers

External Stakeholders

External stakeholders are groups outside a business or people who are not directly working within the business but are affected in
some way from the decisions of the business, such as customers, suppliers, creditors, community, trade unions, and the
government. The government wants the business to pay taxes, employ more people, follow laws, and truthfully report its financial
conditions. Customers want the business to produce quality products at reasonable prices. Suppliers want the business to continue
to buy their products. Creditors want to be repaid on time and in full. The community has a stake in the business as employers of
local people.

KEY TAKEAWAYS

e A corporate stakeholder is a person or group who can affect or be affected by the actions of a business.

o Internal stakeholders are groups within a business or people who work directly within the business, such as employees, owners,
and investors.

o External stakeholders are groups outside a business or people who are not directly working within the business but are affected
in some way from the decisions of the business, such as customers, suppliers, creditors, community, trade unions, and the
government.

GLOSSARY

corporate stakeholder:

A corporate stakeholder is that which can affect or be affected by the actions of the business as a whole.
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Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does not count
toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.
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6.7: Reading- External Forces

External Forces That Influence Business Activities

Apple and other businesses don’t operate in a vacuum: they’re influenced by a number of external factors. These include the
economy, government, consumer trends, and public pressure to act as good corporate citizens. The figure below sums up the
relationship among the participants in a business, its functional areas, and the external forces that influence its activities.

7

e

Figure \(\Pagelndex{ 1 }\)Z Business and its environment.

Participants in a business must respond to the conditions created by a variety of external forces. Economic factors include things
like strong economic growth cycles or recessions, consumer confidence and other economic indicators, interest rates and the
strength of financial markets. Government actions such as policies, regulation, tax code and legislation all impact businesses as
well as their internal and external stakeholders. In order to serve customers effectively, it is essential to monitor consumer trends
such as consumer spending, fads, fashions and buying behavior. Demonstrating strong corporate citizenship through ethical
business practices helps ensure goodwill and a culture of trust among all stakeholders and society at large.

The fast food industry provides a great example of how all these factors come together to affect business. A strong economy means
people have more money to eat out at places where food standards are monitored by a government agency, the Food and Drug
Administration. Preferences for certain types of foods are influenced by consumer trends (eating fried foods might be okay one
year and out the next). Finally, a number of decisions made by the industry result from its desire to be a good corporate citizen. For
example, several fast-food chains have responded to environmental concerns by eliminating Styrofoam containers.['! Addressing
public health concerns about obesity in the U.S., many fast food restaurants have added healthier alternatives to their menus. As
you move through this text, you’ll learn more about these external influences on business.

Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does net count
toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.
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7.1: Why It Matters- Economic Environment

Why learn about fundamental economic principles?

a4 RS _ ¥ M’l

Figure 7.1.1: Ice cream flavors at ice cream shop.

Economics is about choices: namely, how we choose to allocate scarce resources and how our choices impact others. Beyond that,
it’s about the choices made by businesses, government, and other countries. Let’s begin with ice cream—something familiar and
tasty to most people—and use it as a framework for thinking about economics.

Let’s say you live in Boise, Idaho, and decide to go out for ice cream with your friend Charlie, who has been reading about ice
cream flavored with Persian saffron. That’s the kind he wants, but none of the five ice-cream shops you visit has it. Why not? Why
can’t they meet his demand? Because Charlie is the only person in Boise who has ever asked for it, and none of the shops has
decided to carry something so expensive (the saffron costs nearly $1,000 per ounce) and, frankly, strange. They have chosen to
offer ice cream that is low-cost, high-demand, and easy to manufacture.

The next day, Charlie is still obsessed with saffron ice cream, and he’s discovered a shop in Dubai, where, for the mere price of
$816 (per scoop, fancy toppings included), one can try this exotic treat. Now Charlie has some economic choices to make.
Including the $1,800 airfare, plus the other travel expenses (hotel, cabs, etc.), the trip to Dubai will cost $2,600—at least. It will
also cost Charlie time: the time it takes to plan the trip, the days off work, and travel time. Then, there’s the opportunity cost. While
he is planning, traveling, and eating his ice cream, Charlie’s giving up the opportunity to do other things with his time and money.
And there are unforeseen choices and expenses: What if he gets to Dubai and they’ve run out of saffron ice cream? Does he hang
around in Dubai, investing more resources and waiting for them to restock? What if he tries Persian saffron ice cream and says,
“Yuck!”—and wishes he’d bought banana ice cream back in Boise?

This is an extreme, unlikely situation, of course. However, the choices that ice-cream manufacturers, ice-cream shops, and people
like Charlie make every day are all examples of economic decisions: at every turn, a choice has to be made about the allocation of
limited resources. What economic decisions do you make in your life?

The purpose of this module is to give you an understanding of the fundamental principles of economics, some of the factors that
drive economies, and how economics shapes the business environment. You will likely learn more about economics as you
continue your education, but this section should serve as an excellent introduction and give you some tools to think about the
impact of economics on your daily life.
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7.2: Introduction to What Is Economics?

What you'll learn to do: explain what economics is and why it's important

This section introduces the fundamental assumption of economics: scarcity—that is, the resources we need are limited—and the
associated implications. Economics is, simply stated, the study of choice given the assumption of scarcity. A second key concept
introduced is that of opportunity cost, or the next best alternative.
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7.3: Understanding Economics and Scarcity

&b Learning Objectives

o Explain scarcity

? Trylt

Throughout this module you’ll encounter short videos that explain complex economic concepts in very simple terms. Take the
time to watch them! They’ll help you master the basics before heading to the readings (which tend to cover the same
information in more depth).

You can
As you watch the video, consider the following key points:

1. Economics is the study of how humans make choices under conditions of scarcity.
2. Scarcity exists when human wants for goods and services exceed the available supply.
3. People make decisions in their own self-interest, weighing benefits and costs.

Scarcity

The resources that we value—time, money, labor, tools, land, and raw materials—exist in limited supply. There are simply never
enough resources to meet all our needs and desires. This condition is known as scarcity.

Figure 7.3.1: Kansas Summer Wheat and Storm Panorama.
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At any moment in time, there is a finite amount of resources available. Even when the number of resources is very large, it’s
limited. For example, according to the U.S. Bureau of Labor Statistics, in 2016, the labor force in the United States contained more
than 158 million workers—that’s a lot, but it’s not infinite. Similarly, the total area of the United States is 3,794,101 square miles—
an impressive amount of acreage, but not endless. Because these resources are limited, so are the numbers of goods and services we
can produce with them. Combine this with the fact that human wants seem to be virtually infinite, and you can see why scarcity is a
problem.

Economics

When faced with limited resources, we have to make choices. Again, economics is the study of how humans make choices under
conditions of scarcity. These decisions can be made by individuals, families, businesses, or societies.

Let’s consider a few decisions that we make based on limited resources. Take the following:

Question 1: What classes are you taking this term?

Are you the lucky student who is taking every class you wanted with your first-choice professor during the perfect time and at the
ideal location? The odds are that you have probably had to make trade-offs on account of scarcity. There is a limited number of
time slots each day for classes and only so many faculty available to teach them. Every faculty member can’t be assigned to every
time slot. Only one class can be assigned to each classroom at a given time. This means that each student has to make trade-offs
between the time slot, the instructor, and the class location.

Question 2: Where do you live?

Think for a moment, if you had all the money in the world, where would you live? It’s probably not where you’re living today. You
have probably made a housing decision based on scarcity. What location did you pick? Given limited time, you may have chosen to
live close to work or school. Given the demand for housing, some locations are more expensive than others, though, and you may
have chosen to spend more money for a convenient location or to spend less money for a place that leaves you spending more time
on transportation. There is a limited amount of housing in any location, so you are forced to choose from what’s available at any
time. Housing decisions always have to take into account what someone can afford. Individuals making decisions about where to
live must deal with limitations of financial resources, available housing options, time, and often other restrictions created by
builders, landlords, city planners, and government regulations.

Problems of Scarcity

Every society, at every level, must make choices about how to use its resources. Families must decide whether to spend their
money on a new car or a fancy vacation. Towns must choose whether to put more of the budget into police and fire protection or
into the school system. Nations must decide whether to devote more funds to national defense or to protecting the environment. In
most cases, there just isn’t enough money in the budget to do everything.

Economics helps us understand the decisions that individuals, families, businesses, or societies make, given the fact that there are
never enough resources to address all needs and desires.

? Practice Question
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7.4: The Concept of Opportunity Cost

&b Learning Objectives

o Explain opportunity cost

Figure 7.4.1: Two Doors.

Since resources are limited, every time you make a choice about how to use them, you are also choosing to forego other options.
Economists use the term opportunity cost to indicate what must be given up to obtain something that’s desired. A fundamental
principle of economics is that every choice has an opportunity cost. If you sleep through your economics class (not recommended,
by the way), the opportunity cost is the learning you miss. If you spend your income on video games, you cannot spend it on
movies. If you choose to marry one person, you give up the opportunity to marry anyone else. In short, opportunity cost is all
around us.

The idea behind opportunity cost is that the cost of one item is the lost opportunity to do or consume something else; in short,
opportunity cost is the value of the next best alternative.

Since people must choose, they inevitably face trade-offs in which they have to give up things they desire to get other things they
desire more.

Individual Decisions

In some cases, recognizing the opportunity cost can alter personal behavior. Imagine, for example, that you spend $8 on lunch
every day at work. You may know perfectly well that bringing a lunch from home would cost only $3 a day, so the opportunity cost
of buying lunch at the restaurant is $5 each day (that is, the $8 that buying lunch costs minus the $3 your lunch from home would
cost). Five dollars each day does not seem to be that much. However, if you project what that adds up to in a year—250 workdays a
year x $5 per day equals $1,250—it’s the cost, perhaps, of a decent vacation. If the opportunity cost were described as “a nice
vacation” instead of “$5 a day,” you might make different choices.

? Practice Question
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Societal Decisions

Figure 7.4.2: Pastel background_detail

https://biz.libretexts.org/@go/page/45359


https://libretexts.org/
https://biz.libretexts.org/@go/page/45359?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/07%3A_Module_2-_Economic_Environment/7.04%3A_The_Concept_of_Opportunity_Cost
https://assessments.lumenlearning.com/assessments/14261

LibreTexts-

Opportunity cost also comes into play with societal decisions. Universal health care would be nice, but the opportunity cost of such
a decision would be less housing, environmental protection, or national defense. These trade-offs also arise with government
policies. For example, after the terrorist plane hijackings on September 11, 2001, many proposals, such as the following, were
made to improve air travel safety:

o The federal government could provide armed “sky marshals” who would travel inconspicuously with the rest of the passengers.
The cost of having a sky marshal on every flight would be roughly $3 billion per year.

o Retrofitting all U.S. planes with reinforced cockpit doors to make it harder for terrorists to take over the plane would have a
price tag of $450 million.

o Buying more sophisticated security equipment for airports, like three-dimensional baggage scanners and cameras linked to face-
recognition software, would cost another $2 billion.

However, the single biggest cost of greater airline security doesn’t involve money. It’s the opportunity cost of additional waiting
time at the airport. According to the United States Department of Transportation, more than 800 million passengers took plane trips
in the United States in 2012. Since the 9/11 hijackings, security screening has become more intensive, and consequently, the
procedure takes longer than in the past. Say that, on average, each air passenger spends an extra 30 minutes in the airport per trip.
Lost time can be a significant component of opportunity cost. Economists commonly place a value on time to convert an
opportunity cost in time into a monetary figure. Because many air travelers are relatively highly paid businesspeople, conservative
estimates set the average “price of time” for air travelers at $20 per hour. Accordingly, the opportunity cost of delays in airports
could be as much as 800 million (passengers) x 0.5 hours x $20/hour—or, $8 billion per year. Clearly, the opportunity costs of
waiting time can be just as substantial as costs involving direct spending.

? Practice Question

? Trylt

Watch this video to see some more examples and to develop a deeper understanding of opportunity cost.

You can
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7.5: Division of Labor and Specialization

4b Learning Objectives

o Explain division of labor and specialization

We have learned that there aren’t enough resources to fulfill all of our wants and this reality forces us to make choices that have
opportunity costs. How do we get the most we can from the resources we have? Over time, markets and trade have come into
existence and have become highly efficient mechanisms for optimizing our use of resources and bringing us the most and best
combination of goods and services.

Think back to pioneer days, when the average person knew how to do so much more on his or her own than someone today—
everything from shoeing a horse to growing, hunting, and preserving food to building a house and repairing equipment. Most of us
don’t know how to do all—or any—of those things. It’s not because we’re not capable of learning them. It’s because we don’t have
to. The reason for this is something called the “division and specialization of labor,” a production innovation first put forth by
Adam Smith.

The formal study of economics began when Adam Smith (1723-1790) published his famous book, The Wealth of Nations, in 1776.
Many authors had written about economics in the centuries before Smith, but he was the first to address the subject in a

comprehensive way.
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Figure 7.5.1: Card of old pins

In the first chapter of the book, Smith introduces the idea of the division of labor, which means that the way a good or service is
produced is divided into a number of tasks that are performed by different workers, instead of all the tasks being performed by the
same person. To illustrate the division of labor, Smith counted how many tasks were involved in making a pin: drawing out a piece
of wire, cutting it to the right length, straightening it, putting a head on one end and a point on the other, packaging pins for sale,
and so on. Smith counted eighteen distinct tasks that were typically performed by different people—all for a pin!

Modern companies divide tasks, too. Even a relatively simple business like a restaurant divides up the task of serving meals into a
range of jobs: top chef, sous chefs, less-skilled kitchen help, host/hostess, waiters/waitresses, janitors, a business manager to handle
accounts and paychecks, etc. A complex business like a large manufacturing factory or a hospital can have hundreds of job
classifications.
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? Practice Question
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Why the Division of Labor Increases Production

When the tasks involved with producing a good or service are divided and subdivided, workers and businesses can produce a
greater quantity of those goods or services. In his study of pin factories, Smith observed that one worker alone might make twenty
pins in a day, but that a small business of ten workers (some of whom would need to do two or three of the eighteen tasks involved
in pin making), could make forty-eight thousand pins in a day. How can a group of workers, each specializing in certain tasks,
produce so much more than the same number of workers who try to produce the entire good or service by themselves? Smith
offered three reasons.

First, specialization in a particular small job allows workers to focus on the parts of the production process in which they have an
advantage. People have different skills, talents, and interests, so they will be better at some jobs than at others. The particular
advantages may be based on educational choices, which are shaped, in turn, by interests and talents. Only those with medical
training qualify to become doctors, for instance. For some goods, specialization will be affected by geography—it’s easier to be a
wheat farmer in North Dakota than in Florida, but easier to run a tourist hotel in Florida than in North Dakota. If you live in or near
a big city, it’s easier to attract enough customers to operate a successful dry-cleaning business or movie theater than if you live in a
sparsely populated rural area. Whatever the reason, if people specialize in the production of what they do best, they will be more
productive than if they produce a combination of things, some of which they are good at and some of which they are not.

Second, workers who specialize in certain tasks often learn to produce more quickly and with higher quality. This pattern holds true
for many workers, including assembly-line laborers who build cars, stylists who cut hair, and doctors who perform heart surgery. In
fact, specialized workers often know their jobs well enough to suggest innovative ways to do their work faster and better. A similar
pattern often operates within businesses. In many cases, a business that focuses on one or a few products is more successful than
firms that try to make a wide range of products.

Third, specialization allows businesses to take advantage of economies of scale, which means that, for many goods, as the level of
production increases, the average cost of producing each individual unit declines. For example, if a factory produces only one
hundred cars per year, each car will be quite expensive to make on average. However, if a factory produces fifty thousand cars each
year, then it can set up an assembly line with huge machines and workers performing specialized tasks, and the average cost of
production per car will drop. Economies of scale implies that production is becoming more efficient as the scale of production
rises.

The ultimate result of workers who can focus on their preferences and talents, learn to do their specialized jobs better, and work in
larger organizations is that society as a whole can produce and consume far more than if each person tried to produce all of their
own goods and services. The division and specialization of labor has been a force against the problem of scarcity.

? Practice Question
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Trade and Markets

Specialization only makes sense, though, if workers (and other economic agents such as businesses and nations) can use their
income to purchase the other goods and services they need. In short, specialization requires trade. You do not have to know
anything about electronics or sound systems to play music—you just need a device (e.g., your phone or computer), download the
music, and listen. You don’t have to know anything about textiles or the construction of sewing machines if you need a jacket—you

just buy the jacket and wear it. Instead of trying to acquire all the knowledge and skills involved in producing all of the goods and
services that you wish to consume, the market allows you to learn a specialized set of skills and then use the pay you receive to buy
the goods and services you need or want. This is how our modern society has evolved into a strong economy.
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7.6: Microeconomics and Macroeconomics

&b Learning Objectives

o Distinguish between macroeconomics and microeconomics

? Trylt

Economics is such a broad field of study that it is broken down into two subfields: microeconomics and macroeconomics.
Microeconomics covers topics related to the actions of individual people or businesses within the economy while
macroeconomics examines the larger economy and broader issues like GDP, inflation, growth rates, and trade. Watch this video
to learn about the distinction between the two perspectives.

You can

Figure 7.6.1: Vermilion Lake.

It should be clear by now that economics covers a lot of ground. That ground can be divided into two parts: Microeconomics
focuses on the actions of individual agents within the economy, like households, workers, and businesses; macroeconomics looks
at the economy as a whole. It focuses on broad issues such as growth, unemployment, inflation, and trade balance. Microeconomics
and macroeconomics are not separate subjects but are, rather, complementary perspectives on the overall subject of the economy.

To understand why both microeconomic and macroeconomic perspectives are useful, consider the problem of studying a biological
ecosystem like a lake. One person who sets out to study the lake might focus on specific topics: certain kinds of algae or plant life;
the characteristics of particular fish or snails; or the trees surrounding the lake. Another person might take an overall view and
instead consider the entire ecosystem of the lake from top to bottom: what eats what, how the system remains in balance, and what
environmental stresses affect this balance. Both approaches are useful, and both researchers study the same lake, but the viewpoints

https://biz.libretexts.org/@go/page/45361


https://libretexts.org/
https://biz.libretexts.org/@go/page/45361?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/07%3A_Module_2-_Economic_Environment/7.06%3A_Microeconomics_and_Macroeconomics
https://course-building.s3-us-west-2.amazonaws.com/Intro+to+Business/Transcriptions/Episode4MicroVsMacro_transcript.txt
https://www.youtube.com/watch?v=w8tUIq7Blsg
https://www.youtube.com/watch?v=w8tUIq7Blsg

LibreTextsw

are different. In a similar way, both microeconomics and macroeconomics study the same economy, but each has a different starting
point, perspective, and focus.

Whether you are looking at lakes or economics, the micro and the macro insights should illuminate each other. In studying a lake,
the “micro” insights about particular plants and animals help us to understand the overall food chain, while the “macro” insights
about the overall food chain help to explain the environment in which individual plants and animals live.

In economics, the micro decisions of individual businesses are influenced by the health of the macroeconomy—for example, firms
will be more likely to hire workers if the overall economy is growing. In turn, the performance of the macroeconomy ultimately
depends on the microeconomic decisions made by individual households and businesses.

Microeconomics

What determines how households and individuals spend their budgets? What combination of goods and services will best fit their
needs and wants, given the budget they have to spend? How do people decide whether to work, and if so, whether to work full time
or part time? How do people decide how much to save for the future, or whether they should borrow to spend beyond their current
means?

What determines the products, and how many of each, a firm will produce and sell? What determines what prices a firm will
charge? What determines how a firm will produce its products? What determines how many workers it will hire? How will a firm
finance its business? When will a firm decide to expand, downsize, or even close? In the microeconomic part of this text, we will
learn about the theory of consumer behavior and the theory of the firm.

Macroeconomics

What determines the level of economic activity in a society or nation?—that is, how many goods and services does it actually
produce? What determines how many jobs are available in an economy? What determines a nation’s standard of living? What
causes the economy to speed up or slow down? What causes firms to hire more workers or lay them off? Finally, what causes the
economy to grow over the long term?

An economy’s macroeconomic health can be assessed by a number of standards or goals. The most important macroeconomic
goals are the following:

o Growth in the standard of living
e Low unemployment
o Low inflation

Macroeconomic policy pursues these goals through monetary policy and fiscal policy:

¢ Monetary policy, which involves policies that affect bank lending, interest rates, and financial capital markets, is conducted by
a nation’s central bank. For the United States, this is the Federal Reserve.

¢ Fiscal policy, which involves government spending and taxes, is determined by a nation’s legislative body. For the United
States, this is the Congress and the executive branch, which establishes the federal budget.

To keep the differences between these policies straight, remember that the term monetary relates to money, and the term fiscal
relates to government revenue or taxes.

? Practice Questions
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7.7: Introduction to Economic Systems

What you'll learn to do: describe and differentiate between major different economic systems
In a society, the economic system answers three fundamental questions:

1. What do we produce?
2. How do we produce it?
3. For whom do we produce it?

Practically speaking, this translates as who owns the factors of production and who decides what and how much to produce and
associated pricing. This module introduces the three major economic systems: command, market, and mixed.

We’ll also discuss the characteristics and management implications of each system, such as the role of government or a ruler/ruling
party. This section also highlights factors that interfere with the conceptually ideal free market system. Although a free and
competitive market is the economic ideal in terms of efficiency, it may not be the ideal in terms of representing a society’s values.
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7.8: Economic Systems

&b Learning Objectives

o Distinguish between market, planned, and mixed economies

Legoland, Billund, Denmark: Picture of a Planned Economy?

S ,,
Figure 7.8.1: Legoland, Billund, Denmark: Picture of a Planned Economy?

Consider how complex a modern economy is. It includes all production of goods and services, all buying and selling, all
employment. The economic life of every individual is interrelated, at least to a small extent, with the economic lives of thousands
or even millions of other individuals.

Who organizes and coordinates this system? Who ensures that, for example, the number of televisions a society produces is the
same as the amount it needs and wants? Who ensures that the right number of employees works in the electronics industry? Who
makes sure that televisions are produced in the best way possible? How does it all get done? The answer to these important
questions depends on the kind of economic system a society uses.

The following Crash Course video provides additional information about the broad economic choices that countries make when
they decide between planned and market economies.

You can

In the modern world today, there is a range of economic systems, from market economies to planned (or command) economies.

Market Economies

A market is any situation that brings together buyers and sellers of goods or services. Buyers and sellers can be either individuals
or businesses. In a market economy, economic decision-making happens through markets. Market economies are based on private
enterprise: the means of production (resources and businesses) are owned and operated by private individuals or groups of private
individuals. Businesses supply goods and services based on demand. Which goods and services are supplied depends on what
products businesses think will bring them the most profit. The more a product is demanded by consumers or other businesses, the
higher the price businesses can charge, and so the more of the product will be supplied. Consumer demand depends on peoples’
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incomes. A person’s income is based on his or her ownership of resources (especially labor). The more society values the person’s
output, the higher the income they will earn (think Lady Gaga or LeBron James).

Examples of free-market economies include Hong Kong, Singapore, and to a large extent, New Zealand, and the United States.

Free Markets

In a market economy, decisions about what products are available and at what prices are determined through the interaction of
supply and demand. A competitive market is one in which there is a large number of buyers and sellers, so that no one can control
the market price. A free market is one in which the government does not intervene in any way. A free and competitive market
economy is the ideal type of market economy, because what is supplied is exactly what consumers demand.

Price controls are an example of a market that is not free. When government intervenes, the market outcomes will be different from
those that would occur in a free and competitive market model. When markets are less than perfectly competitive (e.g.,
monopolistic), the market outcomes will also differ.

? Practice Questions

https://assessments.lumenlearning.co...essments/14268
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Planned (or Command) Economies

Figure 7.8.1: Sphinx.
Command economies operate very differently. In a command economy, economic effort is devoted to goals passed down from a
ruler or ruling class. Ancient Egypt was a good example: A large part of economic life was devoted to building pyramids (like the
one at the left), for the pharaohs. Medieval manor life is another example: The lord provided the land for growing crops and
protection in the event of war. In return, vassals provided labor and soldiers to do the lord’s bidding. In the last century,
communism emphasized command economies.

In a command economy, resources and businesses are owned by the government. The government decides what goods and services
will be produced and what prices will be charged for them. The government decides what methods of production will be used and
how much workers will be paid. Some necessities like health care and education are provided for free, as long as the state
determines that you need them. Currently, North Korea and Cuba have command economies.

The primary distinction between a free and command economy is the degree to which the government determines what can be
produced and what prices will be charged. In a free market, these determinations are made by the collective decisions of the market
itself (which is comprised of producers and consumers). Producers and consumers make rational decisions about what will satisfy
their self-interest and maximize profits, and the market responds accordingly. In a planned economy, the government makes most
decisions about what will be produced and what the prices will be, and the market must follow that plan.

Most economies in the real world are mixed; they combine elements of command and market systems. The U.S. economy is
positioned toward the market-oriented end of the spectrum. Many countries in Europe and Latin America, while primarily market-
oriented, have a greater degree of government involvement in economic decisions than in the U.S. economy. China and Russia,
while they are closer now to having a market-oriented system than several decades ago, remain closer to the command-economy
end of the spectrum.
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? Practice Question
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To recap, economic systems determine the following:

e What to produce?
¢ How to produce it?
o Who gets it?

In a planned economy, government controls the factors of production:

¢ In a true communist economy, there is no private property—everyone owns the factors of production. This type of planned
economy is called a command economy.
¢ In a socialist economy, there is some private property and some private control of industry.

In a free-market (capitalist) economy, individuals own the factors of production:

o Privately owned businesses produce products.
e Consumers choose the products they prefer which causes the companies that produce them to make more profit.

Even in generally free market economies, governments will

e Maintain the rule of law
o Create public goods and services such as roads and education
o Step in when the market gets things wrong (e.g., setting minimum wage, establishing environmental standards)

In reality, economies are neither completely free-market nor completely planned. Neither exists in “pure” form, since all societies
and governments regulate their economies to varying degrees. Throughout this course we will consider a number of ways in which
the U.S. government influences and controls the economy.
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7.9: Introduction to Demand

What you'll learn to do: explain the law of demand

Imagine that the price of Ben & Jerry’s ice cream decreases by 25 percent during the next summer. What do you think will happen
to the amount of Ben & Jerry’s ice cream that people will want to buy? Clearly, the demand for ice cream will increase. By the
same token, if the price of the ice cream were to rise by 25 percent, then the demand for the ice cream would fall. In this section,
you will examine the law of demand and see why this simple concept is essential to understanding economics.
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7.10: The Law of Demand

&) Learning Objectives

o Explain the law of demand
o Explain a demand curve

Demand describes the amount of goods or services that consumers want to (and are able to) pay to purchase that good or
service. Before learning more about the details of demand, watch this video to get a basic understanding about what it is and its
importance to understanding economic behavior.

You can
The law of demand states that, other things being equal,

e More of a good will be bought the lower its price
e Less of a good will be bought the higher its price

Ceteris paribus means “other things being equal.”

Demand for Goods and Services

Figure 7.10.1: A gas pump at a gas station

Economists use the term demand to refer to the amount of some good or service consumers are willing and able to purchase at
each price. Demand is based on needs and wants—a consumer may be able to differentiate between a need and a want, but from an
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economist’s perspective, they are the same thing. Demand is also based on ability to pay. If you can’t pay for it, you have no
effective demand.

What a buyer pays for a unit of the specific good or service is called the price. The total number of units purchased at that price is
called the quantity demanded. A rise in the price of a good or service almost always decreases the quantity of that good or service
demanded. Conversely, a fall in price will increase the quantity demanded. When the price of a gallon of gasoline goes up, for
example, people look for ways to reduce their consumption by combining several errands, commuting by carpool or mass transit, or
taking weekend or vacation trips closer to home. Economists call this inverse relationship between price and quantity demanded the
law of demand. The law of demand assumes that all other variables that affect demand are held constant.

An example from the market for gasoline can be shown in the form of a table or a graph. A table that shows the quantity demanded
at each price, such as Table 7.10.1, is called a demand schedule. Price in this case is measured in dollars per gallon of gasoline.
The quantity demanded is measured in millions of gallons over some time period (for example, per day or per year) and over some
geographic area (like a state or a country).

Table 7.10.1. Price and Quantity Demanded of Gasoline

Price (per gallon) Quantity Demanded (millions of gallons)
$1.00 800
$1.20 700
$1.40 600
$1.60 550
$1.80 500
$2.00 460
$2.20 420

A demand curve shows the relationship between price and quantity demanded on a graph like Figure 1, below, with quantity on
the horizontal axis and the price per gallon on the vertical axis. Note that this is an exception to the normal rule in mathematics that
the independent variable (x) goes on the horizontal axis and the dependent variable (y) goes on the vertical. Economics is different
from math! Note also that each point on the demand curve comes from one row in Table 7.10.1 For example, the upper most point
on the demand curve corresponds to the last row in Table 7.10.1 while the lower most point corresponds to the first row.

$2.20 4 b ($2.20 per gallon, 420 million gallons)
E $2.00 4 ($2.00 per gallon, 460 million gallons)
ng $1.80 - ($1.80 per gallon, 500 million gallons)
o $1.60 ($1.60 per gallon, 550 million gallons)
go; $1.40 - ($1.40 per gallon, 600 million gallons)
E $1.20 - ($1.20 per gallon, 700 million gallons)
n:_ $1.00 - ($1.00 per gallon, 800 million gallons)
T T T T

I T
300 400 500 600 700 800 90

Quantity of Gasoline (millions of gallons)
Figure 7.10.2: A Demand Curve for Gasoline (derived from the data in Table 1)

The demand schedule (Table 7.10.1) shows that as price rises, quantity demanded decreases, and vice versa. These points can then
be graphed, and the line connecting them is the demand curve (shown by line D in the graph, above). The downward slope of the
demand curve again illustrates the law of demand—the inverse relationship between prices and quantity demanded.

The demand schedule shown by Table 7.10.1 and the demand curve shown by the graph in Figure 7.10.1 are two ways of
describing the same relationship between price and quantity demanded.
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Demand curves will look somewhat different for each product. They may appear relatively steep or flat, or they may be straight or
curved. Nearly all demand curves share the fundamental similarity that they slope down from left to right. In this way, demand
curves embody the law of demand: As the price increases, the quantity demanded decreases, and conversely, as the price decreases,
the quantity demanded increases.

? Practice Questions

https://assessments.lumenlearning.co...essments/14272

https://assessments.lumenlearning.co...essments/14273

? Demand vs. Quantity Demanded

In economic terminology, demand is not the same as quantity demanded. When economists talk about demand, they mean the
relationship between a range of prices and the quantities demanded at those prices, as illustrated by a demand curve or a
demand schedule. When economists talk about quantity demanded, they mean only a certain point on the demand curve, or one
quantity on the demand schedule. In short, demand refers to the curve and quantity demanded refers to the (specific) point on
the curve.

Change in Demand vs. Change in Quantity Demanded

It’s hard to overstate the importance of understanding the difference between shifts in curves and movements along curves.
Remember, when we talk about changes in demand or supply, we do not mean the same thing as changes in quantity demanded or
quantity supplied.

A change in demand refers to a shift in the entire demand curve, which is caused by a variety of factors (preferences, income,
prices of substitutes and complements, expectations, population, etc.). In this case, the entire demand curve moves left or right.

Price

D, Do D,

Quantity

Figure 7.10.2: Change in Demand. A change in demand means that the entire demand curve shifts either left or right. The initial
demand curve Dy shifts to become either Dy or D,. This could be caused by a shift in tastes, changes in population, changes in
income, prices of substitute or complement goods, or changes future expectations.
A change in quantity demanded refers to a movement along the demand curve, which is caused only by a change in price. In this
case, the demand curve doesn’t move; rather, we move along the existing demand curve.
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Price

N

Quantity

Figure 7.10.3: hange in Quantity Demanded. A change in the quantity demanded refers to movement along the existing demand
curve, Dy. This is a change in price, which is caused by a shift in the supply curve.
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7.11: Factors Affecting Demand

4} Learning Objectives

o Explain the factors that can change demand

¢t
Figure 7.11.1: Get targeted leads to shopify stores.

We defined demand as the amount of some product that a consumer is willing and able to purchase at each price. This suggests at least two factors, in addition to price, that affect demand.
“Willingness to purchase” suggests a desire to buy, and it depends on what economists call tastes and preferences. If you neither need nor want something, you won’t be willing to buy it. “Ability to
purchase” suggests that income is important. Professors are usually able to afford better housing and transportation than students, because they have more income. The prices of related goods can
also affect demand. If you need a new car, for example, the price of a Honda may affect your demand for a Ford. Finally, the size or composition of the population can affect demand. The more
children a family has, the greater their demand for clothing. The more driving-age children a family has, the greater their demand for car insurance and the less for diapers and baby formula.

These factors matter both for demand by an individual and demand by the market as a whole. Exactly how do these various factors affect demand, and how do we show the effects graphically? To
answer those questions, we need the ceteris paribus assumption.

Ceteris Paribus Assumption

A demand curve or a supply curve (which we’ll cover later in this module) is a relationship between two, and only two, variables: quantity on the horizontal axis and price on the vertical axis. The
assumption behind a demand curve or a supply curve is that no relevant economic factors, other than the product’s price, are changing. Economists call this assumption ceteris paribus, a Latin
phrase meaning “other things being equal.” Any given demand or supply curve is based on the ceteris paribus assumption that all else is held equal. (You’ll recall that economists use the ceteris
paribus assumption to simplify the focus of analysis.) Therefore, a demand curve or a supply curve is a relationship between two, and only two, variables when all other variables are held equal. If
all else is not held equal, then the laws of supply and demand will not necessarily hold.

Ceteris paribus is typically applied when we look at how changes in price affect demand or supply, but ceteris paribus can also be applied more generally. In the real world, demand and supply
depend on more factors than just price. For example, a consumer’s demand depends on income, and a producer’s supply depends on the cost of producing the product. How can we analyze the effect
on demand or supply if multiple factors are changing at the same time—say price rises and income falls? The answer is that we examine the changes one at a time, and assume that the other factors
are held constant.

For example, we can say that an increase in the price reduces the amount consumers will buy (assuming income, and anything else that affects demand, is unchanged). Additionally, a decrease in
income reduces the amount consumers can afford to buy (assuming price, and anything else that affects demand, is unchanged). This is what the ceteris paribus assumption really means. In this
particular case, after we analyze each factor separately, we can combine the results. The amount consumers buy falls for two reasons: first because of the higher price and second because of the
lower income.

? Practice Questions

https://assessments.lumenlearning.co...essments/14274
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Effect of Income on Demand

Let’s use income as an example of how factors other than price affect demand. Figure 1 shows the initial demand for automobiles as Dy. At point Q, for example, if the price is $20,000 per car, the
quantity of cars demanded is 18 million. Dy also shows how the quantity of cars demanded would change as a result of a higher or lower price. For example, if the price of a car rose to $22,000, the
quantity demanded would decrease to 17 million, at point R.

Figure 1. Shifts in Demand: A Car Example
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$26,000 - Q = 14.4 million
$24,000 - P=$20,000
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Quantity

Figure 7.11.2: Copy and Paste Caption here. (Copyright; author via source)
The original demand curve Dy, like every demand curve, is based on the ceteris paribus assumption that no other economically relevant factors change. Now imagine that the economy expands in a
way that raises the incomes of many people, making cars more affordable. How will this affect demand? How can we show this graphically?

Return to Figure 7.11.2 The price of cars is still $20,000, but with higher incomes, the quantity demanded has now increased to 20 million cars, shown at point S. As a result of the higher income
levels, the demand curve shifts to the right to the new demand curve Dy, indicating an increase in demand. Table 7.11.1, below, shows clearly that this increased demand would occur at every price,
not just the original one.

Table 7.11.1. Price and Demand Shifts: A Car Example

Price Decrease to D, Original Quantity Demanded D Increase to Dy

$16,000 17.6 million 22.0 million 24.0 million
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Price Decrease to Dy Original Quantity Demanded Dy Increase to Dy
$18,000 16.0 million 20.0 million 22.0 million
$20,000 14.4 million 18.0 million 20.0 million
$22,000 13.6 million 17.0 million 19.0 million
$24,000 13.2 million 16.5 million 18.5 million
$26,000 12.8 million 16.0 million 18.0 million

Now, imagine that the economy slows down so that many people lose their jobs or work fewer hours, reducing their incomes. In this case, the decrease in income would lead to a lower quantity of
cars demanded at every given price, and the original demand curve Dy would shift left to D,. The shift from Dy to D, represents such a decrease in demand: At any given price level, the quantity
demanded is now lower. In this example, a price of $20,000 means 18 million cars sold along the original demand curve, but only 14.4 million sold after demand fell.

‘When a demand curve shifts, it does not mean that the quantity demanded by every individual buyer changes by the same amount. In this example, not everyone would have higher or lower income
and not everyone would buy or not buy an additional car. Instead, a shift in a demand curve captures a pattern for the market as a whole: Increased demand means that at every given price, the
quantity demanded is higher, so that the demand curve shifts to the right from Dy to D;. And, decreased demand means that at every given price, the quantity demanded is lower, so that the demand
curve shifts to the left from Dy to D;.

We just argued that higher income causes greater demand at every price. This is true for most goods and services. For some—luxury cars, vacations in Europe, and fine jewelry—the effect of a rise
in income can be especially pronounced. A product whose demand rises when income rises, and vice versa, is called a normal good. A few exceptions to this pattern do exist, however. As incomes
rise, many people will buy fewer generic-brand groceries and more name-brand groceries. They are less likely to buy used cars and more likely to buy new cars. They will be less likely to rent an
apartment and more likely to own a home, and so on. A product whose demand falls when income rises, and vice versa, is called an inferior good. In other words, when income increases, the
demand curve shifts to the left.

Other Factors That Shift Demand Curves

Income is not the only factor that causes a shift in demand. Other things that change demand include tastes and preferences, the composition or size of the population, the prices of related goods, and
even expectations. A change in any one of the underlying factors that determine what quantity people are willing to buy at a given price will cause a shift in demand. Graphically, the new demand
curve lies either to the right (an increase) or to the left (a decrease) of the original demand curve. Let’s look at these factors.

Changing Tastes or Preferences

Figure 7.11.3: Grilled Chicken Feet.

From 1980 to 2012, the per-person consumption of chicken by Americans rose from 33 pounds per year to 81 pounds per year, and consumption of beef fell from 77 pounds per year to 57 pounds
per year, according to the U.S. Department of Agriculture (USDA). Changes like these are largely due to shifts in taste, which change the quantity of a good demanded at every price: That is, they
shift the demand curve for that good—rightward for chicken and leftward for beef.

Changes in the Composition of the Population

The proportion of elderly citizens in the United States population is rising. It rose from 9.8 percent in 1970 to 12.6 percent in 2000 and will be a projected (by the U.S. Census Bureau) 20 percent of
the population by 2030. A society with relatively more children, like the United States in the 1960s, will have greater demand for goods and services like tricycles and day care facilities. A society
with relatively more elderly persons, as the United States is projected to have by 2030, has a higher demand for nursing homes and hearing aids. Similarly, changes in the size of the population can
affect the demand for housing and many other goods. Each of these changes in demand will be shown as a shift in the demand curve.

Changes in the Prices of Related Goods

The demand for a product can also be affected by changes in the prices of related goods such as substitutes or complements. A substitute is a good or service that can be used in place of another
good or service. As electronic books, like this one, become more available, you would expect to see a decrease in demand for traditional printed books. A lower price for a substitute decreases
demand for the other product. For example, in recent years as the price of tablet computers has fallen, the quantity demanded has increased (because of the law of demand). Since people are
purchasing tablets, there has been a decrease in demand for laptops, which can be shown graphically as a leftward shift in the demand curve for laptops. A higher price for a substitute good has the
reverse effect.

Other goods are complements for each other, meaning that the goods are often used together, because consumption of one good tends to enhance consumption of the other. Examples include
breakfast cereal and milk; notebooks and pens or pencils, golf balls and golf clubs; gasoline and sport utility vehicles; and the five-way combination of bacon, lettuce, tomato, mayonnaise, and
bread. If the price of golf clubs rises, since the quantity of golf clubs demanded falls (because of the law of demand), demand for a complement good like golf balls decreases, too. Similarly, a
higher price for skis would shift the demand curve for a complement good like ski resort trips to the left, while a lower price for a complement has the reverse effect.
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Changes in Expectations About Future Prices or Other Factors That Affect Demand

While it is clear that the price of a good affects the quantity demanded, it is also true that expectations about the future price (or expectations about tastes and preferences, income, and so on) can
affect demand. For example, if people hear that a hurricane is coming, they may rush to the store to buy flashlight batteries and bottled water. If people learn that the price of a good like coffee is
likely to rise in the future, they may head for the store to stock up on coffee now. These changes in demand are shown as shifts in the curve. Therefore, a shift in demand happens when a change in
some economic factor (other than the current price) causes a different quantity to be demanded at every price.

? PRactice Questions

https://assessments.lumenlearning.co...essments/14276

https://assessments.lumenlearning.co...essments/14277

Summary

Figure 7.11.4: Diagonal shift test folds.

Six factors that can shift demand curves are summarized in Figure 2, below. The direction of the arrows indicates whether the demand curve shifts represent an increase in demand or a decrease in
demand. Notice that a change in the price of the good or service itself is not listed among the factors that can shift a demand curve. A change in the price of a good or service causes a movement
along a specific demand curve, and it typically leads to some change in the quantity demanded, but it does not shift the demand curve.

Taste shift to lesser popularity
Population likely to buy drops

Taste shift to greater popularity

Population likely to buy rises

Income rises (for a normal good) Income drops (for a normal good)

I Price of substitute rises & Price of substitute falls
a Price of complements falls a Price of complements rises
Future expectations Future expectations
1 encourage buying Dy discourage buying
Do D,
Quantity Quantity
(a) Factors that increase demand (b) Factors that decrease demand

Figure 7.11.5: Factors That Shift Demand Curves (a) A list of factors that can cause an increase in demand from Dy to D;. (b) The same factors, if their direction is reversed, can cause a decrease
in demand from Dy to D;.

? Practice Questions

https://assessments.lumenlearning.co...essments/14278

https://assessments.lumenlearning.co...essments/14279

Shift in Demand Due to Income Increase
A shift in demand means that at any price (and at every price), the quantity demanded will be different than it was before. Following is a graphic illustration of a shift in demand due to an income

increase.

Step 1. Draw the graph of a demand curve for a normal good like pizza. Pick a price (like Pg). Identify the corresponding Qo. An example is shown in Figure 7.11.7.

Quantity
Figure 7.11.67: Copy and Paste Caption here. (Copyright; author via source)

Step 2. Suppose income increases. As a result of the change, are consumers going to buy more or less pizza? The answer is more. Draw a dotted horizontal line from the chosen price, through the
original quantity demanded, to the new point with the new Q;. Draw a dotted vertical line down to the horizontal axis and label the new Q;. An example is provided in Figure 7.11.8

Quantity

Figure 7.11.7: Demand Curve with Income Increase. With an increase in income, consumers will purchase larger quantities, pushing demand to the right.
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Step 3. Now, shift the curve through the new point. You will see that an increase in income causes an upward (or rightward) shift in the demand curve, so that at any price, the quantities demanded
will be higher, as shown in Figure 7.11.9

Q Q
Quantity

Figure 7.11.8: Demand Curve Shifted Right. With an increase in income, consumers will purchase larger quantities, pushing demand to the right, and causing the demand curve to shift right.

You can

Simulation: Demand for Food Trucks

Play the simulation below multiple times to see how different choices lead to different outcomes. All simulations allow unlimited attempts so that you can gain experience applying the concepts.
A link to an interactive elements can be found at the bottom of this page.
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7.12: Introduction to Supply

What you'll learn to do: explain the law of supply

So far you’ve learned about the role of demand in economics—which is the consumer side of the story. In this section, you’ll learn
about the producer side of economics to see what factors impact the amount of goods supplied in a market. For example, suppose
the global price of petroleum falls significantly. What do you think will happen to the supply of gasoline? How are supply and price
connected? In the following readings you’ll examine the law of supply and see why this counterpart to “demand” is also essential
to understanding economics.

Contributors and Attributions
CC licensed content, Original

e Outcome: Supply. Authored by: Linda Williams, Steve Greenlaw, and Lumen Learning. License: CC BY: Attribution

7.12: Introduction to Supply is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.
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7.13: The Law of Supply

&b Learning Objectives

o Explain the law of supply
e Explain a supply curve

The law of supply states that more of a good will be provided the higher its price; less will be provided the lower its price,
ceteris paribus. There is a direct relationship between price and quantity supplied. Watch this video to learn more.

You can

Supply of Goods and Services

one unit of a good or service. A rise in price almost always leads to an increase in the
quantity supplied of that good or service, while a fall in price will decrease the quantityf e 48 %
supplied. When the price of gasoline rises, for example, it encourages profit-seeking firms
to take several actions: expand exploration for oil reserves; drill for more oil; invest in

gasoline; build new oil refineries; purchase additional pipelines and trucks to ship the
gasoline to gas stations; and open more gas stations or keep existing gas stations open !
longer hours.

Economists call this positive relationship between price and quantity supplied—that a higher price leads to a higher quantity
supplied and a lower price leads to a lower quantity supplied—the law of supply. The law of supply, like the law of demand,
assumes that all other variables that affect supply are held equal (ceteris paribus).

? Supply vs. Quantity Supplied

In economic terminology, supply is not the same as quantity supplied. When economists refer to supply, they mean the
relationship between a range of prices and the quantities supplied at those prices, a relationship that can be illustrated with a
supply curve or a supply schedule. When economists refer to quantity supplied, they mean only a certain point on the supply

7.13.1 https://biz.libretexts.org/@go/page/45368



https://libretexts.org/
https://biz.libretexts.org/@go/page/45368?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/07%3A_Module_2-_Economic_Environment/7.13%3A_The_Law_of_Supply
https://course-building.s3-us-west-2.amazonaws.com/Intro+to+Business/Transcriptions/Episode13Supply_transcript.txt
https://www.youtube.com/watch?v=KccMcf_xOQU
https://www.youtube.com/watch?v=KccMcf_xOQU

LibreTextsm

curve, or one quantity on the supply schedule. In short, supply refers to the curve, and quantity supplied refers to the (specific)
point on the curve.

Figure 1, below, illustrates the law of supply, again using the market for gasoline as an example. Like demand, supply can be
illustrated using a table or a graph. A supply schedule is a table—like Table 1, below—that shows the quantity supplied at a range
of different prices. Again, price is measured in dollars per gallon of gasoline, and quantity demanded is measured in millions of
gallons. A supply curve is a graphic illustration of the relationship between price, shown on the vertical axis, and quantity, shown
on the horizontal axis. You can see from this curve (Figure 1) that as the price rises, quantity supplied also increases and vice versa.
The supply schedule and the supply curve are just two different ways of showing the same information. Notice that the horizontal
and vertical axes on the graph for the supply curve are the same as for the demand curve.

2.20 4 ($2.20 per gallon, 720 million gallons)
p
’g $2.00 A ($2.00 per gallon, 700 million gallons)
Tg) $1.80 4 ($1.80 per gallon, 680 million gallons)
g $1 .60 4 ($1.60 per gallon, 640 million gallons)
@ $1.40 - ($1.40 per gallon, 600 million gallons)
8 $1.20 4 ($1.20 per gallon, 550 million gallons)
a $1.00 | ($1.00 per gallon, 500 million gallons)
T T T T T

300 4(I)O 500 600 700 800 90

Quantity of Gasoline (millions of gallons)

Figure 7.13.1: A Supply Curve for Gasoline
Table 7.13.1. Price and Supply of Gasoline

Price (per gallon) Quantity Supplied (millions of gallons)
$1.00 500
$1.20 550
$1.40 600
$1.60 640
$1.80 680
$2.00 700
$2.20 720

The shape of supply curves will vary somewhat according to the product: steeper, flatter, straighter, or curved. Nearly all supply
curves, however, share a basic similarity: They slope up from left to right and illustrate the law of supply. As the price rises, say,
from $1.00 per gallon to $2.20 per gallon, the quantity supplied increases from 500 gallons to 720 gallons. Conversely, as the price
falls, the quantity supplied decreases.

? Practice Questions

https://assessments.lumenlearning.co...essments/14280

https://assessments.lumenlearning.co...essments/14281

4} Learning Objectives

[glossary-page][glossary-term]law of supply: [/glossary-term]
[glossary-definition]the common relationship that a higher price leads to a higher quantity supplied of a certain good or service
and a lower price leads to a higher quantity supplied, while all other variables are held constant[/glossary-definition][glossary-
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term]quantity supplied: [/glossary-term][glossary-definition]the total number of units of a good or service producers are willing
to supply at a given price[/glossary-definition][glossary-term]supply: [/glossary-term][glossary-definition]the relationship
between the price of a certain good or service and the quantity of that good or service producers are willing to offer for sale
[/glossary-definition][glossary-term]supply curve: [/glossary-term][glossary-definition]a graphic representation of the
relationship between price and quantity supplied of a certain good or service, with price on the vertical axis and quantity on the
horizontal axis [/glossary-definition][glossary-term]supply schedule: [/glossary-term][glossary-definition]a table that shows the
quantity demanded for a certain good or service at a range of prices[/glossary-definition][/glossary-page]
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7.14: Factors Affecting Supply

4} Learning Objectives

o Explain the factors that can change supply

How Production Costs Affect Supply

A supply curve shows how quantity supplied will change as the price rises and falls, assuming ceteris paribus, so that no other economically relevant factors are
changing. If other factors relevant to supply do change, then the entire supply curve will shift. Just as a shift in demand is represented by a change in the quantity
demanded at every price, a shift in supply means a change in the quantity supplied at every price.

In thinking about the factors that affect supply, remember what motivates firms: profits, which are the difference between revenues and costs. Goods and services
are produced using combinations of labor, materials, and machinery, or what we call inputs (also called factors of production). If a firm faces lower costs of
production, while the prices for the good or service the firm produces remain unchanged, a firm’s profits go up. When a firm’s profits increase, it’s more motivated
to produce output (goods or services), since the more it produces the more profit it will earn. So, when costs of production fall, a firm will tend to supply a larger
quantity at any given price for its output. This can be shown by the supply curve shifting to the right.

Take, for example, a messenger company that delivers packages around a city. The company may find that buying gasoline is one of its main costs. If the price of
gasoline falls, then the company will find it can deliver packages more cheaply than before. Since lower costs correspond to higher profits, the messenger company
may now supply more of its services at any given price. For example, given the lower gasoline prices, the company can now serve a greater area, and increase its
supply.

Conversely, if a firm faces higher costs of production, then it will earn lower profits at any given selling price for its products. As a result, a higher cost of
production typically causes a firm to supply a smaller quantity at any given price. In this case, the supply curve shifts to the left.

$28,000 —
P=$20,000 Sy S S,
$26,000 Q = 19.8 million
P=$20,000
$24,000+ Q = 18 million
$22,000 P= $20,000
) Q=165million \,L
£ $20,000{----Z--C-mo--
o . i
$18,000 v
1 1
$16,000 - ! ; !
I
$14,000 i & |
$12,000 A S
1 1
$10,000 : — :
8 13 16.5 18 19.8 23

Quantity

Figure 7.14.1: Shifts in Supply: A Car Example

Consider the supply for cars, shown by curve Sy in Figure 7.14.1, below. Point J indicates that if the price is $20,000, the quantity supplied will be 18 million cars. If the price rises
to $22,000 per car, ceteris paribus, the quantity supplied will rise to 20 million cars, as point K on the Sy curve shows. The same information can be shown in table form, as in Table

Table 7.14.1. Price and Shifts in Supply: A Car Example i
Price Decrease to S; Original Quantity Supplied Sy Increase to S;
$16,000 10.5 million 12.0 million 13.2 million
$18,000 13.5 million 15.0 million 16.5 million
$20,000 16.5 million 18.0 million 19.8 million
$22,000 18.5 million 20.0 million 22.0 million
$24,000 19.5 million 21.0 million 23.1 million

Now imagine that the price of steel—an important component in vehicle manufacturing—rises, so that producing a car has become more expensive. At any given
price for selling cars, car manufacturers will react by supplying a lower quantity. This can be shown graphically as a leftward shift of supply, from Sy to S;, which
indicates that at any given price, the quantity supplied decreases. In this example, at a price of $20,000, the quantity supplied decreases from 18 million on the
original supply curve (Sp) to 16.5 million on the supply curve S, which is labeled as point L.
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Conversely, if the price of steel decreases, producing a car becomes less expensive. At any given price for selling cars, car manufacturers can now expect to earn
higher profits, so they will supply a higher quantity. The shift of supply to the right, from Sy to S, means that at all prices, the quantity supplied has increased. In
this example, at a price of $20,000, the quantity supplied increases from 18 million on the original supply curve (Sp) to 19.8 million on the supply curve S,, which
is labeled M.

Other Factors That Affect Supply

In the example above, we saw that changes in the prices of inputs in the production process will affect the cost of production and thus the supply. Several other
things affect the cost of production, too, such as changes in weather or other natural conditions, new technologies for production, and some government policies.

The cost of production for many agricultural products will be affected by changes in natural conditions. For example, the area of northern China that typically
grows about 60 percent of the country’s wheat output experienced its worst drought in at least fifty years in the second half of 2009. A drought decreases the supply
of agricultural products, which means that at any given price, a lower quantity will be supplied; conversely, especially good weather would shift the supply curve to
the right.

When a firm discovers a new technology that allows it to produce at a lower cost, the supply curve will shift to the right, as well. For instance, in the 1960s a major
scientific effort nicknamed the Green Revolution focused on breeding improved seeds for basic crops like wheat and rice. By the early 1990s, more than two-thirds
of the wheat and rice in low-income countries around the world was grown with these Green Revolution seeds—and the harvest was twice as high per acre. A
technological improvement that reduces costs of production will shift supply to the right, so that a greater quantity will be produced at any given price.

Government policies can affect the cost of production and the supply curve through taxes, regulations, and subsidies. For example, the U.S. government imposes a
tax on alcoholic beverages that collects about $8 billion per year from producers. Taxes are treated as costs by businesses. Higher costs decrease supply for the
reasons discussed above. Other examples of policy that can affect cost are the wide array of government regulations that require firms to spend money to provide a
cleaner environment or a safer workplace; complying with regulations increases costs.

A government subsidy, on the other hand, is the opposite of a tax. A subsidy occurs when the government pays a firm directly or reduces the firm’s taxes if the
firm carries out certain actions. From the firm’s perspective, taxes or regulations are an additional cost of production that shifts supply to the left, leading the firm
to produce a lower quantity at every given price. Government subsidies reduce the cost of production and increase supply at every given price, shifting supply to
the right.

? Practice Questions
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Summary
Changes in the cost of inputs, natural disasters, new technologies, and the impact of government decisions all affect the cost of production. In turn, these factors

affect how much firms are willing to supply at any given price.

Figure 7.14.2 below, summarizes factors that change the supply of goods and services. Notice that a change in the price of the product itself is not among the
factors that shift the supply curve. Although a change in price of a good or service typically causes a change in quantity supplied or a movement along the supply
curve for that specific good or service, it does not cause the supply curve itself to shift.

Favorable natural conditions S° g Poor natural conditions 5
for production ! for production So
A fall in input prices A rise in input prices
8 Improved technology g A decline in technology
— — (not commeon)
Q- | Lower product o Highar srodut
taxes/ less costly '9 P
5 taxes/ more costly
regulations ;
regulations
Quantity Quantity
(a) Factors that increase supply (b) Factors that decrease supply

Figure 7.14.2: Factors That Shift Supply Curves. (a) A list of factors that can cause an increase in supply from S, to S;.
(b) The same factors, if their direction is reversed, can cause a decrease in supply from S, to S;.
Because demand and supply curves appear on a two-dimensional diagram with only price and quantity on the axes, an unwary visitor to the land of economics

might be fooled into believing that economics is about only four topics: demand, supply, price, and quantity. However, demand and supply are really “umbrella”
concepts: demand covers all the factors that affect demand, and supply covers all the factors that affect supply. Factors other than price that affect demand and
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supply are included by using shifts in the demand or the supply curve. In this way, the two-dimensional demand and supply model becomes a powerful tool for
analyzing a wide range of economic circumstances.

? Practice Question

https://assessments.lumenlearning.co...essments/14284

We know that a supply curve shows the minimum price a firm will accept to produce a given quantity of output. What happens to the supply curve when the cost of
production goes up? Following is an example of a shift in supply due to an increase in production cost.

Step 1. Draw a graph of a supply curve for pizza. Pick a quantity (like Q). If you draw a vertical line up from Q to the supply curve, you will see the price the
firm chooses. An example is shown in Figure 7.14.3

Price
2

Q,
Quantity
Figure 7.14.3: Supply Curve. The supply curve can be used to show the minimum price a firm will accept to produce a given quantity of output.
Step 2. Why did the firm choose that price and not some other? One way to think about this is that the price is composed of two parts. The first part is the average
cost of production: in this case, the cost of the pizza ingredients (dough, sauce, cheese, pepperoni, and so on), the cost of the pizza oven, the rent on the shop, and
the wages of the workers. The second part is the firm’s desired profit, which is determined, among other factors, by the profit margins in that particular business. If
you add these two parts together, you get the price the firm wishes to charge. The quantity Q, and associated price P, give you one point on the firm’s supply
curve, as shown in Figure 7.14.4

Price
2

+

Cost of production

} Desired profit

Q,
Quantity

Figure 7.14.4: Setting Prices. The cost of production and the desired profit equal the price a firm will set for a product.

Step 3. Now, suppose that the cost of production goes up. Perhaps cheese has become more expensive by $0.75 per pizza. If that is true, the firm will want to raise
its price by the amount of the increase in cost ($0.75). Draw this point on the supply curve directly above the initial point on the curve, but $0.75 higher, as shown
in Figure 7.14.5
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Figure 7.14.5: Increasing Costs Lead to Increasing Price. Because the cost of production plus the desired profit equal the price a firm will set for a product, if
the cost of production increases, the price for the product will also need to increase.

Step 4. Shift the supply curve through this point. You will see that an increase in cost causes a leftward shift of the supply curve so that at any price, the quantities
supplied will be smaller, as shown in Figure 7.14.6
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Figure 7.14.6: Supply Curve Shifted Left. When the cost of production increases, the supply curve shifts leftward to a new price level.

Simulation: Supply of Food Trucks

to see how different choices lead to different outcomes. All simulations allow unlimited attempts so that you can gain experience

applying the concepts.
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7.15: Introduction to Equilibrium

What you'll learn to do: explain market equilibrium, surplus, and shortage

In this section, we’ll put the two fundamental pieces of the economic puzzle—supply and demand—together and see how the two
laws interact in market situations. This section also introduces the concept of equilibrium—a stable market condition—and
illustrates situations where the market is out of equilibrium, resulting in either a short-term surplus or shortage situation, and the
resulting market pressure toward equilibrium. Finally, this section provides opportunities to work through scenarios where market
factors result in shifts in both supply and demand.
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7.16: Surpluses and Shortages

&b Learning Objectives

o Explain surpluses and shortages

In order to understand market equilibrium, we need to start with the laws of demand and supply. Recall that the law of demand says
that as price decreases, consumers demand a higher quantity. Similarly, the law of supply says that when price decreases, producers
supply a lower quantity.

Because the graphs for demand and supply curves both have price on the vertical axis and quantity on the horizontal axis, the
demand curve and supply curve for a particular good or service can appear on the same graph. Together, demand and supply
determine the price and the quantity that will be bought and sold in a market. These relationships are shown as the demand and
supply curves in Figure 7.16.1, which is based on the data in Table 1, below.

$2.20 S
$2.00
$1.80 -
$1.60 -
$1.40 -
$1.20 -
$1.00- 5

Price ($ per gallon)

T T T T

T T
300 400 500 600 700 800 90
Quantity of Gasoline (millions of gallons)

Figure 7.16.1: The supply and demand curves for gasoline.
Table 7.16.1. Price, Quantity Demanded, and Quantity Supplied

Price (per gallon) Quantity demanded (millions of gallons) Quantity supplied (millions of gallons)
$1.00 800 500
$1.20 700 550
$1.40 600 600
$1.60 550 640
$1.80 500 680
$2.00 460 700
$2.20 420 720

If you look at either Figure 7.16.1or Table 7.16.1, you’ll see that at most prices the amount that consumers want to buy (which we
call the quantity demanded) is different from the amount that producers want to sell (which we call the quantity supplied). What
does it mean when the quantity demanded and the quantity supplied aren’t the same? The answer is: a surplus or a shortage.

Surplus or Excess Supply

Let’s consider one scenario in which the amount that producers want to sell doesn’t match the amount that consumers want to buy.
Consider our gasoline market example. Imagine that the price of a gallon of gasoline were $1.80 per gallon. This price is illustrated
by the dashed horizontal line at the price of $1.80 per gallon in Figure 7.16.2 below.

https://biz.libretexts.org/@go/page/45371



https://libretexts.org/
https://biz.libretexts.org/@go/page/45371?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/07%3A_Module_2-_Economic_Environment/7.16%3A_Surpluses_and_Shortages

LibreTextsm

S s
_ $2.20 _ s220 Ecess supply
§ $2.00 S s200- orsurphi
T, $1.80 - S 1801 -----%----- b e e
o $1.60 & $1.60 .
Q Q !
@ $1.40 4 @ $1.40 X
g $1.20 8 $1.201 |
v i a 4 I
o $1.00 D $1.00 0 : .
! |
T T T T T T T T T L T T
300 400 500 600 700 800 90 300 400 500 600 700 800 900
Quantity of Gasoline (millions of gallons) Quantity of Gasoline (millions of gallons)

Figure 7.16.1: A price above equilibrium creates a surplus.

At this price, the quantity demanded is 500 gallons, and the quantity of gasoline supplied is 680 gallons. You can also find these
numbers in Table 1, above. Now, compare the quantity demanded and quantity supplied at this price. Quantity supplied (680) is
greater than quantity demanded (500). Or, to put it in words, the amount that producers want to sell is greater than the amount that
consumers want to buy. We call this a situation of excess supply (since Qs > Qd) or a surplus. Note that whenever we compare
supply and demand, it’s in the context of a specific price—in this case, $1.80 per gallon.

With a surplus, gasoline accumulates at gas stations, in tanker trucks, in pipelines, and at oil refineries. This accumulation puts
pressure on gasoline sellers. If a surplus remains unsold, those firms involved in making and selling gasoline are not receiving
enough cash to pay their workers and cover their expenses. In this situation, some firms will want to cut prices, because it is better
to sell at a lower price than not to sell at all. Once some sellers start cutting prices; others will follow to avoid losing sales. These
price reductions will, in turn, stimulate a higher quantity demanded.

How far will the price fall? Whenever there is a surplus, the price will drop until the surplus goes away. When the surplus is
eliminated, the quantity supplied just equals the quantity demanded—that is, the amount that producers want to sell exactly equals
the amount that consumers want to buy. We call this equilibrium, which means “balance.” In this case, the equilibrium occurs at a
price of $1.40 per gallon and at a quantity of 600 gallons. You can see this in Figure 2 (and Figure 1) where the supply and demand
curves cross. You can also find it in Table 1 (the numbers in bold).

? Practice Questions
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Shortage or Excess Demand

Let’s return to our gasoline problem. Suppose that the price is $1.20 per gallon, as the dashed horizontal line at this price in Figure
3, below, shows. At this price, the quantity demanded is 700 gallons, and the quantity supplied is 550 gallons.
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Figure 7.16.3: A price below equilibrium creates a shortage.

Quantity supplied (550) is less than quantity demanded (700). Or, to put it in words, the amount that producers want to sell is less
than the amount that consumers want to buy. We call this a situation of excess demand (since Qd > Qs) or a shortage.

In this situation, eager gasoline buyers mob the gas stations, only to find many stations running short of fuel. Oil companies and
gas stations recognize that they have an opportunity to make higher profits by selling what gasoline they have at a higher price.
These price increases will stimulate the quantity supplied and reduce the quantity demanded. As this occurs, the shortage will
decrease. How far will the price rise? The price will rise until the shortage is eliminated and the quantity supplied equals quantity
demanded. In other words, the market will be in equilibrium again. As before, the equilibrium occurs at a price of $1.40 per gallon
and at a quantity of 600 gallons.

Generally any time the price for a good is below the equilibrium level, incentives built into the structure of demand and supply will
create pressures for the price to rise. Similarly, any time the price for a good is above the equilibrium level, similar pressures will
generally cause the price to fall.

As you can see, the quantity supplied or quantity demanded in a free market will correct over time to restore balance, or
equilibrium.
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7.17: Equilibrium, Price, and Quantity

4} Learning Objectives

o Explain equilibrium price and quantity

Equilibrium: Where Supply and Demand Intersect

When two lines on a diagram cross, this intersection usually means something. On a graph, the point where the supply curve (S) and the demand curve (D)
intersect is the equilibrium. The equilibrium price is the only price where the desires of consumers and the desires of producers agree—that is, where the amount
of the product that consumers want to buy (quantity demanded) is equal to the amount producers want to sell (quantity supplied). This mutually desired amount is
called the equilibrium quantity. At any other price, the quantity demanded does not equal the quantity supplied, so the market is not in equilibrium at that price. It
should be clear from the previous discussions of surpluses and shortages, that if a market is not in equilibrium, market forces will push the market to the
equilibrium.

If you have only the demand and supply schedules, and no graph, you can find the equilibrium by looking for the price level on the tables where the quantity
demanded and the quantity supplied are equal (again, the numbers in bold in Table 1 indicate this point).

v Finding Equilibrium with Algebra

We’ve just explained two ways of finding a market equilibrium: by looking at a table showing the quantity demanded and supplied at different prices, and by
looking at a graph of demand and supply. We can also identify the equilibrium with a little algebra if we have equations for the supply and demand curves.
Let’s practice solving a few equations that you will see later in the course. Right now, we are only going to focus on the math. Later you’ll learn why these
models work the way they do, but let’s start by focusing on solving the equations. Suppose that the demand for soda is given by the following equation:

Qd=16—-2P (7.17.1)
where Qd is the amount of soda that consumers want to buy (i.e., quantity demanded), and P is the price of soda. Suppose the supply of soda is
Qs=2+5P (7.17.2)

where Qs is the amount of soda that producers will supply (i.e., quantity supplied). (Remember, these are simple equations for lines). Finally, recall that the
soda market converges to the point where supply equals demand, or

Qd=Qs (7.17.3)
We now have a system of three equations and three unknowns (Qd, Qs, and P), which we can solve with algebra. Since
Qd=Qs (7.17.4)
we can set the demand and supply equations equal to each other:
Qd = Qs (7.17.5)
16 —2P = 2+5P

Step 1: Isolate the variable by adding 2P to both sides of the equation, and subtracting 2 from both sides.

16 -2P = 2+5P
—242P = -245P (7.17.6)
14 = 7P
Step 2: Simplify the equation by dividing both sides by 7.
14 TP
e 7.17.7
= ( )
2=P (7.17.8)

The equilibrium price of soda, that is, the price where Qs = Qd will be $2. Now we want to determine the quantity amount of soda. We can do this by plugging
the equilibrium price into either the equation showing the demand for soda or the equation showing the supply of soda. Let’s use demand. Remember, the
formula for quantity demanded is the following:

Qd=16—-2P (7.17.9)
Taking the price of $2, and plugging it into the demand equation, we get
Qd = 16-2(2)
Qd = 16—4 (7.17.10)
Qd = 12

So, if the price is $2 each, consumers will purchase 12. How much will producers supply, or what is the quantity supplied? Taking the price of $2, and
plugging it into the equation for quantity supplied, we get the following:
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Qs = 16+5P
= 245(2
Qs +5(2) (7.17.11)
Qs = 2+10
Qs = 12
Now, if the price is $2 each, producers will supply 12 sodas. This means that we did our math correctly, since
Q4d=Qs (7.17.12)

and both Qd and Qs are equal to 12. That confirms that we’ve found the equilibrium quantity.

Watch this video for a closer look at market equilibrium:

You can

Equilibrium occurs at the point where quantity supplied = quantity demanded.

Equilibrium and Economic Efficiency

Equilibrium is important to create both a balanced market and an efficient market. If a market is at its equilibrium price and quantity, then it has no reason to move
away from that point, because it’s balancing the quantity supplied and the quantity demanded. However, if a market is not at equilibrium, then economic pressures
arise to move the market toward the equilibrium price and equilibrium quantity. This happens either because there is more supply than what the market is
demanding or because there is more demand than the market is supplying. This balance is a natural function of a free-market economy.

Also, a competitive market that is operating at equilibrium is an efficient market. Economists typically define efficiency in this way: when it is impossible to
improve the situation of one party without imposing a cost on another. Conversely, if a situation is inefficient, it becomes possible to benefit at least one party
without imposing costs on others.
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Price ($ per gallon
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Figure 7.17.1: Demand and Supply for Gasoline: Equilibrium. At this equilibrium point, the market is efficient because the optimal amount of gasoline is being
produced and consumed.Efficiency in the demand and supply model has the same basic meaning: the economy is getting as
much benefit as possible from its scarce resources, and all the possible gains from trade have been achieved. In other
words, the optimal amount of each good and service is being produced and consumed.
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? Practice Questions
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Finding Equilibrium using the Four-Step Process

We know that equilibrium is the place where the supply and demand curves intersect, or the point where buyers want to buy the same amount that sellers want to
sell. Let’s take a closer look at how to find the equilibrium point using the four-step process. These steps explain how to first, draw the demand and supply curves
on a graph and find the equilibrium. Next, consider how an economic change (e.g. a natural disaster, a change in production technology, a change in tastes and
preferences, income, etc.) might affect supply or demand, then make adjustments to the graph to identify the new equilibrium point.

Step 1. Draw demand and supply curves showing the market before the economic change took place. Think about the shift variables for demand, and the shift
variables for supply. Using this diagram, find the initial equilibrium values for price and quantity.

Step 2. Decide whether the economic change being analyzed affects demand or supply. In other words, does the event refer to something in the list of demand shift
variables or supply shift variables?

Step 3. Determine whether the effect on demand or supply causes the curve to shift to the right or to the left, and sketch the new demand or supply curve on the
diagram. In other words, does the event increase or decrease the amount consumers want to buy or the amount producers want to sell?

Step 4. Identify the new equilibrium, and then compare the original equilibrium price and quantity to the new equilibrium price and quantity.

Let’s consider one example that involves a shift in supply and one that involves a shift in demand. Then we will consider an example where both supply and
demand shift.

? Exercise 1: Good Weather for Salmon Fishing

Let’s suppose that during the summer of 2015, weather conditions were excellent for commercial salmon fishing off the California coast. Heavy rains meant
higher than normal levels of water in the rivers, which helps the salmon to breed. Slightly cooler ocean temperatures stimulated the growth of plankton, the
microscopic organisms at the bottom of the ocean food chain, providing everything in the ocean with a hearty food supply. The ocean stayed calm during
fishing season, so commercial fishing operations did not lose many days to bad weather. How did these climate conditions affect the quantity and price of
salmon?

Let’s consider this situation using the four-step process and the data below.

Table 7.17.1:. Salmon Fishing

Price per Pound Quantity Supplied in 2014 Quantity Supplied in 2015 Quantity Demanded
$2.00 80 400 840
$2.25 120 480 680
$2.50 160 550 550
$2.75 200 600 450
$3.00 230 640 350
$3.25 250 670 250
$3.50 270 700 200

Let’s walk through the four steps together using this example, and see how the graph changes. Use the interactive graph below (Figure 3) by clicking on the
arrows at the bottom of the activity to navigate through the steps.
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Figure 7.17.2: (Interactive Graph). Good Weather for Salmon Fishing: The Four-Step Process.

In short, good weather conditions increased supply of the California commercial salmon. The result was a higher equilibrium quantity of salmon bought and

sold in the market at a lower price.

Exercise 2: Newspapers and the Internet

According to the Pew Research Center for People and the Press, more and more people, especially younger people, are getting their news from online and digital
sources. The majority of U.S. adults now own smartphones or tablets, and most of those Americans say they use them in part to get the news. From 2004 to 2012,
the share of Americans who reported getting their news from digital sources increased from 24 percent to 39 percent. How has this trend affected consumption of
print news media and radio and television news? Figure 7.17.3 and the text below illustrate the four-step analysis used to answer this question.

Price

Quantity
Figure 7.17.3: Graph depicting the changing market for print news.
Step 1. Draw a demand and supply model to think about what the market looked like before the event.

The demand curve Dy and the supply curve S, show the original relationships. In this case, the curves are drawn without specific numbers on the price and quantity

axis.

Step 2. Did the change described affect supply or demand?
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Step 2. Did the change described affect supply or demand?

Answer

A change in tastes, from traditional news sources (print, radio, and television) to digital sources, caused a change in demand for the former.

? Exercise 7.17.2

Step 3. Was the effect on demand positive or negative?

Answer

A shift to digital news sources will tend to mean a lower quantity demanded of traditional news sources at every given price, causing the demand curve for
print and other traditional news sources to shift to the left, from Dy to D1.

? Exercise 7.17.3

Compare the new equilibrium price and quantity to the original equilibrium price.

Answer

The decline in print news reading predates 2004. Print newspaper circulation peaked in 1973 and has declined since then due to competition from television
and radio news. In 1991, 55 percent of Americans indicated that they got their news from print sources, while only 29 percent did so in 2012. Radio news
has followed a similar path in recent decades, with the share of Americans getting their news from radio declining from 54 percent in 1991 to 33 percent in
2012. Television news has held its own during the last fifteen years, with the market share staying in the mid to upper fifties. What does this suggest for the
future, given that two-thirds of Americans under thirty years old say they don’t get their news from television at all?

Practice Questions

I https://assessments.lumenlearning.co...essments/14289

Try It

Play the simulation below multiple times to see how different choices lead to different outcomes. All simulations allow unlimited attempts so that you can gain
experience applying the concepts.
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A link to an interactive elements can be found at the bottom of this page.
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7.18: Practice- Equilibrium

&b Learning Objectives

o Explain surpluses and shortages
o Explain equilibrium price and quantity

You have seen how changes in weather can influence supply and changes in consumer preferences can reduce demand, but what
happens when both supply and demand are changing? Often changes in an economy affect both the supply and the demand curves,
making it more difficult to assess the impact on the equilibrium price. Let’s review one such example.

Figure 7.18.1: Money and Mail. How do changes at the post office impact other aspects of the economy?
First, consider the following questions:

1. Suppose postal workers are successful in obtaining a pay raise from the U.S. Postal Service. Will this affect the supply or the
demand for first-class mail? Why? Which determinant of demand or supply is being affected? Show graphically with before and
after curves on the same axes. How will this change the equilibrium price and quantity of first-class mail?

2. How do you imagine the invention of email and text messaging affected the market for first-class mail? Why? Which
determinant of demand or supply is being affected? Show graphically with before and after curves on the same axes. How will
this change the equilibrium price and quantity of first-class mail?

3. Suppose that postal workers get a pay raise and email and text messaging become common. What will the combined impact be
on the equilibrium price and quantity of first-class mail?

In order to complete a complex analysis like this it’s helpful to tackle the parts separately and then combine them, while thinking
about possible interactions between the two parts that might affect the overall outcome. Let’s use the four-step process.

Exercise: Postal Service

Part 1: A Pay Raise for Postal Workers

Step 1. Draw a demand and supply model to illustrate what the market for the U.S. Postal Service looks like before this scenario
starts. The demand curve D and the supply curve S show the original relationships.

Part 1

' Pay Raise =
I TR L o - TPrudur.!lullCos\

l—
"

D

Q, qQ, Q

Figure 7.18.2: The supply and demand curves for the U.S. Postal Service after a pay raise for postal workers.
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Step 2. Will a pay raise for postal workers affect supply or demand?

Answer

Labor compensation is a cost of production. A change in production costs cause a change in supply for the Postal Service.

? Exercise 7.18.2

Step 3. Is the effect on supply positive or negative?

Answer

Higher labor compensation leads to a lower quantity supplied of postal services at every given price, causing the supply
curve for postal services to shift to the left, from S to S1.

? Exercise 7.18.3

Step 4. Compare the new equilibrium price and quantity to the original equilibrium price.

Answer

The new equilibrium occurs at a lower quantity and a higher price than the original equilibrium.

A pay raise for postal workers would represent an increase in the cost of production for the Postal Service. Production costs are a
factor that influences supply; thus, the pay raise should decrease the supply of first-class mail, shifting the supply curve vertically
by the amount of the pay raise. Intuitively, all else held constant, the Postal Service would like to charge a higher price that
incorporates the higher cost of production. That is not to say the higher price will stick. From the graph (Figure 1), it should be
clear that at that higher price, the quantity supplied is greater than the quantity demanded—thus there would be a surplus,
indicating that the price the Postal Service desires is not an equilibrium price. Or to put it differently, at the original price (P,), the
decrease in supply causes a shortage driving up the price to a new equilibrium level (P,). Note that the price doesn’t rise by the full
amount of the pay increase. In short, a leftward shift in the supply curve causes a movement up the demand curve, resulting in a
lower equilibrium quantity (Q,) and a higher equilibrium price (P2).

Part 2: The Effect of Email and Text Messaging

Step 1. We’ve already seen how a pay raise will shift the supply curve to the left. Now let’s consider how the invention of email
and text messaging affects the market for first-class mail. Begin by drawing a demand and supply model reflecting this
relationship.

Part 2

Q, Q, Q

Figure 7.18.3: The impact of email and text messages on the snail mail market.
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Step 2. Does email and text messaging affect supply or demand?

Answer

A change in tastes away from snail mail toward digital messages will cause a change in demand for the Postal Service.

? Exercise 7.18.5

Step 3. Is the effect on demand positive or negative?

Answer

A change in tastes away from snail mail toward digital messages causes lower quantity demanded of postal services at
every given price, causing the demand curve for postal services to shift to the left, from D to D1.

? Exercise 7.18.6

Step 4. Compare the new equilibrium price and quantity to the original equilibrium price.

Answer

The new equilibrium occurs at a lower quantity and a lower price than the original equilibrium.

To summarize, since many people find email and texting more convenient than sending a letter, we can assume that tastes and
preferences for first-class mail will decline. This decrease in demand is shown by a leftward shift in the demand curve and a
movement along the supply curve, which creates a surplus in first-class mail at the original price (shown as P,). The shortage
causes a decrease in the equilibrium price (to P3) and a decrease in the equilibrium quantity (to Q3). Intuitively, less demand for
first-class mail leads to a lower equilibrium quantity and (ceteris paribus) a lower equilibrium price.

Part 3: Combining Factors

Parts 1 and 2 are straightforward, but when we put them together it becomes more complex. Think about it this way: in Part 1, the
equilibrium quantity fell due to decreased supply. In Part 2, the equilibrium quantity also fell, this time due to the decreased
demand. So putting the two parts together, we would expect to see the final equilibrium quantity (Qs) to be smaller than the original
equilibrium quantity (Q;). So far, so good.

Now consider what happens to the price. In Part 1, the equilibrium price increased due to the reduction in supply. But in Part 2, the
equilibrium price decreased due to the decrease in demand! What will happen to the equilibrium price? The net effect on price can’t
be determined without knowing which curve shifts more, demand or supply. The equilibrium price could increase, decrease, or stay
the same. You just can’t tell from graphical analysis alone. This is not unusual. When both curves shift, typically we can determine
the overall effect on price or on quantity, but not on both. In this case, we determined the overall effect on the equilibrium quantity,
but not on the equilibrium price.
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Figure 7.18.4: Decreased supply and decreased demand cause the equilibrium quantity to fall (Q3 is be smaller than the original
equilibrium quantity of Q1). It is hard to pinpoint what happens to the price, however, as it may decline with the shrinking demand,
but also increase with production costs.

? Practice Questions

https://assessments.lumenlearning.co...essments/14290

https://assessments.lumenlearning.co...essments/14291

? Practice Questions

These questions allow you to get as much practice as you need, as you can click the link at the top of the first question (“Try
another version of these questions”) to get a new set of questions. Practice until you feel comfortable doing the questions and
then move on.

Note that you will use the information provided in the first question for all of the questions on this page.

[ohm_question sameseed=1]92760-92761-92762-92763-92765-92766-92768[/ohm_question]
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7.19: Introduction to the Health of the Economy

What you'll learn to do: describe how economists evaluate the health of an economy

With a nominal GDP of over $20 trillion in 2018, the United States is the world’s largest economy (China was #2 at over $13
trillion) and represents approximately one forth of the global economy. But what does that mean? And what does that say about
future business, investment and employment prospects? In this section, you will be introduced to the three primary objectives of all
market-based economies and the associated key indicators used to measure success in achieving those objectives. Understanding
these economic indicators will allow you to not only evaluate the health of our and other economies but develop perspective on
relative standards of living.

Contributors and Attributions
CC licensed content, Original

o Outcome: Health of the Economy. Authored by: Linda Williams and Steve Greenlaw. License: CC BY: Attribution
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7.20: Health of the Economy

&b Learning Objectives

o Explain the use of GDP as an economic indicator

Economic Indicators

When you go to the doctor with the flu, one of the first things they do is they take your temperature. If your temperature is much
above 98.6 degrees, they declare you to have a fever. Depending on your other symptoms, they may prescribe you medication to
bring down your fever and fight the infection. How might you (or an economist) take the temperature of an economy, so to speak,
to check for health or sickness? No single measurement like body temperature will give a complete picture, so instead economists
rely on what are called economic indicators. An economic indicator is a statistic that provides valuable information about the
economy. There is no shortage of economic indicators, and trying to follow them all would be an overwhelming task. Many
different economic indicators are tracked in order to evaluate the economy in different ways or from different perspectives.

Statistics that report the status of the economy a few months in the past are called lagging economic indicators. One such lagging
indicator is the average length of unemployment. If unemployed workers have remained out of work for a long time, we may infer
that the economy has been slow. Indicators that predict the status of the economy three to twelve months into the future are called
leading economic indicators. For example, the number of building permits issued is often a good way to assess the strength of the
housing market. An increase in this statistic—which tells us how many new housing units are being built—indicates that the
economy is improving because increased building brings money into the economy not only through new home sales but also
through sales of furniture and appliances to furnish these homes. If such a leading indicator rises, the economy is likely to expand
in the coming year. If it falls, the economy is likely to slow down.

Governments, businesses, and investors use economic indicators as a measure of how well an economy is meeting its goals.

Economic Goals
The world’s market-based economies all share the following three main goals:

1. Growth
2. High employment
3. Price stability

Economic indicators reveal information about how the economy is doing relative to these goals. Let’s look more closely at growth,
employment, and price stability and the means used to measure them.

Growth

The size of a nation’s overall economy is typically measured by its gress domestic product (GDP), which is the value of all
officially recognized final goods and services produced within a country in a given period of time (usually a year). Intermediate
goods (goods such as steel or plywood that are used as inputs in the production of other goods) are not included because they
would cause double-counting to occur. GDP only refers to goods produced within a particular country. For instance, if a firm is
located in one country but manufactures goods in another, those goods are counted as part of the manufacturing country’s GDP, not
the firm’s home country. BMW is a German company, but cars manufactured in the U.S. are counted as part of the U.S. GDP.

The measurement of GDP involves counting up the production of millions of different goods and services—smart phones, cars,
music downloads, computers, steel, bananas, college educations, and all other new goods and services produced in the current year
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—and summing them into a total dollar value. This task is straightforward: Take the quantity of everything produced, multiply it by
the price at which each product sold, and add up the total. In 2014, the U.S. GDP totaled $17.4 trillion, the largest GDP in the
world.

When a country’s GDP grows, its economy is likewise considered to be expanding and growing. Increases in GDP are expressed as
a percentage rate of increase, and they are often expressed as GDP per capita (per person). In order to calculate GDP per capita, the
GDP is divided by the total population of a country. Also, when measuring economic growth, agencies use “real GDP,” which is
adjusted for inflation. If the GDP figures were not adjusted for inflation, then steep rises in prices (inflation) could be mistaken for
growth. Likewise, if GDP is not expressed per capita, then a country like India with a massive population would always be
regarded as having one of the largest, fastest growing economies. The map, below, shows the world’s GDP per capita by country.

Nominal GDP of Countries in 2017
(According to the IMF)

I > 51,000 billion

B $200-999 billion

o $10-199 billion
< $10 billion

B o data

If you want more information, you can download the IMF dataset of 2017 Nominal GDP by Country or you can visit the IMF
Website for more information on country GDP.

High Employment

A country’s employment level—as defined by cyclical, structural, and frictional unemployment—is one of the most important
economic indicators. Unemployment has an enormous impact on business operations, from the largest multinational corporation to
the smallest mom-and-pop gift shop. When people are unemployed, even temporarily, they stop spending money on nonessential
goods and services, which slows down the economy. Such a slowdown leads to a decrease in revenue for businesses, which causes
companies to lay off more workers, which means more unemployed people who can’t purchase their goods and services. Because
of this spiraling effect, unemployment is a closely watched economic indicator.

There are three important categories of unemployment levels that need to be understood in order to evaluate the effect of
employment levels on overall economic performance: cyclical unemployment, structural unemployment, and frictional
unemployment.

Cyclical unemployment occurs when there is not enough total demand in the economy to provide jobs for everyone who wants to
work. When demand for most goods and services falls, less production is needed, and, as a result, fewer workers are needed; wages
generally stay put and do not fall to meet the equilibrium level, and mass unemployment results. With cyclical unemployment, the
number of unemployed workers exceeds the number of job vacancies, so that even if full employment were attained and all open
jobs were filled, some workers would still be without jobs. In economics, full employment is the level of employment rate where
there is no cyclical unemployment.
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Structural unemployment occurs when a labor market is unable to provide jobs for everyone who wants to work because there is
a mismatch between the skills of the unemployed workers and the skills needed for the available jobs. Structural unemployment
may develop or increase as a result of persistent cyclical unemployment: If an economy suffers from long-lasting low aggregate
demand, many of the unemployed may become disheartened, and their skills (including job-searching skills) become rusty and
obsolete. The implication is that sustained high demand may lower structural unemployment. Seasonal unemployment can be seen
as a kind of structural unemployment, since it’s a type of unemployment that is linked to certain kinds of jobs (construction work or
migratory farm work, for instance).

Frictional unemployment is the time period between jobs when a worker is searching for or transitioning from one job to another.
It’s sometimes called “search unemployment” and can be voluntary depending on the circumstances of the unemployed individual.
Frictional unemployment is always present in an economy, so the level of involuntary unemployment is really the unemployment
rate minus the rate of frictional unemployment. Frictional unemployment exists because both jobs and workers are heterogeneous,
and a mismatch can result between the characteristics of supply and demand. Such a mismatch can be related to any of the
following reasons:

o Skills

o Payment

o Worktime

e Location

¢ Seasonal industries
o Attitude

o Taste

There can be a range of other factors, too. New entrants (such as graduating students) and reentrants (such as former homemakers)
can also suffer a spell of frictional unemployment. Workers as well as employers accept a certain level of imperfection, risk, or
compromise, but usually not right away; they will invest some time and effort to find a better match. This is in fact beneficial to the
economy, since it results in a better allocation of resources.

? Practice Questions

https://assessments.lumenlearning.co...essments/14292

https://assessments.lumenlearning.co...essments/14293

Price Stability

The third major goal of all economies is maintaining price stability. Price stability occurs when prices remain largely unchanged
and there isn’t rapid inflation or deflation. Inflation is a rise in the general price level of goods and services during a period of
time; deflation is a decrease in the general price level of goods and services. Price stability means that the average price for goods
and services either doesn’t change or changes very little. Most economists believe that steady levels of low-to-moderate inflation
are ideal.

As inflation pushes prices higher (slowly), businesses increase their revenues, people put more money into the system, and assets
increase in value, which are all positive economic indicators. This is why economists are careful to say that a steady level of low
inflation is a positive sign in the economy. As inflation rises, prices rise and values rise, which both contribute to an increase in
GDP—another measure of the health of an economy. During the past three decades, inflation has been relatively low (well below
10 percent) in the U.S. economy, and this has contributed to the general stability of the economy. Inflation doesn’t always increase
slowly. A sudden, rapid rise in inflation is called hyperinflation. Argentina has recently (and repeatedly) experienced runaway
inflation, with consumer prices increasing in some cases by 50 percent in a matter of days.

Figure 7.20.1, below, shows the U.S. inflation rate from 1910 to 2012. Looking back at the twentieth century, there have been
several periods when inflation caused the price level to rise at double-digit rates, but nothing has come close to hyperinflation.
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US Inflation Rate
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Figure 7.20.1: U.S. inflation rate from 1910 to 2012

The most commonly cited measure of inflation in the United States is the consumer price index (CPI). The CPI measures changes
in the price level of consumer goods and services purchased by households. The CPI in the United States is defined by the Bureau
of Labor Statistics as “a measure of the average change over time in the prices paid by urban consumers for a market basket of
consumer goods and services.”

The CPI market basket represents all the consumer goods and services purchased by urban households. Price data are collected for
over 180 categories, which BLS has grouped into 8 major groups. These major groups, with examples of categories in each, are as
follows:

e Food and beverages (ham, eggs, carbonated drinks, coffee, meals and snacks);

¢ Housing (rent of primary residence, fuel oil, bedroom furniture);

e Apparel (men’s shirts and sweaters, women’s dresses, jewelry);

o Transportation (new vehicles, gasoline, tires, airline fares);

e Maedical care (prescription drugs and medical supplies, physicians’ services, eyeglasses and eye care, hospital services);
¢ Recreation (television sets, cable TV, pets and pet products, sports equipment, admissions);

¢ Education and communication (college tuition, postage, telephone services, computer software and accessories);

o Other goods and services (tobacco and smoking products, haircuts and other personal care services, funeral expenses)

The CPI simplifies the measurement of changes in prices over time. By selecting an appropriate reference base and setting the
average index level for that time period equal to 100, it is possible to compare this month’s (or last year’s) price index level with
the reference base period or to any other time period. The current standard reference base period is 1982—-1984=100. That is, all
price changes are measured from a base (100) that represents the average index level of the 36-month period encompassing 1982,
1983, and 1984.1
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Figure 7.20.2: Consumer Price Index 2006 to 2016 (Source: US BLS)
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Table 7.20.1. Consumer Price Index 2006 to 2016

Year All Ttems (CPI) All Ttems Less Food and Energy (CPI)
2006 4% 2%
2007 2% 3%
2008 4% 3%
2009 negative 2% 2%
2010 2% 1%
2011 1% 1%
2012 4% 2%
2013 3% 2%
2014 2% 2%
2015 0% 2%
2016 1% 2%

Consumer Confidence Index

Another important economic indicator is the consumer confidence index. This indicator measures the degree of optimism that
consumers feel about the overall state of the economy and their personal financial situation. How confident people feel about the
stability of their incomes determines their spending activity and therefore serves as one of the key indicators for the overall shape
of the economy. In essence, if the economy expands, causing consumer confidence to be higher, consumers will be making more
purchases. On the other hand, if the economy contracts or is in bad shape, confidence is lower, and consumers tend to save more
and spend less. A month-to-month diminishing trend in consumer confidence suggests that in the current state of the economy most
consumers have a negative outlook on their ability to find and retain good jobs.

The ability to predict major changes in consumer confidence allows businesses to gauge the willingness of consumers to make new
purchases. As a result, businesses can adjust their operations and the government can prepare for changing tax revenue. If
confidence is dropping and consumers are expected to reduce their spending, most producers will tend to reduce their production
volumes accordingly. For example, if manufacturers anticipate that consumers will reduce retail purchases, especially for expensive
and durable goods, they will cut down their inventories in advance and may delay investing in new projects and facilities. The
government will get ready for the reduction in future tax revenues. On the other hand, if consumer confidence is improving, people
are expected to increase their purchases of goods and services. In anticipation of that change, manufacturers can boost production
and inventories. Large employers can increase hiring rates. Government can expect improved tax revenues based on the increase in
consumer spending.

Consumer confidence is formally measured by the Consumer Confidence Index (CCI), a monthly release designed to assess the
overall confidence, relative financial health, and spending power of the average U.S. consumer. The CCI is an important measure
used by businesses, economic analysts, and the government in order to determine the overall health of the economy.

? Practice Question
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7.21: Introduction to Economic Stages

What you'll learn to do: identify and explain the four stages of an economy and describe their impact
on business operations

In this section, we will consider the economy over time, introducing the concepts of the economic cycle and the four distinct and
recognizable (albeit, sometimes in hindsight) stages of the economy. This section builds on learning from the prior section on
economic indicators, associating economic stages with identifying characteristics in terms of the priorities of growth, employment
and prices. Economic stages aren’t simply an academic concept; they have implications for all of us—as employees, business and
public/social service managers and consumers. The scenario in this section illustrates the impact of the economic cycles on a small
business and the ripple effect on customers, workers and suppliers.
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7.22: Stages of the Economy

4b Learning Objectives

o Explain the business cycle
o Differentiate between expansion, recession, and depression

Economic Cycle

The term economic cycle (or boom-bust cycle) refers to economy-wide fluctuations in production, trade, and general economic
activity. From a conceptual perspective, the economic cycle is the upward and downward movements of levels of GDP (gross
domestic product) and refers to periods of expansion and contraction in the level of economic activities (business fluctuations)
around a long-term growth trend.

Outout (GDP)

Actual Growth

Time

Economic cycles are identified as having four distinct economic stages: expansion, peak, contraction, and trough.

An expansion is characterized by increasing employment, economic growth, and upward pressure on prices. A peak is the highest
point of the business cycle, when the economy is producing at maximum allowable output, employment is at or above full
employment, and inflationary pressures on prices are evident. Following a peak, the economy typically enters into a correction
which is characterized by a contraction where growth slows, employment declines (unemployment increases), and pricing
pressures subside.

The slowing ceases at the trough and at this point the economy has hit a bottom from which the next stage of expansion and
contraction will emerge. In the United States, it is generally accepted that the National Bureau of Economic Research (NBER) is
the final arbiter of the dates of the peaks and troughs of the economic cycle.

Since the economy is made up of businesses (both private and public), businesses are impacted by the stages of the economy or
perhaps they cause the stages of the economy—or maybe a little of both! When we move from talking about stages of the economy,
the terms used to describe the business cycle differ slightly, but you will see that they are almost mirror images of the economic
stages.
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Business Cycle Fluctuations

Business cycle fluctuations occur around a long-term growth trend just like economic cycles, but unlike economic cycles they are
measured in terms of the growth rate of real gross domestic product (Real GDP). This does not mean that the GDP is imaginary,
but rather that GDP does not take into account inflation. Instead, real gross domestic product is the inflation adjusted value of the
goods and services produced by labor and property located in the United States.

An expansion is the period from a trough to a peak, and a recession is the period from a peak to a trough. The NBER identifies a
recession as “a significant decline in economic activity spread across the economy, lasting more than a few months, normally
visible in real GDP, real income, employment, industrial production.” This is significantly different from the commonly cited
definition of a recession being signaled by two consecutive quarters of decline in real GDP. If the economy does not begin to
expand again, then the economy may be considered to be in a state of depression.

Impact of the Economic Cycle on Business Operations
B aaitenee. =

How the economic cycle affects business operations may be best explained by looking at how one business responds to these
cycles. Normal Maintenance is a small business that provides a variety of construction services to homeowners. They specialize in
roofing, deck installations, siding, and general home maintenance. They employ three full-time workers, who typically work forty
hours per week for an average of twelve dollars per hour. The company has been in business in the same town for more than twenty
years and has a solid reputation for quality work and reliability.

Expansion

Normal Maintenance is busy and has recently had to turn down jobs because it lacks the capacity to do all the work offered.
Homeowners now want to make home repairs and improvements which they had to put off during the sour economy. With the
economy improving, others are fixing up their homes to sell. Faced with so much demand, the owner of Normal Maintenance must
decide whether to pay his existing workers overtime (which will increase the costs for each job and reduce profits) or hire
additional workers. The competition for qualified construction labor is steep, and he is concerned that he will have to pay more
than his usual rate of twelve dollars per hour or possibly get workers who are not as qualified as his current crew. He is, however,
able to charge higher prices for his work because homeowners are experiencing long waits and delays getting bids and jobs
completed. The owner purchases a new truck and invests in additional tools in order to keep up with the demand for services.
Customers are willing to pay more than usual so they can get the work done. Business is expanding to such an extent that Normal
Maintenance and its suppliers are starting to have trouble obtaining materials such as shingles and siding because the manufacturers
have not kept pace with the economic expansion. In general, business is great for Normal Maintenance, but the expansion brings
challenges.

Peak

At the peak of the business cycle, the economy can be said to be “overheated.” Despite hiring additional workers, the owner and
crews of Normal Maintenance are working seven days a week and are still unable to keep up with demand. They can’t work any
harder or faster. As a result, the crews are exhausted and the quality of their work is beginning to decline. Customers leave
messages requesting work and services, but the owner is so busy he doesn’t return phone calls. Jobs are getting started and
completed late as the crews struggle to cover multiple job sites. As a result, customer complaints are on the rise, and the owner is
worried about the long-term reputation of the business. Neither the business nor the economy can sustain this level of activity, and
despite the fact that Normal Maintenance is making great money, everyone is ready for things to let up a little.
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Contraction

As the economy begins to contract, business begins to slow down for Normal Maintenance. They find that they are caught up on
work and they aren’t getting so many phone calls. The owner is able to reduce his labor costs by cutting back on overtime and
eliminating weekend work. When the phone does ring, homeowners are asking for bids on work—not just placing work orders.
Normal Maintenance loses out on several jobs because their bids are too high. The company begins to look for new suppliers who
can provide them with materials at a cheaper price so they can be more competitive. The building material companies start offering
“deals” and specials to contractors in order to generate sales. In general, competition for work has increased and some of the
businesses that popped up during the expansion are no longer in the market. In the short term the owner is confident that he has
enough work to keep his crew busy, but he’s concerned that if things don’t pick up, he might have to lay off some of the less
experienced workers.

Trough

On Monday morning, the crew of Normal Maintenance show up to work and the owner has to send them home: there’s no work for
them. During the week before, they worked only three days, and the owner is down to his original crew of three employees. Several
months ago he laid off the workers hired during the expansion. Although that was a difficult decision, the owner knows from hard
experience that sometimes businesses fail not because their owners make bad decisions, but because they run out of money during
recessions when there isn’t enough customer demand to sustain them. Without enough working capital to keep the doors open,
some are forced to close down.

Representatives from supply companies are stopping by the office hoping to get an order for even the smallest quantity of
materials. The new truck and tools that the owner purchased during the boom now sit idle and represent additional debt and costs.
The company’s remaining work comes from people who have decided to fix up their existing homes because the economy isn’t
good enough for them to buy new ones. The owner increases his advertising budget, hoping to capture any business that might be
had. He is optimistic that Normal Maintenance will weather this economic storm—they’ve done it before—but he’s worried about
his employees paying their bills over the winter.

The owner of Normal Maintenance has been in business for a long time, so he’s had some experience with the economic cycle.
Though each stage has its stressors, he has learned to plan for them. One thing he knows is that the economy will eventually begin
to expand again and run through the cycle all over again.

? Practice Questions
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7.23: Putting It Together- Economic Environment

Synthesis

In this module you learned about the fundamental economic principles that affect the environment in which businesses operate.
Understanding the economy is like getting the weather forecast before you head out the door. Might you need to pack a sweater or
an umbrella or grab some sunscreen? Perhaps, you need to be like Dorothy in the Wizard of Oz, head for the nearest cellar. If you
ignore the forecast, you can find yourself unprepared and caught in a storm.

Of course economic forecasts aren’t totally reliable—sometimes there’s a freak weather event that no one saw coming.
Nonetheless, having a basic understanding of how supply and demand work, how different economic systems function, and how
the business cycle connects to the economy can help you make informed decisions—and make the best out of a rainy day.

Summary

In this module you learned about the fundamental principles of economics and how they shape the business environment. Below is
a summary of the key points covered.

What Is Economics?

Economics focuses on the ways in which people, businesses, and governments make decisions when faced with scarce resources.
Economists study the economy at either the microeconomic level (focus on individuals) or the macroeconomic level (focus on
systems).

Economic Systems

Economic systems can be organized as traditional, planned, or market economies. Traditional systems are hunter-gatherer
economies in which people consume what they produce. In command economies such as communism and socialism, the
government exercises a high degree of control over production and pricing. In market economies such as capitalism, free-market
supply and demand drives what is produced and consumed. The increasing complexity of the world has led to mixed economic
systems that have characteristics of both command and market economies.

Demand

Demand is the quantity of a good or service that consumers are willing and able to purchase at any given price. There is an inverse
relationship between price and quantity demanded. In general, consumers demand more of a good or service when prices are lower
and less of a good as prices increase. This relationship is referred to as the law of demand and is illustrated on a graph as a
downward-sloping curve, with price on the vertical axis and quantity on the horizontal axis. There is a distinction made between
the term demand, which refers to the demand curve, and quantity demanded, which refers to a specific quantity and price point on
the demand curve.

Supply

Supply is the quantity of a good or service that a business is willing to produce at any given price. There is a positive relationship
between price and quantity supplied. In general, an increase in price will result in an increase in quantity supplied and a decrease in
price will result in a reduction in quantity supplied. This relationship is referred to as the law of supply and is illustrated on a graph
as an upward-sloping curve, with price on the vertical axis and quantity on the horizontal axis. There is a distinction made between
the term supply, which refers to the supply curve, and quantity supplies, which refers to a specific quantity and price point on the
supply curve.
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Equilibrium

Equilibrium is said to exist at the point where quantity supplied equals the quantity demanded, and therefore there is no excess or
shortage in the market. The market is “in balance.” The equilibrium price is the price where the amount that consumers want to
purchase is equal to the quantity that the producers are willing to supply. The equilibrium quantity is the quantity supplied and
demanded at the equilibrium price.

Health of the Economy

Economists use several measures to evaluate the health of an economy. Among the most important are GDP (Gross Domestic
Product), the unemployment rate, and the CPI (Consumer Price Index). These three key economic indicators are used to measure
how well the economy is achieving the goals of growth, high employment, and price stability.

Economic Stages

The business environment is cyclical, meaning it goes through a cycle of stages, each of which is characterized by a different set of
economic conditions. The four stages of the business environment are expansion, peak, contraction, and trough.
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7.24: Discussion- Supply and Demand in Your Life

General Discussion Instructions

You are required to post to this discussion THREE TIMES, on THREE DIFFERENT DAYS. Please refer to the Discussion
Grading Rubric for details regarding how your performance will be assessed. NOTE: Please be certain to read the entire discussion
assignment since in some cases there is more than one question you need to discuss, respond to, or address. Be sure that you have
answered the entire question!

Post 1: Initial Post

This posting should be a minimum of one short paragraph and a maximum of two paragraphs. Word totals for this post should be in
the 100—200-word range. Whether you agree or disagree, explain why with supporting evidence and concepts from the readings or
a related experience. Include a reference, link, or citation when appropriate.

Scenario

According to a recent article in Forbes Magazine, “The demand for additional battery life is so large Pokémon GO is already
having an impact on the sales of external batteries and phone cases with extra battery capacity.” Popular portable battery makers
told Forbes that the sales of certain products have grown significantly, up to double or triple just in Pokémon GO’s first week in the
United States. On a less technological front, coffee prices are up by 13 percent due to increased demand, and the supply of
Corvettes is not sufficient to meet the current demand. All of these statements come from headlines from the past three months,
indicating that the laws of supply and demand impact everything from your phone to your car to MY coffee. This is the basis for
our discussion this week!

For Discussion
1. Choose an article on a topic (product/good/service) that affects your daily life.
o For example, I found an article in the Chicago Tribune about coffee prices.
2. Briefly tell us what your article is about.
o My article reported that although coffee prices are high, the price being paid to the coffee producers in Brazil has remained
constant.
3. Which aspect of the article’s discussion affects your daily life?

o Coffee growers are threatening to cut production in order to force the prices higher. This means that my $6 cup of coffee at
Starbucks could become even more expensive.

4. What factors do you think are influencing the supply and demand of the product/good/service that is the subject of your article?

o Americans have been conditioned by marketing to agree to pay $5 for a cup of coffee, so there is no reason for retailers to
charge less.

5. Include the URL of the Web site where you found the article, so your classmates can access it.

o Coffee Prices to Rise Again

Posts 2 and 3: Respond to Classmates’ Posts

Instructions

After you have created your initial post, look over the discussion posts of your classmates and give at least two thoughtful
responses to two different classmates (one per classmate) as outlined in the Discussion Grading Rubric.

A response posting should be a minimum of one short paragraph. Word totals for these posts should be in the 75—-100-word range.
Whether you agree or disagree, explain why with supporting evidence and concepts from the readings or a related experience.
Include a reference, link, or citation when appropriate. The goal of your response posts is to extend discussions already taking place
or pose new possibilities or opinions not previously voiced. Your goal should be to motivate the group discussion and present a
creative approach to the topic.
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7.25: Discussion- Supply and Demand at Salty Pawz

General Discussion Instructions
In order to prepare for this assignment, READ the information contained in the document “Salty Pawz Background.”

You are required to post to this discussion THREE TIMES, on THREE DIFFERENT DAYS. Please refer to the Discussion
Grading Rubric for details regarding how your performance will be assessed. NOTE: Please be certain to read the entire discussion
assignment since in some cases there is more than one question you need to discuss, respond to, or address. Be sure that you have
answered the entire question!

Post 1: Initial Post

This posting should be a minimum of one short paragraph and a maximum of two paragraphs. Word totals for this post should be in
the 100-200-word range. Whether you agree or disagree, explain why with supporting evidence and concepts from the readings or
a related experience. Include a reference, link, or citation when appropriate.

Scenario

Between recalls on mass-produced commercial dog food and a general understanding of the benefits of a healthier diet for pets, the
demand for natural or organic dog food is experiencing a significant increase. Wanda’s treats are more expensive than the mass-
produced treats found in most grocery and big box stores, but she prides herself on providing high-quality products and believes
that her customers are willing to pay the extra money for quality.

For Discussion

How does Wanda’s strategy of being a high-quality provider take advantage of the shifts in consumer demand for healthy dog
treats?

Identify and describe an event that might occur in the economy that would cause Wanda’s strategy to no longer be successful for
Salty Pawz. If this event occurred, what actions would Wanda have to take in response, and what impact might they have on her
business?

Posts 2 and 3: Respond to Classmates’ Posts

Instructions

After you have created your initial post, look over the discussion posts of your classmates and give at least two thoughtful
responses to two different classmates (one per classmate) as outlined in the Discussion Grading Rubric.

A response posting should be a minimum of one short paragraph. Word totals for these posts should be in the 75-100-word range.
Whether you agree or disagree, explain why with supporting evidence and concepts from the readings or a related experience.
Include a reference, link, or citation when appropriate. The goal of your response posts is to extend discussions already taking place
or pose new possibilities or opinions not previously voiced. Your goal should be to motivate the group discussion and present a
creative approach to the topic.
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7.26: Assignment- Supply and Demand for Salty Pawz

Scenario

Between recalls on mass-produced commercial dog food and a growing understanding of the benefits of a healthier diet for pets,
the demand for natural or organic dog food is experiencing a significant increase. Wanda’s treats are not cheap, and she wonders if
maybe Salty Pawz products are overpriced. Wanda knows nothing about the economics of supply and demand, so she comes to you
for advice.

Your Task

The Salty Pawz margins are good, but would Wanda be better off by lowering prices and potentially selling more? Would dropping
her price even make a difference, or would she just be giving away her profits? What would be the impact on demand if she
reduced her price?

Use the “Supply and Demand” data beginning on page 9 of the Salty Pawz Case Study. The information there illustrates the
potential impacts on quantity supplied and quantity demanded at various price points for Salty Pawz products.

o Using the charts and data, create a graphical representation of Supply and Demand Curves for the four Salty Pawz products that
Wanda sells.
e For each product, determine the equilibrium point where Quantity Supplied = Quantity Demanded.

NOTE: In order to facilitate your creation of these charts, an Excel spreadsheet is provided containing the figures shown in the
case study. When you download this file, use “Save As” and rename the file. If for some reason you overwrite the file, don’t panic.
You can always come back to the course and download a clean copy.

Download the spreadsheet “Salty Pawz Product Response in Supply & Demand to Price Changes”.

Grading Rubric
Sample Grading Rubric

Distinguished:

Criteria Not Evident: 0% Developing: 55% Proficient: 80%
100%

Weight

Create graphical
representations of
the supply and
demand curves for
the four Salty Pawz
products.

0 points 11 points 16 points 20 points 20%

Accurately

determines

equilibrium point 0 points 11 points 16 points 20 points 20%
for each Salty Pawz

product.

Provides analysis of

impact of lower

product prices that

is qualified with 0 points 7.5 points 12 points 15 points 15%
data from data and

graphical

representations.
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Distinguished:
Criteria Not Evident: 0% Developing: 55% Proficient: 80% istinguishe

Weight
100%

Provides
explanation of
impact of dropping
price that is
qualified with data
from data and

0 points 7.5 points 12 points 15 points 15%

graphical
representations.

Explains impact on

demand based on

reduction of product

price, and 0 points 7.5 points 12 points 15 points 15%
substantiates with

data and graphical

representations.

Articulation of

response (citations,

grammar, spelling,

syntax, or

organization that 0 points 7.5 points 12 points 15 points 15%
negatively impact

readability and

articulation of main

ideas).

Total points possible: 100.

Contributors and Attributions

CC licensed content, Original

e Assignment: Supply and Demand for Salty Pawz. Authored by: Linda Williams and Lumen Learning. License: CC BY:
Attribution

7.26: Assignment- Supply and Demand for Salty Pawz is shared under a not declared license and was authored, remixed, and/or curated by
LibreTexts.

https://biz.libretexts.org/@go/page/45381



https://libretexts.org/
https://biz.libretexts.org/@go/page/45381?pdf
https://creativecommons.org/licenses/by/4.0
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/07%3A_Module_2-_Economic_Environment/7.26%3A_Assignment-_Supply_and_Demand_for_Salty_Pawz
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/07%3A_Module_2-_Economic_Environment/7.26%3A_Assignment-_Supply_and_Demand_for_Salty_Pawz?no-cache

LibreTextsm

7.27: Assignment- Price Inelasticity of Demand

Preparation
This is a written assignment: In order to complete this assignment you will need to take the following steps:

1. Review the written assignment guidelines.
2. Refer to the provided grading rubric. This is how your submission will be evaluated.

Your Task
Write the DRAFT of Your Paper

The assignment is as follows:

1. Select a product, good, or service for which you believe there is, if not perfect, close to perfect price inelasticity of demand.
Refer back to course materials for clarification of what price inelasticity means.

2. Research the product, good, or service so that you have a general understanding of the market, customers, suppliers, and
competition. Consult at least one reliable, credible source and be sure to include a citation so we can see where you got your
information.

3. Discuss the following questions(s) with regard to the product, good, or service. Remember, you are NOT to turn in a numbered
list of responses. This is a written paper, so your responses should form a cohesive set of paragraphs, with appropriate
transitions, and so on.

1. Describe in 50 words or less the product, good, or service that you chose.

2. Why did you choose this product, good, or service?

3. Why do you believe the demand is inelastic with regard to price? What factors are at work here? (Hint: Think back to the
external factors you read about in module 1.)

4. What, if anything, could change and make the product, good, or service price elastic?

Last Steps to Completion
1. Proofread your papers for spelling and grammar errors. Spell check thinks that eBook is a misspelling of Ebola (TRUE—it
happened to me last week!), so don’t rely on software to catch all mistakes.
2. Verify that you have consulted one source for research besides text materials and that proper APA citation is included in your
document.
3. Remember to put your name on the paper so I know it’s yours.
4. Submit your assignment on or before the due date.
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8.1: Reading- The Business Cycle- Definition and Phases

The Business Cycle

The term “business cycle” (or economic cycle or boom-bust cycle) refers to economy-wide fluctuations in production, trade, and
general economic activity. From a conceptual perspective, the business cycle is the upward and downward movements of levels of
GDP (gross domestic product) and refers to the period of expansions and contractions in the level of economic activities (business
fluctuations) around a long-term growth trend.

QUTPUT (GDP)

TIME

Figure 8.1.1: Business Cycles: The phases of a business cycle follow a wave-like pattern over time with regard to GDP, with
expansion leading to a peak and then followed by contraction.

Business Cycle Phases
Business cycles are identified as having four distinct phases: expansion, peak, contraction, and trough.

An expansion is characterized by increasing employment, economic growth, and upward pressure on prices. A peak is the highest
point of the business cycle, when the economy is producing at maximum allowable output, employment is at or above full
employment, and inflationary pressures on prices are evident. Following a peak, the economy typically enters into a correction
which is characterized by a contraction where growth slows, employment declines (unemployment increases), and pricing
pressures subside. The slowing ceases at the trough and at this point the economy has hit a bottom from which the next phase of
expansion and contraction will emerge.

Business Cycle Fluctuations

Business cycle fluctuations occur around a long-term growth trend and are usually measured in terms of the growth rate of real
gross domestic product.

In the United States, it is generally accepted that the National Bureau of Economic Research (NBER) is the final arbiter of the dates
of the peaks and troughs of the business cycle. An expansion is the period from a trough to a peak, and a recession as the period
from a peak to a trough. The NBER identifies a recession as “a significant decline in economic activity spread across the economy,
lasting more than a few months, normally visible in real GDP, real income, employment, industrial production. ” This is
significantly different from the commonly cited definition of a recession being signaled by two consecutive quarters of decline in
real GDP. If the economy does not begin to expand again then the economy may be considered to be in a state of depression.

Impact on Business Operations

How the business cycle affects business operations may be best explained by looking at how one business responds to these cycles.
Normal Maintenance is a small business that provides a variety of construction services to homeowners. They specialize in roofing,
deck installations, siding, and general home maintenance. They employ three full-time workers, who typically work forty hours per
week for an average of twelve dollars per hour. The company has been in business in the same town for than twenty years and has a

solid reputation for quality work and reliability.
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Expansion

Normal Maintenance is busy and has recently had to turn down jobs because it lacks the capacity to do all the work offered.
Homeowners now want to make home repairs and improvements which they had had to put off during the sour economy. With the
economy improving, others are fixing up their homes to sell. Faced with so much demand, the owner of Normal Maintenance must
decide whether to pay his existing workers overtime (which will increase the costs for each job and reduce profits) or hire
additional workers. The competition for qualified construction labor is steep, and he is concerned that he will have to pay more
than his usual rate of twelve dollars per hour or possibly get workers who are not as qualified as his current crew. He is, however,
able to charge higher prices for his work because homeowners are experiencing long waits and delays getting bids and jobs
completed. The owner purchases a new truck and invests in additional tools in order to keep up with the demand for services.
Customers are willing to pay more than usual so they can get the work done. Business is expanding to such an extent that Normal
Maintenance and its suppliers are starting to have trouble obtaining materials such as shingles and siding because the manufacturers
have not kept pace with the economic expansion. In general, business is great for Normal Maintenance, but the expansion brings
challenges.

Peak

At the peak of the business cycle, the economy can be said to be “overheated.” Despite hiring additional workers, the owner and
crews of Normal Maintenance are working seven days a week and are still unable to keep up with demand. They can’t work any
harder or faster. As a result, the crews are exhausted and the quality of their work is beginning to decline. Customers leave
messages requesting work and services, but the owner is so busy he doesn’t return phone calls. Jobs are getting started and
completed late as the crews struggle to cover multiple job sites. As a result, customer complaints are on the rise, and the owner is
worried about the long-term reputation of the business. Neither the business nor the economy can sustain this level of activity, and
despite the fact that Normal Maintenance is making great money, everyone is ready for things to let up a little.

Contraction

As the economy begins to contract, business begins to slow down for Normal Maintenance. They find that they are caught up on
work and they aren’t getting so many phone calls. The owner is able to reduce his labor costs by cutting back on overtime and
eliminate working on the weekends. When the phone does ring, homeowners are asking for bids on work—not just placing work
orders. Normal Maintenance loses out on several jobs because their bids are too high. The company begins to look for new
suppliers who can provide them with materials at a cheaper price so they can be more competitive. The building material
companies start offering “deals” and specials to contractors in order to generate sales. In general, competition for work has
increased and some of the businesses that popped up during the expansion are no longer in the market. In the short term the owner
is confident that he has enough work to keep his crew busy, but he’s concerned that if things don’t pick up, he might have to lay off
some of the less experienced workers.

Trough

On Monday morning, the crew of Normal Maintenance show up to work and the owner has to send them home: there’s no work for
them. During the week before, they worked only three days, and the owner is down to his original crew of three employees. Several
months ago he laid off the workers hired during the expansion. Although that was a difficult decision, the owner knows from hard
experience that sometimes businesses fail not because their owners make bad decisions, but because they run out of money during
recessions when there isn’t enough customer demand to sustain them. Without enough working capital to keep the doors open,
some are forced to close down.

Representatives from supply companies are stopping by the office hoping to get an order for even the smallest quantity of
materials. The new truck and tools that the owner purchased during the boom now sit idle and represent additional debt and costs.
The company’s remaining work comes from people who have decided to fix up their existing homes because the economy isn’t
good enough for them to buy new ones. The owner increases his advertising budget, hoping to capture any business that might be
had. He is optimistic that Normal Maintenance will weather this economic storm—they’ve done it before—but he’s worried about
his employees paying their bills over the winter.

The owner of Normal Maintenance has been in business for a long time, so he’s had some experience with the economic cycle.
Though each stage has its stressors, he has learned to plan for them. One thing he knows is that the economy will eventually begin
to expand again and run through the cycle all over again.
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KEY TAKEAWAYS

o Business cycles are identified as having four distinct phases: peak, trough, contraction, and expansion.

o Business cycle fluctuations occur around a long-term growth trend and are usually measured by considering the growth rate of
real gross domestic product.

o In the United States, it is generally accepted that the National Bureau of Economic Research (NBER) is the final arbiter of the
dates of the peaks and troughs of the business cycle.

Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does not count
toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.

https://assessments.lumenlearning.com/assessments/160
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8.2: Reading- Economics and Scarcity

Economics and Scarcity

Economics is the study of how humans make decisions in the face of scarcity. These can be individual decisions, family decisions,
business decisions or societal decisions. If you look around carefully, you will see that scarcity is a fact of life. Scarcity means that
human wants for goods, services and resources exceed what is available. Resources, such as labor, tools, land, and raw materials
are necessary to produce the goods and services we want but they exist in limited supply. Of course, the ultimate scarce resource is
time—everyone, rich or poor, has just twenty-four hours in the day to try to acquire the goods they want. At any point in time, there
are only a finite number of resources available.

Think about it this way: In 2012 the labor force in the United States contained over 155.5 million workers, according to the U.S.
Bureau of Labor Statistics. Similarly, the total area of the United States is 3,794,101 square miles. These are large numbers for such
crucial resources, however, they are limited. Because these resources are limited, so are the numbers of goods and services we
produce with them. Combine this with the fact that human wants seem to be virtually infinite, and you can see why scarcity is a
problem.

Scarcity of Resources

Figure 8.2.1: Homeless people are a stark reminder that scarcity of resources is real.

If you still do not believe that scarcity is a problem, consider the following: Does everyone need food to eat? Does everyone need a
decent place to live? Does everyone have access to healthcare? In every country in the world, there are people who are hungry,
homeless (for example, those who call park benches their beds, as shown in Figure 1), and in need of healthcare, just to focus on a
few critical goods and services. Why is this the case? It is because of scarcity. Let’s delve into the concept of scarcity a little deeper,
because it is crucial to understanding economics.

The Problem of Scarcity

Think about all the things you consume: food, shelter, clothing, transportation, healthcare, and entertainment. How do you acquire
those items? You do not produce them yourself. You buy them. How do you afford the things you buy? You work for pay. Or if you
do not, someone else does on your behalf. Yet most of us never have enough to buy all the things we want. This is because of
scarcity. So how do we solve it?

LINK IT UP

Visit this website to read about how the United States is dealing with scarcity in resources.
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Figure 8.2.1: Adam Smith introduced the idea of dividing labor into discrete tasks.

Every society, at every level, must make choices about how to use its resources. Families must decide whether to spend their
money on a new car or a fancy vacation. Towns must choose whether to put more of the budget into police and fire protection or
into the school system. Nations must decide whether to devote more funds to national defense or to protecting the environment. In
most cases, there just isn’t enough money in the budget to do everything. So why do we not each just produce all of the things we
consume? The simple answer is most of us do not know how, but that is not the main reason. (When you study economics, you will
discover that the obvious choice is not always the right answer—or at least the complete answer. Studying economics teaches you
to think in a different of way.)

Think back to pioneer days, when individuals knew how to do so much more than we do today, from building their homes, to
growing their crops, to hunting for food, to repairing their equipment. Most of us do not know how to do all—or any—of those
things. It is not because we could not learn. Rather, we do not have to. The reason why is something called the division and
specialization of labor, a production innovation first put forth by Adam Smith (see Figure 2) in his book The Wealth of Nations.
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8.3: Reading- The Division of and Specialization of Labor

The Division of and Specialization of Labor

The formal study of economics began when Adam Smith (1723-1790) published his famous book The Wealth of Nations in 1776.
Many authors had written on economics in the centuries before Smith, but he was the first to address the subject in a
comprehensive way. In the first chapter, Smith introduces the division of labor, which means that the way a good or service is
produced is divided into a number of tasks that are performed by different workers, instead of all the tasks being done by the same
person.

To illustrate the division of labor, Smith counted how many tasks went into making a pin: drawing out a piece of wire, cutting it to
the right length, straightening it, putting a head on one end and a point on the other, and packaging pins for sale, to name just a few.
Smith counted 18 distinct tasks that were often done by different people—all for a pin, believe it or not!

e e

Figure 8.3.1: Workers on an assembly line are an example of the divisions of labor. (Credit: Nina Hale/Flickr Creative Commons)

Modern businesses divide tasks as well. Even a relatively simple business like a restaurant divides up the task of serving meals into
a range of jobs like top chef, sous chefs, less-skilled kitchen help, servers to wait on the tables, a greeter at the door, janitors to
clean up, and a business manager to handle paychecks and bills—not to mention the economic connections a restaurant has with
suppliers of food, furniture, kitchen equipment, and the building where it is located. A complex business, like a large
manufacturing factory such as the shoe factory shown in Figure 3, or a hospital, can have hundreds of job classifications.

Why the Division of Labor Increases Production

When the tasks involved with producing a good or service are divided and subdivided, workers and businesses can produce a
greater quantity of output. In his observations of pin factories, Smith observed that one worker alone might make twenty pins in a
day, but that a small business of ten workers (some of whom would need to do two or three of the eighteen tasks involved with pin-
making), could make 48,000 pins in a day. How can a group of workers, each specializing in certain tasks, produce so much more
than the same number of workers who try to produce the entire good or service by themselves? Smith offered three reasons.

First, specialization in a particular small job allows workers to focus on the parts of the production process where they have an
advantage. People have different skills, talents, and interests, so they will be better at some jobs than at others. The particular
advantages may be based on educational choices, which are in turn shaped by interests and talents. Only those with medical
degrees qualify to become doctors, for instance. For some goods, specialization will be affected by geography—it is easier to be a
wheat farmer in North Dakota than in Florida, but easier to run a tourist hotel in Florida than in North Dakota. If you live in or near
a big city, it is easier to attract enough customers to operate a successful dry cleaning business or movie theater than if you live in a
sparsely populated rural area. Whatever the reason, if people specialize in the production of what they do best, they will be more
productive than if they produce a combination of things, some of which they are good at and some of which they are not.

Second, workers who specialize in certain tasks often learn to produce more quickly and with higher quality. This pattern holds true
for many workers, including assembly line laborers who build cars, stylists who cut hair, and doctors who perform heart surgery. In
fact, specialized workers often know their jobs well enough to suggest innovative ways to do their work faster and better.

A similar pattern often operates within businesses. In many cases, a business that focuses on one or a few products (sometimes
called its “core competency“) is more successful than firms that try to make a wide range of products.

Third, specialization allows businesses to take advantage of economies of scale, which means that for many goods, as the level of
production increases, the average cost of producing each individual unit declines. For example, if a factory produces only 100 cars

https://biz.libretexts.org/@go/page/65908


https://libretexts.org/
https://biz.libretexts.org/@go/page/65908?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/08%3A_Module_2_Readings_-_Economic_Environment/8.03%3A_Reading-_The_Division_of_and_Specialization_of_Labor

LibreTextsw

per year, each car will be quite expensive to make on average. However, if a factory produces 50,000 cars each year, then it can set
up an assembly line with huge machines and workers performing specialized tasks, and the average cost of production per car will
be lower. The ultimate result of workers who can focus on their preferences and talents, learn to do their specialized jobs better, and
work in larger organizations is that society as a whole can produce and consume far more than if each person tried to produce all of
their own goods and services. The division and specialization of labor has been a force against the problem of scarcity.

Trade and Markets

Specialization only makes sense, though, if workers can use the pay they receive for doing their jobs to purchase the other goods
and services that they need. In short, specialization requires trade.

You do not have to know anything about electronics or sound systems to play music—you just buy an iPod or MP3 player,
download the music and listen. You do not have to know anything about artificial fibers or the construction of sewing machines if
you need a jacket—you just buy the jacket and wear it. You do not need to know anything about internal combustion engines to
operate a car—you just get in and drive. Instead of trying to acquire all the knowledge and skills involved in producing all of the
goods and services that you wish to consume, the market allows you to learn a specialized set of skills and then use the pay you
receive to buy the goods and services you need or want. This is how our modern society has evolved into a strong economy.

Why Study Economics?

Now that we have gotten an overview on what economics studies, let’s quickly discuss why you are right to study it. Economics is
not primarily a collection of facts to be memorized, though there are plenty of important concepts to be learned. Instead, economics
is better thought of as a collection of questions to be answered or puzzles to be worked out. Most important, economics provides
the tools to work out those puzzles. If you have yet to be been bitten by the economics “bug,” there are other reasons why you
should study economics.

o Virtually every major problem facing the world today, from global warming, to world poverty, to the conflicts in Syria,
Afghanistan, and Somalia, has an economic dimension. If you are going to be part of solving those problems, you need to be
able to understand them. Economics is crucial.

o It is hard to overstate the importance of economics to good citizenship. You need to be able to vote intelligently on budgets,
regulations, and laws in general. When the U.S. government came close to a standstill at the end of 2012 due to the “fiscal
cliff,” what were the issues involved? Did you know?

¢ A basic understanding of economics makes you a well-rounded thinker. When you read articles about economic issues, you will
understand and be able to evaluate the writer’s argument. When you hear classmates, co-workers, or political candidates talking
about economics, you will be able to distinguish between common sense and nonsense. You will find new ways of thinking
about current events and about personal and business decisions, as well as current events and politics.

The study of economics does not dictate the answers, but it can illuminate the different choices.

Key Concepts and Summary

Economics seeks to solve the problem of scarcity, which is when human wants for goods and services exceed the available supply.
A modern economy displays a division of labor, in which people earn income by specializing in what they produce and then use
that income to purchase the products they need or want. The division of labor allows individuals and firms to specialize and to
produce more for several reasons: a) It allows the agents to focus on areas of advantage due to natural factors and skill levels; b) It
encourages the agents to learn and invent; c) It allows agents to take advantage of economies of scale. Division and specialization
of labor only work when individuals can purchase what they do not produce in markets. Learning about economics helps you
understand the major problems facing the world today, prepares you to be a good citizen, and helps you become a well-rounded
thinker.
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8.4: Reading- Microeconomics and Macroeconomics

Microeconomics and Macroeconomics

Economics is concerned with the well-being of all people, including those with jobs and those without jobs, as well as those with
high incomes and those with low incomes. Economics acknowledges that production of useful goods and services can create
problems of environmental pollution. It explores the question of how investing in education helps to develop workers’ skills. It
probes questions like how to tell when big businesses or big labor unions are operating in a way that benefits society as a whole and
when they are operating in a way that benefits their owners or members at the expense of others. It looks at how government
spending, taxes, and regulations affect decisions about production and consumption.

It should be clear by now that economics covers a lot of ground. That ground can be divided into two parts: Microeconomics
focuses on the actions of individual agents within the economy, like households, workers, and businesses; Macroeconomics looks
at the economy as a whole. It focuses on broad issues such as growth of production, the number of unemployed people, the
inflationary increase in prices, government deficits, and levels of exports and imports. Microeconomics and macroeconomics are
not separate subjects, but rather complementary perspectives on the overall subject of the economy.

To understand why both microeconomic and macroeconomic perspectives are useful, consider the problem of studying a biological
ecosystem like a lake. One person who sets out to study the lake might focus on specific topics: certain kinds of algae or plant life;
the characteristics of particular fish or snails; or the trees surrounding the lake. Another person might take an overall view and
instead consider the entire ecosystem of the lake from top to bottom; what eats what, how the system stays in a rough balance, and
what environmental stresses affect this balance. Both approaches are useful, and both examine the same lake, but the viewpoints
are different. In a similar way, both microeconomics and macroeconomics study the same economy, but each has a different
viewpoint.

Whether you are looking at lakes or economics, the micro and the macro insights should blend with each other. In studying a lake,
the micro insights about particular plants and animals help to understand the overall food chain, while the macro insights about the
overall food chain help to explain the environment in which individual plants and animals live.

In economics, the micro decisions of individual businesses are influenced by whether the macroeconomy is healthy; for example,
firms will be more likely to hire workers if the overall economy is growing. In turn, the performance of the macroeconomy
ultimately depends on the microeconomic decisions made by individual households and businesses.

Microeconomics

What determines how households and individuals spend their budgets? What combination of goods and services will best fit their
needs and wants, given the budget they have to spend? How do people decide whether to work, and if so, whether to work full time
or part time? How do people decide how much to save for the future, or whether they should borrow to spend beyond their current
means?

What determines the products, and how many of each, a firm will produce and sell? What determines what prices a firm will
charge? What determines how a firm will produce its products? What determines how many workers it will hire? How will a firm
finance its business? When will a firm decide to expand, downsize, or even close? In the microeconomic part of this book, we will
learn about the theory of consumer behavior and the theory of the firm.

Macroeconomics

What determines the level of economic activity in a society? In other words, what determines how many goods and services a
nation actually produces? What determines how many jobs are available in an economy? What determines a nation’s standard of
living? What causes the economy to speed up or slow down? What causes firms to hire more workers or to lay workers off?
Finally, what causes the economy to grow over the long term?

An economy’s macroeconomic health can be defined by a number of goals: growth in the standard of living, low unemployment,
and low inflation, to name the most important. How can macroeconomic policy be used to pursue these goals? Monetary policy,
which involves policies that affect bank lending, interest rates, and financial capital markets, is conducted by a nation’s central
bank. For the United States, this is the Federal Reserve. Fiscal policy, which involves government spending and taxes, is
determined by a nation’s legislative body. For the United States, this is the Congress and the executive branch, which originates the
federal budget. These are the main tools the government has to work with. Americans tend to expect that government can fix
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whatever economic problems we encounter, but to what extent is that expectation realistic? These are just some of the issues that
will be explored in the macroeconomic chapters of this book.

KEY TAKEAWAYS
e Microeconomics and macroeconomics are two different perspectives on the economy.

o The microeconomic perspective focuses on parts of the economy: individuals, firms, and industries.
o The macroeconomic perspective looks at the economy as a whole, focusing on goals like growth in the standard of living,
unemployment, and inflation.

e Macroeconomics has two types of policies for pursuing these goals:

o monetary policy
o fiscal policy

Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does not count
toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.

https://assessments.lumenlearning.com/assessments/155
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8.5: Reading- Demand, Supply, and Equilibrium in Markets for Goods and Services

Demand for Goods and Services

First let’s first focus on what economists mean by demand, what they mean by supply, and then how demand and supply interact in
a market.

Economists use the term demand to refer to the amount of some good or service consumers are willing and able to purchase at
each price. Demand is based on needs and wants—a consumer may be able to differentiate between a need and a want, but from an
economist’s perspective they are the same thing. Demand is also based on ability to pay. If you cannot pay for it, you have no
effective demand.

What a buyer pays for a unit of the specific good or service is called price. The total number of units purchased at that price is
called the quantity demanded. A rise in price of a good or service almost always decreases the quantity demanded of that good or
service. Conversely, a fall in price will increase the quantity demanded. When the price of a gallon of gasoline goes up, for
example, people look for ways to reduce their consumption by combining several errands, commuting by carpool or mass transit, or
taking weekend or vacation trips closer to home. Economists call this inverse relationship between price and quantity demanded the
law of demand. The law of demand assumes that all other variables that affect demand are held constant.

An example from the market for gasoline can be shown in the form of a table or a graph. A table that shows the quantity demanded
at each price, such as the table below, is called a demand schedule. Price in this case is measured in dollars per gallon of gasoline.
The quantity demanded is measured in millions of gallons over some time period (for example, per day or per year) and over some
geographic area (like a state or a country). A demand curve shows the relationship between price and quantity demanded on a
graph like Figure 1, with quantity on the horizontal axis and the price per gallon on the vertical axis. (Note that this is an exception
to the normal rule in mathematics that the independent variable (x) goes on the horizontal axis and the dependent variable (y) goes
on the vertical. Economics is not math.)

The demand schedule shown by the table below and the demand curve shown by the graph in Figure 8.5.1 are two ways of
describing the same relationship between price and quantity demanded.

$2.20 D.\($2.20 per gallon, 420 miltic_m. gallons)
= §2.00 ($2.00 per gallon, 460 million gallons)
"5 $1.80 ($1.80 per gallon, 500 million gallons)
E' $1.60 ($1.60 per gallon, 550 miHjonl gallonsj
® $1.40 - \\E?tdﬂ per gallon, 600 million glaﬂonsj
.§ $1.20 ~~4 (§1.20 per gallon, 700 million gallons)
“ $1.00 \.(51 .00 per gallon, 800 million gallons)

T T T 1

300 400 500 600 700 800 900

Quantity of Gasoline (millions of gallons)

Figure 8.5.1: The demand schedule shows that as price rises, quantity demanded decreases, and vice versa. These points are then
graphed, and the line connecting them is the demand curve (D). The downward slope of the demand curve again illustrates the law
of demand—the inverse relationship between prices and quantity demanded.

Price (per gallon) Quantity Demanded (millions of gallons)
$1.00 800
$1.20 700
$1.40 600
$1.60 550
$1.80 500
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Price (per gallon) Quantity Demanded (millions of gallons)
$2.00 460
$2.20 420

Demand curves will appear somewhat different for each product. They may appear relatively steep or flat, or they may be straight
or curved. Nearly all demand curves share the fundamental similarity that they slope down from left to right. So demand curves
embody the law of demand: As the price increases, the quantity demanded decreases, and conversely, as the price decreases, the
quantity demanded increases.

Confused about these different types of demand?

Is Demand the Same as Quantity Demanded?

In economic terminology, demand is not the same as quantity demanded. When economists talk about demand, they mean the
relationship between a range of prices and the quantities demanded at those prices, as illustrated by a demand curve or a demand
schedule. When economists talk about quantity demanded, they mean only a certain point on the demand curve, or one quantity on
the demand schedule. In short, demand refers to the curve and quantity demanded refers to the (specific) point on the curve.

Supply of Goods and Services

When economists talk about supply, they mean the amount of some good or service a producer is willing to supply at each price.
Price is what the producer receives for selling one unit of a good or service. A rise in price almost always leads to an increase in
the quantity supplied of that good or service, while a fall in price will decrease the quantity supplied. When the price of gasoline
rises, for example, it encourages profit-seeking firms to take several actions: expand exploration for oil reserves; drill for more oil;
invest in more pipelines and oil tankers to bring the oil to plants where it can be refined into gasoline; build new oil refineries;
purchase additional pipelines and trucks to ship the gasoline to gas stations; and open more gas stations or keep existing gas
stations open longer hours. Economists call this positive relationship between price and quantity supplied—that a higher price leads
to a higher quantity supplied and a lower price leads to a lower quantity supplied—the law of supply. The law of supply assumes
that all other variables that affect supply are held constant.

Still unsure about the different types of supply?

Is Supply the Same as Quantity Supplied?

In economic terminology, supply is not the same as quantity supplied. When economists refer to supply, they mean the relationship
between a range of prices and the quantities supplied at those prices, a relationship that can be illustrated with a supply curve or a
supply schedule. When economists refer to quantity supplied, they mean only a certain point on the supply curve, or one quantity
on the supply schedule. In short, supply refers to the curve and quantity supplied refers to the (specific) point on the curve.

Figure 8.5.2illustrates the law of supply, again using the market for gasoline as an example. Like demand, supply can be illustrated
using a table or a graph. A supply schedule is a table, like the table below, that shows the quantity supplied at a range of different
prices. Again, price is measured in dollars per gallon of gasoline and quantity demanded is measured in millions of gallons. A
supply curve is a graphic illustration of the relationship between price, shown on the vertical axis, and quantity, shown on the
horizontal axis. The supply schedule and the supply curve are just two different ways of showing the same information. Notice that
the horizontal and vertical axes on the graph for the supply curve are the same as for the demand curve.
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$2.20 ~ o ($2.20 per gallon, 720 million gallons)
= $2.00 4 ($2.00 per gallon, 700 million gallons)
% $1.80 1 H($1.BD per gallon, 680 million gallons)
g $1.60 ($1.60 per gallon, 640 million gallons)
¥ $1.40 4 ($1.40 per gallon, 600 million gallons)
-§ $1.20 4 ($1.20 per gallon, 550 million gallons)
= $1.00 1 ($1.00 per gallon, 500 million gallons)

T T T T

300 400 500 600 700 800 900

Quantity of Gasoline (millions of gallons)

Figure 8.5.2: The supply schedule is the table that shows quantity supplied of gasoline at each price. As price rises, quantity
supplied also increases, and vice versa. The supply curve (S) is created by graphing the points from the supply schedule and then
connecting them. The upward slope of the supply curve illustrates the law of supply—that a higher price leads to a higher quantity
supplied, and vice versa.

Price (per gallon) Quantity Supplied (millions of gallons)
$1.00 500
$1.20 550
$1.40 600
$1.60 640
$1.80 680
$2.00 700
$2.20 720

The shape of supply curves will vary somewhat according to the product: steeper, flatter, straighter, or curved. Nearly all supply
curves, however, share a basic similarity: they slope up from left to right and illustrate the law of supply: as the price rises, say,
from $1.00 per gallon to $2.20 per gallon, the quantity supplied increases from 500 gallons to 720 gallons. Conversely, as the price
falls, the quantity supplied decreases.

Equilibrium—Where Demand and Supply Meet

Because the graphs for demand and supply curves both have price on the vertical axis and quantity on the horizontal axis, the
demand curve and supply curve for a particular good or service can appear on the same graph. Together, demand and supply
determine the price and the quantity that will be bought and sold in a market.

Figure 8.5.3 illustrates the interaction of demand and supply in the market for gasoline. The demand curve (D) is identical to
Figure 8.5.1. The supply curve (S) is identical to Figure 8.5.2. The table below contains the same information in tabular form.
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Figure 8.5.3: The demand curve (D) and the supply curve (S) intersect at the equilibrium point E,
with a price of $1.40 and a quantity of 600. The equilibrium is the only price where quantity
demanded is equal to quantity supplied. At a price above equilibrium like $1.80, quantity
supplied exceeds the quantity demanded, so there is excess supply. At a price below
equilibrium such as $1.20, quantity demanded exceeds quantity supplied, so there is excess

demand.
Price (per gallon) Quantity demanded (millions of gallons) Quantity supplied (millions of gallons)
$1.00 800 500
$1.20 700 550
$1.40 600 600
$1.60 550 640
$1.80 500 680
$2.00 460 700
$2.20 420 720

Remember this: When two lines on a diagram cross, this intersection usually means something. The point where the supply curve
(S) and the demand curve (D) cross, designated by point E in Figure 8.5.3, is called the equilibrium. The equilibrium price is the
only price where the plans of consumers and the plans of producers agree—that is, where the amount of the product consumers
want to buy (quantity demanded) is equal to the amount producers want to sell (quantity supplied). This common quantity is called
the equilibrium quantity. At any other price, the quantity demanded does not equal the quantity supplied, so the market is not in
equilibrium at that price.

In Figure 8.5.3, the equilibrium price is $1.40 per gallon of gasoline and the equilibrium quantity is 600 million gallons. If you had
only the demand and supply schedules, and not the graph, you could find the equilibrium by looking for the price level on the
tables where the quantity demanded and the quantity supplied are equal.

The word “equilibrium” means “balance.” If a market is at its equilibrium price and quantity, then it has no reason to move away
from that point. However, if a market is not at equilibrium, then economic pressures arise to move the market toward the
equilibrium price and the equilibrium quantity.

Imagine, for example, that the price of a gallon of gasoline was above the equilibrium price—that is, instead of $1.40 per gallon,
the price is $1.80 per gallon. This above-equilibrium price is illustrated by the dashed horizontal line at the price of $1.80 in Figure
3. At this higher price, the quantity demanded drops from 600 to 500. This decline in quantity reflects how consumers react to the
higher price by finding ways to use less gasoline.

Moreover, at this higher price of $1.80, the quantity of gasoline supplied rises from the 600 to 680, as the higher price makes it
more profitable for gasoline producers to expand their output. Now, consider how quantity demanded and quantity supplied are
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related at this above-equilibrium price. Quantity demanded has fallen to 500 gallons, while quantity supplied has risen to 680
gallons. In fact, at any above-equilibrium price, the quantity supplied exceeds the quantity demanded. We call this an excess
supply or a surplus.

With a surplus, gasoline accumulates at gas stations, in tanker trucks, in pipelines, and at oil refineries. This accumulation puts
pressure on gasoline sellers. If a surplus remains unsold, those firms involved in making and selling gasoline are not receiving
enough cash to pay their workers and to cover their expenses. In this situation, some producers and sellers will want to cut prices,
because it is better to sell at a lower price than not to sell at all. Once some sellers start cutting prices, others will follow to avoid
losing sales. These price reductions in turn will stimulate a higher quantity demanded. So, if the price is above the equilibrium
level, incentives built into the structure of demand and supply will create pressures for the price to fall toward the equilibrium.

Now suppose that the price is below its equilibrium level at $1.20 per gallon, as the dashed horizontal line at this price in Figure 3
shows. At this lower price, the quantity demanded increases from 600 to 700 as drivers take longer trips, spend more minutes
warming up the car in the driveway in wintertime, stop sharing rides to work, and buy larger cars that get fewer miles to the gallon.
However, the below-equilibrium price reduces gasoline producers’ incentives to produce and sell gasoline, and the quantity
supplied falls from 600 to 550.

When the price is below equilibrium, there is excess demand, or a shortage—that is, at the given price the quantity demanded,
which has been stimulated by the lower price, now exceeds the quantity supplied, which had been depressed by the lower price. In
this situation, eager gasoline buyers mob the gas stations, only to find many stations running short of fuel. Oil companies and gas
stations recognize that they have an opportunity to make higher profits by selling what gasoline they have at a higher price. As a
result, the price rises toward the equilibrium level.

KEY TAKEAWAYS

A demand schedule is a table that shows the quantity demanded at different prices in the market. A demand curve shows the
relationship between quantity demanded and price in a given market on a graph. The law of demand states that a higher price
typically leads to a lower quantity demanded.

A supply schedule is a table that shows the quantity supplied at different prices in the market. A supply curve shows the
relationship between quantity supplied and price on a graph. The law of supply says that a higher price typically leads to a higher
quantity supplied.

The equilibrium price and equilibrium quantity occur where the supply and demand curves cross. The equilibrium occurs where the
quantity demanded is equal to the quantity supplied. If the price is below the equilibrium level, then the quantity demanded will
exceed the quantity supplied. Excess demand or a shortage will exist. If the price is above the equilibrium level, then the quantity
supplied will exceed the quantity demanded. Excess supply or a surplus will exist. In either case, economic pressures will push the
price toward the equilibrium level.
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8.6: Reading- Shifts in Demand

What Factors Affect Demand?

You may think that the only thing that affects the quantity demanded and the quantity supplied is price. Price, however, is not the
only thing that influences demand. Nor is it the only thing that influences supply. For example, how is demand for vegetarian food
affected if, say, health concerns cause more consumers to avoid eating meat? Or how is the supply of diamonds affected if diamond
producers discover several new diamond mines? What are the major factors, in addition to the price, that influence demand or
supply?

We defined demand as the amount of some product a consumer is willing and able to purchase at each price. That suggests at least
two factors in addition to price that affect demand. Willingness to purchase suggests a desire, based on what economists call tastes
and preferences. If you neither need nor want something, you will not buy it. Ability to purchase suggests that income is important.
Professors are usually able to afford better housing and transportation than students, because they have more income. Prices of
related goods can affect demand also. If you need a new car, the price of a Honda may affect your demand for a Ford. Finally, the
size or composition of the population can affect demand. The more children a family has, the greater their demand for clothing. The
more driving-age children a family has, the greater their demand for car insurance, and the less for diapers and baby formula.

These factors matter both for demand by an individual and demand by the market as a whole. Exactly how do these various factors
affect demand, and how do we show the effects graphically? To answer those questions, we need the ceteris paribus assumption.

The Ceteris Paribus Assumption

A demand curve or a supply curve is a relationship between two, and only two, variables: quantity on the horizontal axis and
price on the vertical axis. The assumption behind a demand curve or a supply curve is that no relevant economic factors, other than
the product’s price, are changing. Economists call this assumption ceteris paribus, a Latin phrase meaning “other things being
equal.” Any given demand or supply curve is based on the ceteris paribus assumption that all else is held equal. A demand curve or
a supply curve is a relationship between two, and only two, variables when all other variables are kept constant. If all else is not
held equal, then the laws of supply and demand will not necessarily hold, as the following section shows.

When Does Ceteris Paribus Apply?

Ceteris paribus is typically applied when we look at how changes in price affect demand or supply, but ceteris paribus can be
applied more generally. In the real world, demand and supply depend on more factors than just price. For example, a consumer’s
demand depends on income and a producer’s supply depends on the cost of producing the product. How can we analyze the effect
on demand or supply if multiple factors are changing at the same time—say price rises and income falls? The answer is that we
examine the changes one at a time, assuming the other factors are held constant.

For example, we can say that an increase in the price reduces the amount consumers will buy (assuming income, and anything else
that affects demand, is unchanged). Additionally, a decrease in income reduces the amount consumers can afford to buy (assuming
price, and anything else that affects demand, is unchanged). This is what the ceteris paribus assumption really means. In this
particular case, after we analyze each factor separately, we can combine the results. The amount consumers buy falls for two
reasons: first because of the higher price and second because of the lower income.

How Does Income Affect Demand?

Let’s use income as an example of how factors other than price affect demand. Figure 8.6.1 below shows the initial demand for
automobiles as Dy,. At point Q, for example, if the price is $20,000 per car, the quantity of cars demanded is 18 million. Dy also
shows how the quantity of cars demanded would change as a result of a higher or lower price. For example, if the price of a car
rose to $22,000, the quantity demanded would decrease to 17 million, at point R.

The original demand curve Dy, like every demand curve, is based on the ceteris paribus assumption that no other economically
relevant factors change. Now imagine that the economy expands in a way that raises the incomes of many people, making cars
more affordable. How will this affect demand? How can we show this graphically?

Return to Figure 8.6.1. The price of cars is still $20,000, but with higher incomes, the quantity demanded has now increased to 20
million cars, shown at point S. As a result of the higher income levels, the demand curve shifts to the right to the new demand

https://biz.libretexts.org/@go/page/65911


https://libretexts.org/
https://biz.libretexts.org/@go/page/65911?pdf
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/08%3A_Module_2_Readings_-_Economic_Environment/8.06%3A_Reading-_Shifts_in_Demand

LibreTextsw

curve Dy, indicating an increase in demand. The table below shows clearly that this increased demand would occur at every price,
not just the original one.

$28,000 -
$26,000 - @ e a
$24,000 - [ e o
\ \\ —=\
$22.000 - = P
P =20,000 P= 2000{] P 20,000
@ Q= 144rm||ron Q= 18 milon O 20 rwlluon
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o T !
$18,000 ‘ 4_
$16,000 !
$14,000 -|
$12,000 | }
$10,000 + — ey H . .
8 13 144 17 18 20 23 28
Quantity

Figure 8.6.1: Increased demand means that at every given price, the quantity demanded is higher, so that the demand curve shifts to
the right from DO to D1. Decreased demand means that at every given price, the quantity demanded is lower, so that the demand
curve shifts to the left from DO to D2.

Price and Demand Shifts: A Car Example

Price Decrease to D, Original Quantity Demanded Dy Increase to Dy
$16,000 17.6 million 22.0 million 24.0 million
$18,000 16.0 million 20.0 million 22.0 million
$20,000 14.4 million 18.0 million 20.0 million
$22,000 13.6 million 17.0 million 19.0 million
$24,000 13.2 million 16.5 million 18.5 million
$26,000 12.8 million 16.0 million 18.0 million

Now, imagine that the economy slows down so that many people lose their jobs or work fewer hours, reducing their incomes. In
this case, the decrease in income would lead to a lower quantity of cars demanded at every given price, and the original demand
curve Dy would shift left to D,. The shift from Dg to D; represents such a decrease in demand: At any given price level, the
quantity demanded is now lower. In this example, a price of $20,000 means 18 million cars sold along the original demand curve,
but only 14.4 million sold after demand fell.

When a demand curve shifts, it does not mean that the quantity demanded by every individual buyer changes by the same amount.
In this example, not everyone would have higher or lower income and not everyone would buy or not buy an additional car.
Instead, a shift in a demand curve captures an pattern for the market as a whole.

In the previous section, we argued that higher income causes greater demand at every price. This is true for most goods and
services. For some—luxury cars, vacations in Europe, and fine jewelry—the effect of a rise in income can be especially
pronounced. A product whose demand rises when income rises, and vice versa, is called a normal good. A few exceptions to this
pattern do exist. As incomes rise, many people will buy fewer generic brand groceries and more name brand groceries. They are
less likely to buy used cars and more likely to buy new cars. They will be less likely to rent an apartment and more likely to own a
home, and so on. A product whose demand falls when income rises, and vice versa, is called an inferior good. In other words,
when income increases, the demand curve shifts to the left.
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Other Factors That Shift Demand Curves

Income is not the only factor that causes a shift in demand. Other things that change demand include tastes and preferences, the
composition or size of the population, the prices of related goods, and even expectations. A change in any one of the underlying
factors that determine what quantity people are willing to buy at a given price will cause a shift in demand. Graphically, the new
demand curve lies either to the right (an increase) or to the left (a decrease) of the original demand curve. Let’s look at these
factors.

Changing Tastes or Preferences

From 1980 to 2012, the per-person consumption of chicken by Americans rose from 33 pounds per year to 81 pounds per year, and
consumption of beef fell from 77 pounds per year to 57 pounds per year, according to the U.S. Department of Agriculture (USDA).
Changes like these are largely due to movements in taste, which change the quantity of a good demanded at every price: that is,
they shift the demand curve for that good, rightward for chicken and leftward for beef.

Changes in the Composition of the Population

The proportion of elderly citizens in the United States population is rising. It rose from 9.8% in 1970 to 12.6% in 2000, and will be
a projected (by the U.S. Census Bureau) 20% of the population by 2030. A society with relatively more children, like the United
States in the 1960s, will have greater demand for goods and services like tricycles and day care facilities. A society with relatively
more elderly persons, as the United States is projected to have by 2030, has a higher demand for nursing homes and hearing aids.
Similarly, changes in the size of the population can affect the demand for housing and many other goods. Each of these changes in
demand will be shown as a shift in the demand curve.

The demand for a product can also be affected by changes in the prices of related goods such as substitutes or complements. A
substitute is a good or service that can be used in place of another good or service. As electronic books, like this one, become more
available, you would expect to see a decrease in demand for traditional printed books. A lower price for a substitute decreases
demand for the other product. For example, in recent years as the price of tablet computers has fallen, the quantity demanded has
increased (because of the law of demand). Since people are purchasing tablets, there has been a decrease in demand for laptops,
which can be shown graphically as a leftward shift in the demand curve for laptops. A higher price for a substitute good has the
reverse effect.

Other goods are complements for each other, meaning that the goods are often used together, because consumption of one good
tends to enhance consumption of the other. Examples include breakfast cereal and milk; notebooks and pens or pencils, golf balls
and golf clubs; gasoline and sport utility vehicles; and the five-way combination of bacon, lettuce, tomato, mayonnaise, and bread.
If the price of golf clubs rises, since the quantity demanded of golf clubs falls (because of the law of demand), demand for a
complement good like golf balls decreases, too. Similarly, a higher price for skis would shift the demand curve for a complement
good like ski resort trips to the left, while a lower price for a complement has the reverse effect.

Changes in Expectations about Future Prices or Other Factors that Affect Demand

While it is clear that the price of a good affects the quantity demanded, it is also true that expectations about the future price (or
expectations about tastes and preferences, income, and so on) can affect demand. For example, if people hear that a hurricane is
coming, they may rush to the store to buy flashlight batteries and bottled water. If people learn that the price of a good like coffee is
likely to rise in the future, they may head for the store to stock up on coffee now. These changes in demand are shown as shifts in
the curve. Therefore, a shift in demand happens when a change in some economic factor (other than price) causes a different
quantity to be demanded at every price. The following Work It Out feature shows how this happens.

Shift in Demand

A shift in demand means that at any price (and at every price), the quantity demanded will be different than it was before.
Following is an example of a shift in demand due to an income increase.

Step 1. Draw the graph of a demand curve for a normal good like pizza. Pick a price (like Py). Identify the corresponding Qq. An
example is shown in Figure 2.
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Price

Quantity Demanded
Figure 8.6.2: The demand curve can be used to identify how much consumers would buy at any given price.
Step 2. Suppose income increases. As a result of the change, are consumers going to buy more or less pizza? The answer is more.

Draw a dotted horizontal line from the chosen price, through the original quantity demanded, to the new point with the new Q;.
Draw a dotted vertical line down to the horizontal axis and label the new Q;. An example is provided in Figure 3.

Price
i
ity

Qﬂ 01

Quantity Demanded
Figure 8.6.3: With an increase in income, consumers will purchase larger quantities, pushing demand to the right.

Step 3. Now, shift the curve through the new point. You will see that an increase in income causes an upward (or rightward) shift in
the demand curve, so that at any price the quantities demanded will be higher, as shown in Figure 4.

Price
a

Qﬂ Qi
Quantity Demanded

Figure 8.6.4:With an increase in income, consumers will purchase larger quantities, pushing
demand to the right, and causing the demand curve to shift right.

KEY TAKEAWAYS

Six factors that can shift demand curves are summarized in Figure 5. The direction of the arrows indicates whether the demand
curve shifts represent an increase in demand or a decrease in demand. Notice that a change in the price of the good or service itself
is not listed among the factors that can shift a demand curve. A change in the price of a good or service causes a movement along a
specific demand curve, and it typically leads to some change in the quantity demanded, but it does not shift the demand curve.

Taste shift to lesser popularity

Population likely to buy drops
Income drops (for a normal good)

Taste shift to greater popularity

Population likely to buy rises

Income rises (for a normal good)

Price of substitutes rises Price of substitutes falls

Price
Price

Price of complements rises

__Future expectations

Future expectations
Dy discourage buying

~ D, encourage buying

"D‘

Quantity Quantity

(a) Factors that increase demand (b) Factors that decrease demand

Figure 8.6.5: (a) A list of factors that can cause an increase in demand from DO to D1. (b) The same factors, if their direction is
reversed, can cause a decrease in demand from DO to D1.
When a demand curve shifts, it will then intersect with a given supply curve at a different equilibrium price and quantity. We are,
however, getting ahead of our story. Before discussing how changes in demand can affect equilibrium price and quantity, we first
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need to discuss shifts in supply curves.
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8.7: Reading- Shifts in Supply

How Production Costs Affect Supply

A supply curve shows how quantity supplied will change as the price rises and falls, assuming ceteris paribus so that no other
economically relevant factors are changing. If other factors relevant to supply do change, then the entire supply curve will shift.
Just as a shift in demand is represented by a change in the quantity demanded at every price, a shift in supply means a change in
the quantity supplied at every price.

In thinking about the factors that affect supply, remember what motivates firms: profits, which are the difference between revenues
and costs. Goods and services are produced using combinations of labor, materials, and machinery, or what we call inputs or
factors of production. If a firm faces lower costs of production, while the prices for the good or service the firm produces remain
unchanged, a firm’s profits go up. When a firm’s profits increase, it is more motivated to produce output, since the more it produces
the more profit it will earn. So, when costs of production fall, a firm will tend to supply a larger quantity at any given price for its
output. This can be shown by the supply curve shifting to the right.

Take, for example, a messenger company that delivers packages around a city. The company may find that buying gasoline is one
of its main costs. If the price of gasoline falls, then the company will find it can deliver messages more cheaply than before. Since
lower costs correspond to higher profits, the messenger company may now supply more of its services at any given price. For
example, given the lower gasoline prices, the company can now serve a greater area, and increase its supply.

Conversely, if a firm faces higher costs of production, then it will earn lower profits at any given selling price for its products. As a
result, a higher cost of production typically causes a firm to supply a smaller quantity at any given price. In this case, the supply
curve shifts to the left.

Consider the supply for cars, shown by curve S in Figure 8.7.1. Point J indicates that if the price is $20,000, the quantity supplied
will be 18 million cars. If the price rises to $22,000 per car, ceteris paribus, the quantity supplied will rise to 20 million cars, as
point K on the S; curve shows. The same information can be shown in table form, as in the table below.

$28,000 -
SENC S
$26,000 = 20,000 — y o 5
@ = 19,6 mison
$24,000 - P =20,000 —
Q = 16 milkon
$22.000 |
: P = 20,000
Q= 16.5 milllon L
o $20,000 -l s :
Q e i g
o $18,000 | o _o _eo
e
T
$16,000 - o o o
$14,000 -
$12,000 -
$10,000 - , ] .
8 13 165 18 198 23

Quantity

Figure 8.7.1: Decreased supply means that at every given price, the quantity supplied is lower, so that the supply curve shifts to the
left, from SO to S1. Increased supply means that at every given price, the quantity supplied is higher, so that the supply curve shifts
to the right, from SO to S2.

Price and Shifts in Supply: A Car Example

Price Decrease to S; Original Quantity Supplied Sy Increase to S;
$16,000 10.5 million 12.0 million 13.2 million
$18,000 13.5 million 15.0 million 16.5 million
$20,000 16.5 million 18.0 million 19.8 million
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Price and Shifts in Supply: A Car Example

Price Decrease to S; Original Quantity Supplied Sy Increase to S;
$22,000 18.5 million 20.0 million 22.0 million
$24,000 19.5 million 21.0 million 23.1 million
$26,000 20.5 million 22.0 million 24.2 million

Now, imagine that the price of steel, an important ingredient in manufacturing cars, rises, so that producing a car has become more
expensive. At any given price for selling cars, car manufacturers will react by supplying a lower quantity. This can be shown
graphically as a leftward shift of supply, from Sy to S;, which indicates that at any given price, the quantity supplied decreases. In
this example, at a price of $20,000, the quantity supplied decreases from 18 million on the original supply curve (Sop) to 16.5
million on the supply curve S, which is labeled as point L.

Conversely, if the price of steel decreases, producing a car becomes less expensive. At any given price for selling cars, car
manufacturers can now expect to earn higher profits, so they will supply a higher quantity. The shift of supply to the right, from S,
to S,, means that at all prices, the quantity supplied has increased. In this example, at a price of $20,000, the quantity supplied
increases from 18 million on the original supply curve (Sy) to 19.8 million on the supply curve S,, which is labeled M.

Other Factors That Affect Supply

In the example above, we saw that changes in the prices of inputs in the production process will affect the cost of production and
thus the supply. Several other things affect the cost of production, too, such as changes in weather or other natural conditions, new
technologies for production, and some government policies.

The cost of production for many agricultural products will be affected by changes in natural conditions. For example, the area of
northern China which typically grows about 60% of the country’s wheat output experienced its worst drought in at least 50 years in
the second half of 2009. A drought decreases the supply of agricultural products, which means that at any given price, a lower
quantity will be supplied; conversely, especially good weather would shift the supply curve to the right.

When a firm discovers a new technology that allows the firm to produce at a lower cost, the supply curve will shift to the right, as
well. For instance, in the 1960s a major scientific effort nicknamed the Green Revolution focused on breeding improved seeds for
basic crops like wheat and rice. By the early 1990s, more than two-thirds of the wheat and rice in low-income countries around the
world was grown with these Green Revolution seeds—and the harvest was twice as high per acre. A technological improvement
that reduces costs of production will shift supply to the right, so that a greater quantity will be produced at any given price.

Government policies can affect the cost of production and the supply curve through taxes, regulations, and subsidies. For example,
the U.S. government imposes a tax on alcoholic beverages that collects about $8 billion per year from producers. Taxes are treated
as costs by businesses. Higher costs decrease supply for the reasons discussed above. Other examples of policy that can affect cost
are the wide array of government regulations that require firms to spend money to provide a cleaner environment or a safer
workplace; complying with regulations increases costs.

A government subsidy, on the other hand, is the opposite of a tax. A subsidy occurs when the government pays a firm directly or
reduces the firm’s taxes if the firm carries out certain actions. From the firm’s perspective, taxes or regulations are an additional
cost of production that shifts supply to the left, leading the firm to produce a lower quantity at every given price. Government
subsidies reduce the cost of production and increase supply at every given price, shifting supply to the right. The following Work It
Out feature shows how this shift happens.

Shift in Supply

We know that a supply curve shows the minimum price a firm will accept to produce a given quantity of output. What happens to
the supply curve when the cost of production goes up? Following is an example of a shift in supply due to a production cost
increase.

Step 1. Draw a graph of a supply curve for pizza. Pick a quantity (like Q). If you draw a vertical line up from Q, to the supply
curve, you will see the price the firm chooses. An example is shown in Figure 8.7.2.
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Quantity Supplied

Figure 8.7.2: The supply curve can be used to show the minimum price a firm will accept to produce a given quantity of output
Step 2. Why did the firm choose that price and not some other? One way to think about this is that the price is composed of two
parts. The first part is the average cost of production, in this case, the cost of the pizza ingredients (dough, sauce, cheese,
pepperoni, and so on), the cost of the pizza oven, the rent on the shop, and the wages of the workers. The second part is the firm’s
desired profit, which is determined, among other factors, by the profit margins in that particular business. If you add these two parts
together, you get the price the firm wishes to charge. The quantity Q, and associated price PO give you one point on the firm’s
supply curve, as shown in Figure 8.7.3.
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+
} Cost of production
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Quantity Supplied

Figure 8.7.3: The cost of production and the desired profit equal the price a firm will set for a produc

Step 3. Now, suppose that the cost of production goes up. Perhaps cheese has become more expensive by $0.75 per pizza. If that is
true, the firm will want to raise its price by the amount of the increase in cost ($0.75). Draw this point on the supply curve directly
above the initial point on the curve, but $0.75 higher, as shown in Figure 8.7.4.
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Quantity Supplied

Figure 8.7.4: Because the cost of production and the desired profit equal the price a firm will set for a product, if the cost of
production increases, the price for the product will also need to increase.

Step 4. Shift the supply curve through this point. You will see that an increase in cost causes an upward (or a leftward) shift of the
supply curve so that at any price, the quantities supplied will be smaller, as shown in Figure 8.7.5.
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Figure 8.7.5: When the cost of production increases, the supply curve shifts upwardly to a new price level.

https://biz.libretexts.org/@go/page/65912


https://libretexts.org/
https://biz.libretexts.org/@go/page/65912?pdf

LibreTextsm

KEY TAKEAWAYS

Changes in the cost of inputs, natural disasters, new technologies, and the impact of government decisions all affect the cost of
production. In turn, these factors affect how much firms are willing to supply at any given price.

Figure 8.7.6 summarizes factors that change the supply of goods and services. Notice that a change in the price of the product itself
is not among the factors that shift the supply curve. Although a change in price of a good or service typically causes a change in
quantity supplied or a movement along the supply curve for that specific good or service, it does not cause the supply curve itself to
shift.

S,
Favorable natural conditions for / ‘ 8, Poor natural conditions for
production —= production

/ A rise in input prices

A fall in input prices

8 @ | Adecline in technology
E Improved technology ﬁ (not common)
Lower product Higher product taxes/
taxes/ less costly more costly

regulations regulations

Quantity Quantity

(a) Factors that increase supply (b) Factors that decrease supply

Figure 8.7.6: (a) A list of factors that can cause an increase in supply from SO to S1. (b) The same factors, if their direction is

reversed, can cause a decrease in supply from SO to S1.
Because demand and supply curves appear on a two-dimensional diagram with only price and quantity on the axes, an unwary
visitor to the land of economics might be fooled into believing that economics is about only four topics: demand, supply, price, and
quantity. However, demand and supply are really “umbrella” concepts: demand covers all the factors that affect demand, and
supply covers all the factors that affect supply. Factors other than price that affect demand and supply are included by using shifts
in the demand or the supply curve. In this way, the two-dimensional demand and supply model becomes a powerful tool for
analyzing a wide range of economic circumstances.

Check Your Understanding
Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does not count

toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.

https://assessments.lumenlearning.com/assessments/156
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8.8: Reading- How Economies Can Be Organized

Organizing Economies

Think about what a complex system a modern economy is. It includes all production of goods and services, all buying and selling,
all employment. The economic life of every individual is interrelated, at least to a small extent, with the economic lives of
thousands or even millions of other individuals. Who organizes and coordinates this system? Who ensures that, for example, the
number of televisions a society provides is the same as the amount it needs and wants? Who ensures that the right number of
employees work in the electronics industry? Who ensures that televisions are produced in the best way possible? How does it all
get done?

There are at least three ways societies have found to organize an economy. The first is the traditional economy, which is the oldest
economic system and can be found in parts of Asia, Africa, and South America. Traditional economies organize their economic
affairs the way they have always done (i.e., tradition). Occupations stay in the family. Most families are farmers who grow the
crops they have always grown using traditional methods. What you produce is what you get to consume. Because things are driven
by tradition, there is little economic progress or development.

Figure 8.8.1: Ancient Egypt was an example of a command economy. (Credit: Jay Bergesen/Flickr Creative Commons)

Command Economies

Command economies are very different. In a command economy, economic effort is devoted to goals passed down from a ruler or
ruling class. Ancient Egypt was a good example: a large part of economic life was devoted to building pyramids, like those shown
in Figure 1, for the pharaohs. Medieval manor life is another example: the lord provided the land for growing crops and protection
in the event of war. In return, vassals provided labor and soldiers to do the lord’s bidding. In the last century, there were two
primary examples of command economies: socialism and communism.

A YouTube element has been excluded from this version of the text. You can view it online here: pb.libretexts.org/itbb/?p=56

Under communism, the government decides what goods and services will be produced and what prices will be charged for them.
The government decides what methods of production will be used and how much workers will be paid. Many necessities like
healthcare and education are provided for free. Currently, Cuba and North Korea have communist economies.
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Another type of command economy is socialism. Under socialism, industries that provide essential services, such as utilities,
banking, and health care, may be government owned. Other businesses are owned privately. Central planning allocates the goods
and services produced by government-run industries and tries to ensure that the resulting wealth is distributed equally. In contrast,
privately owned companies are operated for the purpose of making a profit for their owners. In general, workers in socialist
economies work fewer hours, have longer vacations, and receive more health, education, and child-care benefits than do workers in
capitalist economies. To offset the high cost of public services, taxes are generally steep. Examples of socialist countries include
Sweden and France.

: Nothing says “market” more than the New York Stock Exchange. (Credit: Erik Drost/Flickr Creative Commons)

Market Economies

Unlike command economies, market economies have a very decentralized structure. A market is an institution that brings together
buyers and sellers of goods or services, who may be either individuals or businesses. The New York Stock Exchange, shown in
Figure 2, is a prime example of a market in which buyers and sellers are brought together. In a market economy, decision-making
is decentralized. Market economies are based on private enterprise: the means of production (resources and businesses) are owned
and operated by private individuals or groups of private individuals. Businesses supply goods and services based on demand. (In a
command economy, by contrast, resources and businesses are owned by the government.) A person’s income is based on his or her
ability to convert resources (especially labor) into something that society values. The more society values the person’s output, the
higher the income (think Lady Gaga or LeBron James). In this scenario, economic decisions are determined by market forces, not
governments.

Mixed Market Economies

Though it’s possible to have a pure communist system, or a pure capitalist (free market) system, in reality many economic systems
are mixed. A mixed market economy relies on both markets and the government to allocate resources. We’ve already seen that
this is what happens in socialist economies in which the government controls selected major industries, such as transportation and
health care, while allowing individual ownership of other industries. Even previously communist economies, such as those of
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Eastern Europe and China, are becoming more mixed as they adopt capitalistic characteristics and convert businesses previously
owned by the government to private ownership through a process called privatization.

How Economic Systems Compare

In comparing economic systems, it’s helpful to think of a continuum with communism at one end and pure capitalism at the other,
as in Figure 3. As you move from left to right, the amount of government control over business diminishes. So, too, does the level
of social services, such as health care, child-care services, social security, and unemployment benefits. Most economies in the real
world are mixed; they combine elements of command and market (and even traditional) systems. The U.S. economy is positioned
toward the market-oriented end of the spectrum. Many countries in Europe and Latin America, while primarily market-oriented,
have a greater degree of government involvement in economic decisions than does the U.S. economy. China and Russia, while they
are closer to having a market-oriented system now than several decades ago, remain closer to the command economy end of the
spectrum.

Planned systems Free market systems

High degree of government control Low degree of government control
High level of social services Low level of social services

Figure 8.8.3: The Spectrum of Economic Systems CC licensed content, Original
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8.9: Reading- Control of Economic Decisions

What Countries Are Considered Economically Free?

Who is in control of economic decisions? Are people free to do what they want and to work where they want? Are businesses free
to produce when they want and what they choose, and to hire and fire as they wish? Are banks free to choose who will receive
loans? Or does the government control these kinds of choices? Each year, researchers at the Heritage Foundation and the Wall
Street Journal look at 50 different categories of economic freedom for countries around the world. They give each nation a score
based on the extent of economic freedom in each category.

The 2013 Heritage Foundation’s Index of Economic Freedom report ranked 177 countries around the world: some examples of the
most free and the least free countries are listed in the table below. Several countries were not ranked because of extreme instability
that made judgments about economic freedom impossible. These countries include Afghanistan, Iraq, Syria, and Somalia.

The assigned rankings are inevitably based on estimates, yet even these rough measures can be useful for discerning trends. In
2013, 91 of the 177 included countries shifted toward greater economic freedom, although 78 of the countries shifted toward less
economic freedom. In recent decades, the overall trend has been a higher level of economic freedom around the world.

Economic Freedoms, 2013

Most Economic Freedom Least Economic Freedom
1. Hong Kong 168. Iran

2. Singapore 169. Turkmenistan

3. Australia 170. Equatorial Guinea
4. New Zealand 171. Democratic Republic of Congo
5. Switzerland 172. Burma

6. Canada 173. Eritrea

7. Chile 174. Venezuela

8. Mauritius 175. Zimbabwe

9. Denmark 176. Cuba

10. United States 177. North Korea

Source: The Heritage Foundation, 2013 Index of Economic Freedom, Country Rankings, http://www.heritage.org/index/ranking

Regulations: The Rules of the Game

Markets and government regulations are always entangled. There is no such thing as an absolutely free market. Regulations always
define the “rules of the game” in the economy. Economies that are primarily market-oriented have fewer regulations—ideally just
enough to maintain an even playing field for participants. At a minimum, these laws govern matters like safeguarding private
property against theft, protecting people from violence, enforcing legal contracts, preventing fraud, and collecting taxes.
Conversely, even the most command-oriented economies operate using markets. How else would buying and selling occur? But the
decisions of what will be produced and what prices will be charged are heavily regulated. Heavily regulated economies often have
underground economies, which are markets where the buyers and sellers make transactions without the government’s approval.

The question of how to organize economic institutions is typically not a black-or-white choice between all market or all
government, but instead involves a balancing act over the appropriate combination of market freedom and government rules.

The Rise of Globalization
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Figure 8.9.1: Cargo ships are one mode of transportation for shipping goods in the global economy. (Credit: Raul Valdez/Flickr
Creative Commons)
Recent decades have seen a trend toward glebalization, which is the expanding cultural, political, and economic connections
between people around the world. One measure of this is the increased buying and selling of goods, services, and assets across
national borders—in other words, international trade and financial capital flows.

Globalization has occurred for a number of reasons. Improvements in shipping, as illustrated by the container ship shown in Figure
4, and air cargo have driven down transportation costs. Innovations in computing and telecommunications have made it easier and
cheaper to manage long-distance economic connections of production and sales. Many valuable products and services in the
modern economy can take the form of information—for example: computer software; financial advice; travel planning; music,
books and movies; and blueprints for designing a building. These products and many others can be transported over telephones and
computer networks at ever-lower costs. Finally, international agreements and treaties between countries have encouraged greater
trade.

The table below presents one measure of globalization. It shows the percentage of domestic economic production that was exported
for a selection of countries from 1970 to 2010, according to an entity known as The World Bank. Exports are the goods and
services that are produced domestically and sold abroad. Imports are the goods and services that are produced abroad and then
sold domestically. The size of total production in an economy is measured by the gross domestic product (GDP). Thus, the ratio
of exports divided by GDP measures what share of a country’s total economic production is sold in other countries.

The Extent of Globalization (exports/GDP)

Country 1970 1980 1990 2000 2010

Some High Income Countries

United States 6% 10% 10% 11% 13%
Belgium 52% 58% 71% 86% 80%
Canada 23% 28% 26% 46% 29%
France 16% 21% 21% 29% 26%
Italy 16% 22% 20% 29% 27%
Japan 11% 14% 10% 11% 15%
Sweden 24% 29% 30% 46% 49%

Some Middle Income Countries

Brazil 7% 9% 8% 11% 11%
Mexico 8% 11% 19% 31% 30%
South Korea 14% 32% 28% 41% 52%

Some Low Income Countries

Source: http://databank.worldbank.org/data/In recent decades, the export/GDP ratio has generally risen, both worldwide and for the
U.S. economy. Interestingly, the share of U.S. exports in proportion to the U.S. economy is well below the global average, in part
because large economies like the United States can contain more of the division of labor inside their national borders. However, smaller
economies like Belgium, Korea, and Canada need to trade across their borders with other countries to take full advantage of division of
labor, specialization, and economies of scale. In this sense, the enormous U.S. economy is less affected by globalization than most other

countries.
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The Extent of Globalization (exports/GDP)

Chad 16% 17% 13% 17% 41%
China 3% 11% 19% 23% 31%
India 4% 6% 7% 6% 22%
Nigeria 8% 29% 43% 53% 35%

Source: http://databank.worldbank.org/data/In recent decades, the export/GDP ratio has generally risen, both worldwide and for the
U.S. economy. Interestingly, the share of U.S. exports in proportion to the U.S. economy is well below the global average, in part
because large economies like the United States can contain more of the division of labor inside their national borders. However, smaller
economies like Belgium, Korea, and Canada need to trade across their borders with other countries to take full advantage of division of
labor, specialization, and economies of scale. In this sense, the enormous U.S. economy is less affected by globalization than most other

countries.

The table above also shows that many medium and low income countries around the world, like Mexico and China, have also
experienced a surge of globalization in recent decades. If an astronaut in orbit could put on special glasses that make all economic
transactions visible as brightly colored lines and look down at Earth, the astronaut would see the planet covered with connections.

KEY TAKEAWAYS

o Economies address these three questions: (1) What goods and services should be produced to meet consumer needs? (2) How
should they be produced, and who should produce them? (3) Who should receive goods and services?

o The answers to these questions depend on a country’s economic system. The primary economic systems that exist today are
command (planned) and free market systems.

o In a planned system, such as communism and socialism, the government exerts control over the production and distribution of
all or some goods and services.

o In a free market system, also known as capitalism, business is conducted with only limited government involvement.
Competition determines what goods and services are produced, how they are produced, and for whom.

o More countries’ economies are evolving into a mixed-economy which has characteristics of more than one system.

o The last few decades have seen globalization evolve as a result of growth in commercial and financial networks that cross
national borders, making businesses and workers from different economies increasingly interdependent.

Check Your Understanding
Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does not count

toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next
section.

https://assessments.lumenlearning.com/assessments/158

Contributors and Attributions

CC licensed content, Shared previously

o Principles of Economics. Provided by: OpenStax College. Located at: http://cnx.org/contents/69619d2b-68f0-44b0-b074-
a9b2bf90b2c6@11.69:6/Principles_of Economics. License: CC BY: Attribution

8.9: Reading- Control of Economic Decisions is shared under a not declared license and was authored, remixed, and/or curated by LibreTexts.

https://biz.libretexts.org/@go/page/65914



https://libretexts.org/
https://biz.libretexts.org/@go/page/65914?pdf
http://databank.worldbank.org/data/In
https://assessments.lumenlearning.com/assessments/158
http://cnx.org/contents/69619d2b-68f0-44b0-b074-a9b2bf90b2c6@11.69:6/Principles_of_Economics
https://creativecommons.org/licenses/by/4.0
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/08%3A_Module_2_Readings_-_Economic_Environment/8.09%3A_Reading-_Control_of_Economic_Decisions
https://biz.libretexts.org/Courses/Lumen_Learning/Introduction_to_Business_(Lumen)/08%3A_Module_2_Readings_-_Economic_Environment/8.09%3A_Reading-_Control_of_Economic_Decisions?no-cache

LibreTextsw

8.10: Reading- Measuring the Health of the Economy

Measuring the Health of the Economy

Every day, we’re bombarded with economic news. We’re told that the economy is struggling, unemployment is high, home prices
are low, and consumer confidence is down. As a student learning about business, and later, as a business manager, you need to
understand the nature of the U.S. economy and the terminology used to describe it. It’s important to have some idea of where the
economy is heading and know something about the government’s role in influencing its direction.

Economic Indicators

An economic indicator is a statistic that provides valuable information about the economy. The majority of economic indicators are
collected and released by government and/or non-profit groups. In the U.S., Department of Commerce and the Department of
Labor track and publish key indicators such as the unemployment rate and GDP. There is no shortage of economic indicators, and
trying to follow them all would be an overwhelming task. Thus, economists and businesspeople typically track only a select few
that are most pertinent to their professional, financial and economic interests.

Economic Goals

All the world’s economies share the following three main goals:

1. Growth
2. High employment
3. Price stability

Economic indicators provide information about how an economy is performing relative to these goals. Let’s take a closer look at
each of these goals, both to find out what they mean and to show how we determine whether they’re being met.

Growth

One purpose of an economy is to provide people with goods and services—cars, computers, video games, houses, rock concerts,
fast food, amusement parks. One way in which economists measure the performance of an economy is by looking at a widely used
measure of total output called gross domestic product (GDP). GDP is defined as the market value of all goods and services
produced by the economy in a given year. In the United States, it’s calculated by the Department of Commerce. GDP includes only
those goods and services produced domestically; goods produced outside the country are excluded. GDP also includes only those
goods and services that are produced for the final user; intermediate products are excluded. For example, the silicon chip that goes
into a computer (an intermediate product) would not count, even though the finished computer would.

By itself, GDP doesn’t necessarily tell us much about the state of the economy. But change in GDP does. If GDP (after adjusting
for inflation) goes up, the economy is growing. If it goes down, the economy is contracting.

High Employment

To keep the economy going strong, people must spend money on goods and services. A reduction in personal expenditures for
things like food, clothing, appliances, automobiles, housing, and medical care could severely reduce GDP and weaken the
economy. Because most people earn their spending money by working, an important goal of all economies is making jobs available
to everyone who wants one. In principle, full employment occurs when everyone who wants to work has a job. In practice, we say
that we have “full employment” when about 95 percent of those wanting to work are employed.

The Unemployment Rate

The U.S. Department of Labor tracks unemployment and reports the unemployment rate: the percentage of the labor force that’s
unemployed and actively seeking work. The unemployment rate is an important measure of economic health. It goes up during
periods of economic decline because companies are reluctant to hire workers when demand for goods and services is low.
Conversely, it goes down when the economy is expanding and there is high demand for products and workers to supply them.

Figure 1 below traces the U.S. unemployment rate between 1970 and 2010. If you want to know the current unemployment rate, go
to CNNMoney, click on “Economy,” and then on “Job Growth.”
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Figure 8.10.1: The U.S. Unemployment Rate, 1970-2010

Price Stability

A third major goal of all economies is maintaining price stability. Price stability occurs when the average of the prices for goods
and services either doesn’t change or changes very little. Rising prices are troublesome for both individuals and businesses. For
individuals, rising prices mean you have to pay more for the things you need. For businesses, rising prices mean higher costs, and,
at least in the short run, businesses might have trouble passing on higher costs to consumers. When the overall price level goes up,
we have inflation. Figure 2 below shows inflationary trends in the U.S. economy since 1960. When the price level goes down
(which rarely happens), we have deflation.
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Figure 8.10.1: The U.S. Inflation Rate, 1960-2010

The Consumer Price Index

The most widely publicized measure of inflation is the consumer price index (CPI), which is reported monthly by the Bureau of
Labor Statistics. The CPI measures the rate of inflation by determining price changes of a hypothetical basket of goods, such as
food, housing, clothing, medical care, appliances, automobiles, and so forth, bought by a typical household.

The CPI base period is 1982 to 1984, which has been given an average value of 100. The table below “Selected CPI Values, 1950—
2010" gives CPI values computed for selected years. The CPI value for 1950, for instance, is 24. This means that $1 of typical
purchases in 1982 through 1984 would have cost $0.24 in 1950. Conversely, you would have needed $2.18 to purchase the same $1
worth of typical goods in 2010. The difference registers the effect of inflation. In fact, that’s what an inflation rate is—the
percentage change in a price index.

Selected CPI Values, 1950-2010

Year 1950 1960 1970 1980 1990 2000 2001 2002

CPI 24.1 29.1 38.8 82.4 130.7 172.2 177.1 179.9

Year 2003 2004 2005 2006 2007 2008 2009 2010

CPI 184.0 188.9 195.3 201.6 207.3 215.3 214.15 218.1
LINK IT UP

You can find out the current CPI by going to CNNMoney. Click on “Economy” and then on “Inflation (CPI).”
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Consumer Confidence Index

A private research firm called the Conference Board publishes a consumer confidence index based on results of a monthly survey
of five thousand U.S. households. The survey gathers consumers’ opinions on the health of the economy and their plans for future
purchases. It’s often a good indicator of consumers’ future buying intent. When consumers are confident, they tend to spend more
money and increase economic activity. When consumers are less confident, they typically spend less money and economic activity
declines.

LINK IT UP

For information on current consumer confidence, go to the Conference Board and click on “consumer confidence.”

Economic Forecasting

Economists use a variety of indicators, such as those described above, to assess the performance of the economy at a given time.
By looking at changes in GDP, for instance, we can see whether the economy is growing. The CPI allows us to gauge inflation.
These measures help us understand where the economy stands today. But what if we want to get a sense of where it’s headed in the
future? To a certain extent, we can forecast future economic trends by analyzing several leading economic indicators.

Lagging and Leading Indicators

Statistics that report the status of the economy a few months in the past are called lagging economic indicators. One such indicator
is average length of unemployment. If unemployed workers have remained out of work for a long time, we may infer that the
economy has been slow. Indicators that predict the status of the economy three to twelve months in the future are called leading
economic indicators. If such an indicator rises, the economy is likely to expand in the coming year. If it falls, the economy is likely
to contract.

To predict where the economy is headed, we obviously must examine several leading indicators. It’s also helpful to look at
indicators from various sectors of the economy—Ilabor, manufacturing, and housing. One useful indicator of the outlook for future
jobs is the number of new claims for unemployment insurance. This measure tells us how many people recently lost their jobs. If
it’s rising, it signals trouble ahead because unemployed consumers can’t buy as many goods and services as they could if they had
paychecks.

To gauge the level of goods to be produced in the future (which will translate into future sales), economists look at a statistic called
average weekly manufacturing hours. This measure tells us the average number of hours worked per week by production workers
in manufacturing industries. If it’s on the rise, the economy will probably improve. For assessing the strength of the housing
market, building permits is often a good indicator. An increase in this statistic—which tells us how many new housing units are
being built—indicates that the economy is improving. Why? Because increased building brings money into the economy not only
through new home sales but also through sales of furniture and appliances to furnish them.

Finally, if you want a measure that combines all these economic indicators, as well as others, the Conference Board publishes a
U.S. leading index. To get an idea of what leading economic indicators are telling us about the state of the economy today, go to the
Conference Board and click on “U.S. Indicators” and then “leading economic index.”

KEY TAKEAWAYS

e All economies share three goals: growth, high employment, and price stability.

e To get a sense of where the economy is headed in the future, we use statistics called economic indicators.

e Growth. An economy provides people with goods and services, and economists measure its performance by studying the gross
domestic product (GDP)—the market value of all goods and services produced by the economy in a given year.

o If GDP goes up, the economy is growing; if it goes down, the economy is contracting.

o High employment. Because most people earn their money by working, a goal of all economies is making jobs available to
everyone who wants one.

e The U.S. government reports an unemployment rate—the percentage of the labor force that’s unemployed and actively
seeking work.

o The unemployment rate goes up during periods when the economy is in decline and down when the economy is expanding.

o Price stability. When the average prices of products either don’t change or change very little, price stability occurs.

o When overall prices go up, we have inflation; when they go down, we have deflation.
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e The consumer price index (CPI) measures inflation by determining the change in prices of a hypothetical basket of goods

bought by a typical household.
o Indicators that, like average length of unemployment, report the status of the economy a few months in the past are lagging

economic indicators.
o Those, like new claims for unemployment insurance, that predict the status of the economy three to twelve months in the future

are leading economic indicators.

Check Your Understanding

Answer the question(s) below to see how well you understand the topics covered in this section. This short quiz does net count
toward your grade in the class, and you can retake it an unlimited number of times.

Use this quiz to check your understanding and decide whether to (1) study the previous section further or (2) move on to the next

section.

https://assessments.lumenlearning.com/assessments/159
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9.1: Why It Matters- Global Environment

Why describe the characteristics, opportunities, and challenges of the global business environment?
| & by

4

Grab your book bag, backpack, briefcase or whatever you carry your school supplies in, and open it up. Sort the contents into two
piles: items made in the United States and items made anywhere else. Now, how large is the stack of things made in the United
States compared to the imported items? Some may be labeled with the store brand and say something like “Manufactured in China
for Company X.” Others may simply have a tag that reads “Made in the Philippines.” How many different countries are represented
by the contents of your book bag? Do you realize that you just identified a small sample of countries that are United States trading
partners?

You should now have two stacks of items (made in the United States and made elsewhere). Now, take everything that is net made
in the United States and put it aside. From this point forward all you have access to are the things left in the “100 percent made in
the U.S.A.” stack. What do you have left? You will be lucky if you have a pencil and an eraser. It is global business and global
trade that gives you access to everything else in your backpack.

Understanding the global business environment is critical to everyone who consumes any good, service or resource. Until we
understand how the global business environment operates, why businesses and nations trade, and the forces at work in the global
marketplace, we are naive consumers. You need to be informed so that you can make decisions about where you will work, who
you will work for, who you will vote for, and what foreign policies you will either support or oppose. Without understanding the
global business environment, you might find yourself facing daily life with nothing more than a pencil and an eraser.
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9.2: Introduction to Globalization

What you'll learn to do: explain why nations and U.S. firms engage in global business

Spice Route. Salt Road. Trans-Saharan Trade Route. Trade has been an aspect of the human experience for literally thousands of
years, with merchants hazarding mountains, rivers, deserts and seas to obtain rare commodities. However, the environment of pre-
21st century traders operated is significantly different than our current business environment.

In this section, we will draw a distinction between international trade and globalization and discuss the implications for businesses,
workers, and societies. We will also introduce the concepts of comparative and absolute advantage and illustrate how these
concepts relate to opportunity cost that serve as the basis for making specialization and trade decisions. We’ll conclude with a video
and interactive exercise that reinforces learning and the relationship between international trade, productivity, and standards of
living—be it on Gilligan’s Island or in the real world.
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9.3: Globalization and Business

&b Learning Objectives

o Explain the concept of globalization and its impact on global business

Globalization

There was a time when consumers only had access to goods and services that were available locally. Their choices were limited by
what they could access on foot, by horse, or by carriage. This is still the case for many people around the world, and in rural and
remote parts of the U.S., it’s still necessary for families to make weekly trips to town to stock up on food, household items and
other necessities. However, with the rise of Internet-based business (think Amazon), there’s been an explosion of international
trade, and more and more consumers essentially have the world at their door. Of course international trade isn’t just a twentieth-
century phenomenon. Trade across borders and between cultures has been a feature of human civilization for centuries—there’s
evidence of this dating back as far as the nineteenth century BCE. The Silk Road, one of the best-known and most enduring
“international” trade routes, began sometime around 200 BCE and for centuries was central to cultural interaction from China
through regions of the Asian continent all the way to the Mediterranean Sea.

So, if cultures and nations have been trading with one other for four thousand years, what makes today’s business landscape
different? The answer lies in the distinction between international business and globalization.

International business refers to commerce in which goods, services, or resources cross the borders of two or more nations. This is
what the Egyptians were doing when they sent goods across the Red Sea to Assyria. Globalization is broader than international
business and describes a shift toward a more integrated world economy in which culture, ideas, and beliefs are exchanged in
addition to goods, services, and resources. Globalization implies that the world is “getting smaller”: As a result of new
transportation and communication technologies, people around the world can more readily connect with one another—both
virtually and geographically.

The following video provides a good introduction to the causes and consequences of globalization.
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You can view the or the

Impact of Globalization on Global Business

The video, above, provides a good bird’s eye view of the affect of globalization on business—from opening up new markets to
increasing the level of competition within markets and industries. Let’s take a look at particular example, though, to think through
the various implications of conducting business on a global scale. Consider McDonald’s, which was started by two brothers in San
Bernadino, California, sixty-eight years ago. As a result of globalization, nearly 69 million people in 118 different countries eat at
McDonald’s every day. The first McDonald’s outside the U.S. and Canada was established in Costa Rica in 1970, and since the
1990s, most of the company’s growth has taken place in foreign countries. The process of building a global presence, entering new
markets, and capitalizing on growing international demand for American fast food has enabled McDonald’s to expand from a
single location to a global corporation with over 37,000 locations in over 100 countries.] However, entering new markets—
whether at home or abroad—means contending with increased competition in those markets, including competition with other
globally minded companies. In 2010, Subway surpassed McDonald’s to become the largest single-brand restaurant chain and the
largest restaurant operator globally (though since 2014 Subways’ sales have lagged behind McDonald’s).!]

What is it like for companies that decide to take advantage of global opportunities as McDonald’s and Subway have? Return to the
discussion of “external forces” in Module 1, but now consider them from a global business perspective. Globalization certainly
means that businesses can reach consumers around the word more rapidly and efficiently—thanks to cell phones, airplanes, and the
Internet, we are all so much more interconnected and “accessible” now. But globalization also means incredible complexity.

v McDonald’s in the Global Business Environment

The list below sketches out just a few of the complexities and challenges that an American fast-food company like McDonald’s
faces when it takes on the global business environment.

The Global Economic Environment

McDonald’s is a corporation based in the United States, where all business transactions are conducted using the U.S. dollar, but
there are 164 official national currencies in the world, each with a different value and purchasing power. Imagine trying to
balance the corporate checkbook at McDonald’s when your deposits have been made in more than a hundred different
currencies.

The Global Legal Environment

In 2012 Greece established a municipal ordinance banning eating food at certain historic, artistic, and culturally important
sites, and fines can reach up to $650. If you are the operator of a McDonald’s near the Parthenon, should you remove the ice
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cream cones and McFlurries (and other easily portable food) from your menu to protect your customers against being fined, or
not?

The Global Competitive Environment

How does McDonald’s recapture the number-one position it lost to Subway in 2010? The company may need to make
substantial changes to its operations, menu offerings, and/or marketing tactics. This is a steep, uphill climb in the United States
alone, but consider trying to accomplish it in 118 different countries in 188 different markets—where you are competing not
only with other global U.S. fast-food companies like Subway and KFC but with local ones, like “McKebab,” as well!

The Global Technological Environment

What does technology have to do with fast food or McDonald’s? Consider the company’s presence in China, where there are
nearly 1.3 billion mobile users, and say hello to “McDonald’s Next,” a “modern and progressive” version of the restaurant that
first opened in Hong Kong in 2017, featuring mobile-phone-charging platforms, free Wi-Fi, and self-ordering kiosks. This next
generation of McDonald’s is a response to increased expectations around speed, service, economy, and availability across
established and developing economies, mostly fueled by consumers’ growing access to affordable technology. As global
businesses respond to demands created by technology, they must also leverage technology to move products, people, and
supplies around the globe in a cost-effective and efficient manner.

The Global Social Environment

McDonald’s has had to adapt in countless ways to meet the demands of its customers around the world. While it prides itself
on offering a consistent, internationally recognizable menu and brand, the company has also had to cater to local dining
preferences and customs. In 1995, for example, the first kosher McDonald’s opened in a Jerusalem suburb. In Arab countries,
the restaurant chain offers “halal” menus, which comply with Islamic laws governing the preparation of meat. In 1996,
McDonald’s entered India for the first time, where it offered a Big Mac made with lamb called the Maharaja Mac, and later
they introduced the Chicken Maharaja Mac.

McDonald’s is not a complex business—after all, it sells inexpensive burgers and fries, not automobiles or airplanes or
pharmaceuticals—but clearly the global environment presents challenges even for them. You may be wondering why nations and
businesses decide to take on such challenges, given the ongoing difficulty, risk, and uncertainty. We’ll investigate this question
throughout the remainder of this module.

? Practice Question

https://assessments.lumenlearning.co...essments/14296

1. "McDonald's Reports Fourth Quarter And Full Year 2018 Results And Quarterly Cash Dividend." McDonald's Corporation.
January 30, 2019. Accessed May 13, 2019. https://news.mcdonalds.com/news-releases/news-release-details/mecdonalds-reports-
fourth-quarter-and-full-year-2018-results-and. ¢

2. Shedd, Karin. "The Most Franchised Company in the World Isn't McDonald's or Starbucks." CNBC. August 15, 2018.
Accessed May 13, 2019. https://www.cnbc.com/2018/08/14/subway-franchises-mcdonalds-starbucks-fast-food.html. ¢
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9.4: Absolute and Comparative Advantage

&b Learning Objectives

o Differentiate between comparative and absolute advantage

Consider the humble banana. Even if you’re not a big fan of this yellow fruit, you’ve surely seen them in the grocery store or in a
market somewhere. If you walked through a US city with a banana and asked people to identify it, it’s unlikely you would
encounter anyone who had no idea what it was. What if you did the same thing with a picture of a bananatree? How many people
could identify it? Maybe some, but not all. Why is that? In the United States, bananas are grown in Hawaii, and not everyone has
been to Hawaii. In fact, most of the bananas in the world are grown in Ecuador. If we Americans love bananas and don’t live in
Hawaii and can’t get to Ecuador regularly, without global trade, we’re out of luck: no bananas for cereal in the morning or as
snacks during the day and, worse, no banana splits at the local ice cream parlor. Why do Ecuador and Hawaii trade away their
bananas instead of keeping them all to themselves? Probably because, although bananas are delicious and nutritious, it’s hard to
build houses out of them. Instead, the state of Hawaii and nation of Ecuador choose to trade their bananas for things they lack,
while considering the cost and profitability of exporting their product.

Ecuador and Hawaii offer an example of comparative advantage. Because bananas are not grown or readily available everywhere in
the world, Ecuador and Hawaii can profitably export theirs to banana-less places like Iowa and Canada. At the same time, Ecuador
may need computer systems to keep track of all of those bananas they are selling, but Ecuador is not a technologically advanced
economy like the United States. The United States has a comparative advantage in computers, so we sell our computers to Ecuador
and let them concentrate on selling us bananas.

Advantage

In order to understand why businesses are willing to operate in a complex global environment, we must first understand two
fundamental concepts that drive almost all business decisions: absolute and comparative advantage. Countries and companies are
willing to assume the risk of engaging in global trade because they believe that they have an advantage over the competition that
they can turn into profits. Not all countries have the same natural resources, infrastructure, labor force, or technology. These
differences create advantages that can be exploited in global trade, to a country’s (or company’s) benefit.

Absolute Advantage

An entity (country, region, company, or individual) is considered to have an absolute advantage if either of the following
conditions exists:

1. It is the only source of a particular product, good, or service. This kind of absolute advantage is very rare and usually depends
on a particular natural resource being available only within a certain region or country. An example might be the coveted edible
red bird’s nests found only in the caves of Thailand (and prized in Chinese cooking as the main ingredient in bird’s nest soup).
Similarly, if Ecuador were the only place in the world where bananas could be grown, it would have an absolute advantage.
However, suppose some sneaky banana spy goes to Ecuador and pilfers some banana tree seedlings and takes them back to her
home country and begins growing and exporting bananas. At that point Ecuador no longer has an absolute advantage on the
basis of the “only-source” condition.

2. An entity is also considered to have an absolute advantage if it is able to produce more of something than another entity while
using the same amount of resources (factors of production). When the sneaky banana spy started growing bananas in her home
country, she didn’t actually take away Ecuador’s absolute advantage, because Ecuador can produce more bananas using the
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same amount of resources (labor, land, water, equipment, etc.). Put another way, Ecuador’s direct cost of producing bananas is
lower than the banana spy’s. Assuming that the bananas can be grown in the new country, it will take that country a very long
time to match Ecuador’s skill, efficiency, and output level, and until it does, Ecuador will retain its absolute advantage.

Comparative Advantage

An entity (country, region, company, or individual) is considered to have a comparative advantage over another in producing a
particular good or service if it can produce the good or service at a lower relative opportunity cost.

You’ll recall from the economic environment module that opportunity cost is the value of the next best alternative. (The video,
below, also includes a refresher on this concept.) Since countries and businesses have limited resources, they are forced to make
choices about how they allocate those resources. As a student, you understand opportunity cost better than you think. You have a
limited amount of time, and you must choose between reading this module and going out with your friends, because you can’t do
both. If you choose to go out with your friends, then the opportunity cost might be a failure on your next exam because you did not
use the time to prepare.

Ecuador has a comparative advantage in bananas over a long list of countries, including the United States. This comparative
advantage is even better understood when you consider that their next best alternative product is oil. The Middle Eastern countries
have been pumping oil from the ground for as long as Ecuador has been growing bananas. It makes as much sense for Kuwait to
attempt to export bananas as it does for Ecuador to export oil. It’s the reality of comparative advantage that encourages countries
and businesses to do what they do best—leaving the production of other goods and services to other countries or companies—and
in so doing, focusing on producing goods and services where they have advantage, thus maximizing their opportunities in a global
environment.

The following video provides an excellent illustration of comparative and absolute advantage and explains why they are such
important considerations in how countries decide to specialize and trade.

You can view the or the

? Practice Question

Game: Absolute and Comparative Advantage

It’s one thing to talk and read about global business and another to actually engage in global trade. The following interactive
provides a brief introduction to doing just that, with a focus on just how countries behave to create a more productive global
economy.
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A link to an interactive elements can be found at the bottom of this page.
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9.5: Global Markets

4b Learning Objectives

o Explain the roles of absolute and comparative advantage in global business

Increasingly nations and business use their comparative or absolute advantages to enter global markets driven by the same factor:
the immense size of these markets.

Let’s return to the banana for a moment. In 2015, Ecuador exported 6.55 million metrictons of bananas. Without a large global
demand for bananas, every man, woman, and child in Ecuador would have to eat 834 pounds of them per year to consume all of the
production. Of course that wouldn’t happen: Instead, the country would simply cut back on the production of bananas—but, in so
doing, it would lose an export that now accounts for more than 10 percent of its gross domestic product (GDP). Ecuador needs a
large and vibrant global market to keep up with its tremendous supply of bananas, and it relies on the revenue from those bananas
to purchase the other things it needs.

Later in this module we’ll discuss how nations like Ecuador enter foreign markets, but for now let’s look more closely at the size of
the world’s largest markets. The following table shows population and GDP data for the top five economies in the world as of
2017." You’ll recall from the economic environment module that GDP, or gross domestic product, is a monetary measure of the
market value of all final goods and services produced in a period, and the GDP growth rate is the increase or decrease in GDP over
a period of time, expressed as a percentage.

Top Five Economies in the World as of 2017

Country GDP Population GDP Growth Rate
China $23,210,000,000,000 1,384,688,986 6.9%
United States $19,490,000,000,000 329,256,465 2.2%
India $9,474,000,000,000 1,296,834,042 6.7%
Japan $5,443,000,000,000 126,168,156 1.7%
Germany $4,199,000,000,000 80,457,737 2.5%
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Looking at the figures in this table, it isn’t hard to imagine that a country or company would like to have a foothold in one or all of
these markets. Taken together, these five economies represent a lot of people, a lot of purchasing power, and a lot of economic
growth. However, the immensity of the global market offers more than just new target customers.

Consider some of the following benefits nations and firms realize by entering foreign markets.

Access to Factors of Production

The factors of production required for a successful business venture are natural resources, capital, human capital, and
entrepreneurship. Access to global markets enables countries and companies to acquire these factors of production when they are
nonexistent, scarce, or just too costly at home. For example, India is one of the largest providers of telephone-based customer
service (labor) worldwide, which makes sense given that its population is second only to China and almost four times that of the
United States. In addition, labor costs in India are significantly lower than in the United States.

Innovation and ldeas

Many companies enter global markets and, once there, discover unmet needs or unique products and services. They are then able to
use their discoveries to expand an existing product line or introduce new products in other markets or at home. For example, many
people credit the United Kingdom with inspiring the development of the craft beer industry in the United States.

Risk Reduction

Given the complexity of operating a business globally, it may seem like a contradiction that risk reduction is one of the benefits of a
large global market, but it’s actually true. If a country or a company trades or does business with multiple foreign partners, they are
less dependent on the success of any single partnership. Likewise, if a nation or business has multiple global sources for factors of
production, then if one source “dries up,” they will still have access to what they need. For example, in 2010 China halted its export
of rare earth minerals to Japan after the two countries were unable to resolve a territory dispute. Japan used these minerals in the
production of everything from cars to computer chips, and to say that the Japanese were in a state of distress is an understatement.
As a result of this albeit brief reduction in Chinese supply, Japan established a trade agreement with India for the import of the
needed materials. They will no longer be totally dependent upon the Chinese for these important resources.

In summary, globalization makes business on a global scale possible, and the size of the global market makes it attractive. By using
their absolute and comparative advantages, countries and companies can leverage their resources to produce and trade the things
that benefit them the most.

? Practice Question
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9.6: Introduction to Measuring Global Trade

What you'll learn to do: describe how nations measure global trade

In the same way that nations measure their own economic productivity, they use specific tools to measure their trade with other
nations. In this section you’ll learn what some of those tools are and how they’re used.
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9.7: Balance of Trade and Balance of Payments

&b Learning Objectives

o Differentiate between balance of trade and balance of payments
o Differentiate between trade deficits and trade surpluses

Nations and businesses that trade back and forth, buy and sell companies, loan one another money, and invest in real estate around
the globe need to have a way to evaluate the impact of these transactions on the economy. They need to make decisions about trade
policies, regulations, and trade agreements, and until they can get a snapshot of what global trade is doing to hurt or help its
economy, they can’t make these decisions.

It’s a lot like your own finances, just on a much larger scale. At the end of the month have you spent more than you earned? Do you
have a large positive balance in your bank account as a result of receiving a financial aid check? Did you need to borrow money
from your parents to buy books or clothes? Until you really examine where your money is coming from and balance your
checkbook, it’s hard to make long-term financial plans—Iike, say, deciding whether or not to buy a new car or purchase a home.

This is very similar to what countries do when they measure the impact of trade on their economy. In this section we’ll look at two
key measurements of trade: balance of trade and balance of payments.

Balance of Trade
One of the ways that a country measures global trade is by calculating its balance of trade.
Balance of trade is the difference between the value of a country’s imports and its exports, as follows:

value of exports — value of imports = balance of trade
NOTE: It’s important to use this formula just as it’s presented, without altering the sequence of values.

The calculation of the balance of trade yields one of two outcomes: a trade deficit or a trade surplus. A trade deficit occurs when a
nation imports more than it exports. Since 1976, the United States has consistently run trade deficits due to high imports of oil and
consumer products. In recent years, the biggest trade deficits were recorded with China, Japan, Germany, and Mexico. This
shouldn’t come as a surprise to you if you emptied your backpack and counted up all the items not made in the United States. In
contrast, a trade surplus occurs when a nation exports more than it imports. Although the United States has run an overall trade
deficit since 1976, it doesn’t mean that we import more from every country than we export. On the contrary, the United States
records trade surpluses with Hong Kong, the Netherlands, the United Arab Emirates, and Australia.

Because the balance of trade is calculated using all imports and exports, it’s possible for the United States to run a surplus with
some nations and a deficit with others. As with your checkbook, the balance reflects the difference between total exports (sales,
which result in a deposit in your account or “deposits”) and total imports (purchases, which result in a withdrawal from your
account or “withdrawals”). When a nation exports, other nations pay it for goods or services, so it gets to take their money and
make a deposit. When a nation imports, it pays other nations for their goods and services, and they would need to make a
withdrawal to pay for them.
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Let’s look at the balance of trade for “Imagine Nation.”

Imagine Nation is located in a region that lacks phosphate as a natural resource. However, it does have an abundance of
sugarcane. As a result of its comparative advantages, Imagine Nation imports phosphate from Christmas Island (it’s a real
place in Australia—look it up!) to fertilize the sugarcane it grows, and it uses the sugarcane to manufacture saltwater taffy,
which it exports to Christmas Island.

The following table shows Imagine Nation’s imports and exports with Christmas Island in 2017.
Imagine Nation 2017 Import and Exports with Christmas Island

Year Imports (phosphate) Exports (taffy)

2017 $45,000,000 $75,000,000

Using these figures, we can easily calculate Imagine Nation’s balance of trade in 2014:

$75,000,000 (exports) — $45,000,000 (imports) = $30,000,000
This means that Imagine Nation had a trade surplus of $30,000,00 with Christmas Island, since exports exceeded imports. We
can also say that Imagine Nation was a “net exporter,” meaning they exported more than they imported.

However, the picture changed in 2018 when the Australian government closed the phosphate mine on Christmas Island.
Imagine Nation had to import phosphate from Morocco, instead, and was not able to get the same favorable pricing as before.
Consequently, sugarcane farmers paid more for fertilizer, the price of sugarcane went up, and Imagine Nation had to raise the
price on its saltwater taffy. Sadly, the people of Morocco aren’t really big fans of saltwater taffy, so exports fell. The following
table shows Imagine Nation’s imports and exports with Morocco in 2018.

Imagine Nation 2018 Imports and Exports with Morocco

Year Imports (phosphates) Exports (taffy)

2018 $65,000,000 $55,000,000

We can use the figures to calculate Imagine Nation’s balance of trade:
$55,000,000 (exports) — $65,000,000 (imports) = —$10,000,000

The negative number indicates a trade deficit of $10,000,000 showing that Imagine Nation imported more from Morocco than
it exported. We would say that Imagine Nation became a “net importer”—importing more than it was exporting.

Obviously this is a simple example. A country’s global business doesn’t amount to just trading phosphate and taffy or cell
phones and blue jeans. It includes all kinds of financial transactions: goods and services imported and exported, foreign
investments, loans, transfers, and so on. Tracking all these payments provides another way to measure the size of a country’s
international trade: the balance of payments.

Balance of Payments

Balance of Payments is the difference between the total flow of money coming into a country and the total flow of money going
out of a country during a period of time. Although related to the balance of trade, balance of payments is the record of all economic
transactions between individuals, firms, and the government and the rest of the world in a particular period. Thus the balance of
payments includes all external transactions of a country, including payments for the country’s exports and imports of goods,
services, foreign investments, loans and foreign aid, financial capital, and financial transfers.

For instance, if a US company buys land or a factory in another country, that investment is included in the US balance of payments
as an outflow. Likewise, if a US company is sold to a foreign company, it’s included in the balance of payments. Just recently, Didi
Chuxing, the Chinese ride-hailing service, bought Uber’s subsidiary in China in a deal valued at $35 billion. This sale will create a
cash inflow to the United States, but over the long term it will decrease the revenue flowing in from China through Uber.
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If a nation receives foreign aid or borrows money from another country, this amount is also reflected in its balance of payments as a
cash inflow. For example, the bailout Greece received from the Eurozone and IMF in 2010 to help stabilize its failing economy
affected the balance of payments for all of the nations involved. Greece recorded the €110 billion loan as an inflow in its balance of
payments, while the Eurozone members recorded it as an outflow in their balance of payments.

A country’s balance of payments is calculated as follows:
total money coming into a country (inflow)- total money going out (outflow) = balance of payments

NOTE: It’s important to use this formula just as it’s presented, without altering the sequence of values.

v Imagine Nation’s Balance of Payments

Let’s examine Imagine Nation’s balance of payments in 2018. The following table shows all of its external transactions during

the year.
Imagine Nation 2018 External Transactions
Ye I ts (phosphates)  Exports (taffy) Foreign aid (loan) Purchase of
N e PR Tport from Hooperland Wandaland assets
2018 $65,000,000 $55,000,000 $25,000,000 $30,000,000

When we calculated Imagine Nation’s balance of trade in 2018, we did not take into account the following two transactions:

1. Imagine Nation received foreign aid in the form of a loan from the government of Hooperland in the amount of
$25,000,000. This inflow of funds will affect Imagine Nation’s balance of payments.

2. Imagine Nation invested in a factory in Wandaland and purchased the factory from the government for $30,000,000. This
outflow of funds will affect Imagine Nation’s balance of payments.

When we calculate Imagine Nation’s 2018 balance of payments, by taking the inflows (revenue from exports and foreign aid)
and subtracting the outflows (payments for imports and purchase of foreign assets), the balance is negative, as shown below:

($55,000,000 + $25,000,000) (total inflow) — ($65,000,000 + $30,000,000) (total outflow) = ~$15,000,000

What effect will this have on Imagine Nation? Well, when Imagine Nation’s leader is briefed by her council of international
economic advisers, they will inform her that the country currently has an “unfavorable balance of payments.” That is, less
money is coming into the country than is going out. If, on the other hand, the balance of payments were a positive number
(inflow exceeded outflow), Imagine Nation could say that it has a “favorable balance of payments.”

At this point it’s tempting to make judgments about these different types of trade measurements and conclude that trade surpluses
and favorable balance of payments are always indicators of a strong economy, but unfortunately it’s not so cut and dried. Balance
of trade and balance of payments are starting points—much in the way that an individual’s credit rating might be a starting point for
seeking a loan. How the numbers are interpreted and viewed by the country’s leaders, other countries, and the world depends on
many factors, such as where a country is in its economic development, the factors contributing to the balance of trade or payments,
the health of the overall global economy, what the country is doing with its imports, and so on. As you might guess, assessments of
these factors can be intensely political. You’ll learn more about these considerations later in this module when we discuss how
nations attempt to restrict or control trade.

? Practice Questions
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9.8: Countertrade

&b Learning Objectives

o Explain how countertrade contributes to the measure of global trade

So far we have discussed global trade measured in dollars, euros, or other traditional currency, which is the way that everyone
assumes business is conducted today. For example, here in the United States, we express the size of the global market, or Global
World Product (GWP), as U.S. $107.5 trillion. If we lived in Japan, we’d measure GWP using Japanese currency, yen (¥).

However, when we measure global trade only in terms of currency-based transactions, we omit a portion of the market known as
countertrade. Countertrade is a system of exchange in which goods and services are used as payment rather than money. There are
many types of countertrading. Some of the most common types are described below:

1. Barter: Exchange of goods or services directly for other goods or services without the use of money as means of purchase or
payment. Example: One party trades salt for sugar from another party.

2. Switch trading: Practice in which one company sells to another its obligation to make a purchase in a given country. Example:
Party A and Party B are countertrading salt for sugar. Party A may switch its obligation to pay Party B to a third party, known as
the switch trader. The switch trader gets the sugar from Party B at a discount and sells it for money. The money is used as Party
A’s payment to Party B.

3. Counterpurchase: Sale of goods and services to one company in another country by a company that promises to make a future
purchase of a specific product from the same company in that country. Party A sells salt to Party B. Party A promises to make a
future purchase of sugar from Party B.

4. Buyback: This occurs when a firm builds a plant in a country, or supplies technology, equipment, training, or other services to
the country, and agrees to take a certain percentage of the plant’s output as partial payment for the contract. Example: Party A
builds a salt-processing plant in Country B, providing capital to this developing nation. In return, Country B pays Party A with
salt from the plant.

5. Offset: Agreement that a company will offset a hard-currency purchase of an unspecified product from that nation in the future.
Agreement by one nation to buy a product from another, subject to the purchase of some or all of the components and raw
materials from the buyer of the finished product, or the assembly of such product in the buyer nation. Example: Party A and
Country B enter a contract where Party A agrees to buy sugar from Country B to manufacture candy. Country B then buys that
candy.

? PRactice Question

https://assessments.lumenlearning.co...essments/14301

Countertrading is common among countries that lack sufficient hard currency (i.e., cash) or where other types of market trade are
impossible. In developing countries, whose currency may be weak or devalued relative to another country’s currency, bartering
may be the only way to trade. For example, if the value of Venezuela’s currency, the bolivar fuerte, falls relative to the U.S. dollar
(as it has in recent years), the exchange rate makes it unfavorable for Venezuela to sell its oil to the United States. Countertrade
may be a much more financially beneficial arrangement.
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9.9: Introduction to Global Business Strategies

What you'll learn to do: evaluate common strategies used to reach global markets

Globalization introduces a number of challenges that are unique to operating simultaneously in different countries and global
markets. What is the best way to enter or take advantage of a global market? When should you adjust a product’s features to
customize it to consumer needs in a different global market? How do you manage the costs and complexities of producing and/or
promoting products in different locations, with different languages, cultural sensitivities, and consumer expectations?

While this next section doesn’t attempt to answer all of these questions, it explains common strategies and approaches used by
multinational corporations to take advantage of global business opportunities.
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9.10: Global Business Strategies

Learning Objectives

o Explain how firms use importing and exporting to reach global markets

o Explain how firms use licensing and franchising to reach global markets

o Explain how firms use foreign direct investments (FDI) to reach global markets

o Explain how firms use joint ventures and foreign strategic alliances to reach global markets

In today’s economy, once a nation or business has developed an advantage—either comparative or absolute—it’s likely to look
beyond its own borders or storefront to seek greater economic opportunity. But how do you enter a global market? It’s certainly not
as simple as loading up your products in a van, driving to the next town, and knocking on doors. Below are some of the common
strategies companies and countries use to get their goods and services into global markets.

Exporting/Importing

Figure 9.10.1: Shipping containers
Exporting is the easiest and most straightforward way to engage with the global market. Exporting is taking goods that were

produced within a company’s home country and shipping them to another country. The party sending the good is called an
exporter. It is impossible to discuss exporting without mentioning its complement, importing.

Importing is the process by which a good is brought into a jurisdiction, especially across a national border, from an external
source. The party bringing in the good is called an importer. Simply put, one country’s exports become another country’s imports.
Examples of U.S. imports are everywhere: Take a look at the labels in your clothes or the contents of your backpack. From our
vantage point, U.S. exports may be a little harder to see, but they exist all the same and are plenty visible in other countries.

According to World’s Top Exports, the following export product groups represent the highest dollar value in American global
shipments during 2018. In parentheses is the percentage share each export category represents in terms of overall U.S. exports:'!!

1. Machinery including computers: US$213.1 billion (12.8% of total exports)
2. Mineral fuels including oil: $189.9 billion (11.4%)
3. Electrical machinery, equipment: $176.1 billion (10.6%)
4. Aircraft, spacecraft: $139.1 billion (8.4%)
5. Vehicles: $130.6 billion (7.8%)
6. Optical, technical, medical apparatus: $89.6 billion (5.4%)
7. Plastics, plastic articles: $66.5 billion (4%)
8. Gems, precious metals: $63.8 billion (3.8%)
9. Pharmaceuticals: $48.4 billion (2.9%)
10. Organic chemicals: $40.2 billion (2.4%)

Advantages and Disadvantages of Exporting and Importing

Since exporting doesn’t require a company to manufacture its products in the target country, the company doesn’t have to invest in
factories, equipment, or other production facilities located halfway around the globe. Most of the costs involved in exporting are
associated with finding a buyer or distributor in the destination market. For these reasons, exporting is considered to be the quickest
and least expensive means to enter the global market. However, there are disadvantages, too.
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Once products arrive in the destination market, the business loses control of them, which can result in products being
misrepresented, copied by other manufacturers, or even sold on a black market. In addition, because the business isn’t active in the
new market, it can’t gain insight into or experience with local consumer preferences and demand. This lack of information can
create uncertainty and potentially cost the company opportunities down the road. As you will learn later in this module, businesses
operating in other countries may find themselves subject to taxes, regulations, and/or restrictions that can substantially affect the
profitability of the entire export venture.

? Practice Question

https://assessments.lumenlearning.co...essments/14302

Outsourcing/Offshoring

Figure 9.10.2: Garment factory, Jiaxing, China

Outsourcing and offshoring are two additional strategies that a business can use in order to take advantage of the global market.
Outsourcingcontracts out a business process to another party and may include either or both foreign and domestic contracting.
You may be familiar with outsourcing if your college has outsourced the bookstore to a national chain such as Barnes & Noble, or
the food services are provided by a company such as Starbucks or Aramark. Although the employees work on your college campus,
they are not college employees. Offshoring, on the other hand, is the actual relocation of a business process from one country to
another—typically it’s an operational process, such as manufacturing, or sometimes a supporting process, such as accounting. In
the case of offshoring, the employees still work for the company that’s offshoring its operations, but instead of working in a facility
within the United States, they are located in a foreign country. In general, outsourcing and offshoring are strategies that companies
use to try to lower their costs.

If a business chooses outsourcing as a way to engage with the global market, it might have a single component part manufactured
in, say, Tibet and then shipped back to Iowa, where the factory workers in Iowa would use the outsourced part in the assembly of
the final product. The business would have a contract with the company making the component part at an agreed-upon price, but it
would not have an employer-employee relationship with the workers in Tibet. On the other hand, if the business wants to take
advantage of offshoring, it would move the entire plant from Iowa to Tibet and hire workers in Tibet who would work directly for
the business.

The following video is an example of how a small business is outsourcing its manufacturing to China. Especially for small start-up
companies, using established manufacturing facilities located outside of the U.S. allows them to enter the global marketplace. Cost,
logistics, finances, and speed are just some of the things that this type of arrangement can bring to businesses looking to take
advantage of the growing global demand for U.S.-branded products.
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Advantages and Disadvantages of Outsourcing and Offshoring

Offshoring and outsourcing are both the subject of ongoing heated public debate—both in the U.S. and in other countries. Those in
favor assert that these strategies benefit both sides of the arrangement: Free trade is enhanced, the destination country gains jobs,
and the origin country gets cheaper goods and services. Some supporters go further and assert that outsourcing and offshoring raise
the gross domestic product (GDP) and increase the total number of jobs domestically, too. This claim is based on the idea that
workers who lose their jobs will move to higher-paying jobs in industries where the origin country has a comparative advantage.

On the other hand, job losses and wage erosion “at home” have sparked opposition to offshoring and outsourcing. Many argue that
the jobs that are shipped overseas are not replaced by better, higher-paying ones. And it’s not just low-skilled workers who are
feeling the pain. Increasingly, critics say, even highly trained workers (such as software engineers) with high-paying jobs are
finding themselves replaced by cheaper workers in India and China. Some firms, while realizing financial gains from lowering their
production costs, are finding that offshoring and outsourcing are very costly in terms of lack of control over product quality,
working conditions, and labor relations. For example, companies like Nike and Apple have come under fire by human rights
organizations and consumers over reports of worker abuse, dangerous working conditions, and ridiculously low wages. It was
recently reported that apparel workers in Bangladesh are sometimes paid as little as $0.21 per hour. We will explore some of the
ethical issues raised by offshoring and outsourcing later in the course in the business ethics module.

Licensing and Franchising

—

Figure 9.10.3:The Star Wars Cookbook

Increasingly, businesses are getting their products and services into global markets via licensing and franchise agreements. Under a
licensing agreement, the licensor agrees to let someone else (the licensee) use the property of the licensor in exchange for a fee.
License agreements usually cover property that is intangible, such as trademarks, images, patents, or production techniques. Since
its debut in the late 1970s, Star Wars remains the most lucrative source of licensing in the entertainment business, generating more
than $42 billion from the sale of licensed merchandise.

A longer-term and more comprehensive way to access the global market is through franchising. Under the terms of a franchise
agreement, a party (franchisee) acquires access to the knowledge, processes, and trademarks of a business (the franchisor) in order
to sell a product or service under the business’s (franchise’s) name. In exchange for the franchise, the franchisee usually pays the
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franchisor both initial and annual fees. McDonald’s, Holiday Inn, Hertz Car Rental, and Dunkin’ Donuts have all expanded into
foreign markets through franchising.

Advantages and Disadvantages of Licensing and Franchising

Licensing and franchising both offer advantages for the involved parties: The licensee and franchisee both gain a competitive
advantage in the market. The licensee/franchisee gets immediate brand recognition and may quickly overtake the competition by
offering a product or service for which there is existing unmet demand. For example, a local sandwich shop may have a hard time
competing when a Subway franchise opens because the brand is so well known. Also, because franchises are usually “turnkey”
operations in which processes, supply chains, training, and products are already in place, the new business can quickly begin
efficient and profitable operations. For the franchisor, this arrangement enables them to gain inexpensive access to a new market,
since the initial cost of the franchise is borne by the franchisee. Under a licensing agreement, all of the costs of production, sales,
and distribution are the responsibility of the licensee. If financial capital is scarce, both approaches allow companies to have a
global presence without heavy investments.

These methods do contain some risks and disadvantages, however. They are typically the least profitable way of entering a foreign
market, since the profits go to the franchisee or licensee. Although the licensor or franchisor receives up-front money and/or a
small percentage of future sales, the majority of the revenue remains in the destination country with the licensee or franchisee.
Franchising entails a long-term commitment on the part of the franchisor to provide ongoing support in the form of training,
logistics, product development, and brand marketing. Once a business begins to establish a global franchise presence, the pressure
to maintain brand integrity and fiscal responsibility becomes more intense as the failure of the franchise now has global
consequences. For companies selling licensing rights there is a risk that their intellectual property may be misrepresented or used in
a manner that could tarnish the brand’s image. Also, once a license to use an image or other intellectual property has been granted
to a company in another country, the probability that knock-off products will enter the market goes up. For both franchisors and
licensors, maintaining quality standards on a global scale is a massive undertaking, and for this reason many companies are
choosing to exert a higher degree of control over their products, brands, and intellectual property than they have in the past.

? Practice Question

https://assessments.lumenlearning.co...essments/14303

Foreign Direct Investment (FDI)

Figure 9.10.4: BMW US Manufacturing Company, South Carolina

Of all of the ways that a business can reach the global market, the most intensive approach is through foreign direct investment or
FDI. Foreign direct investment is an investment in the form of a controlling ownership in a business enterprise in one country by
an entity based in another country. FDI can take one of two forms: Greenfield ventures or mergers/acquisitions.

In a Greenfield venture, the company enters a foreign market and establishes a new subsidiary as a start-up business. A good
example of this is the BMW US Manufacturing Company, a vehicle-assembly facility located in Greer, South Carolina, that is part
of the BMW Group. Although it’s BMW’s only assembly plant in the United States, it represents a direct investment inside the
United States by the German manufacturer, and it’s one of the most successful Greenfield ventures in the U.S.

Businesses that are not ready to take on the challenge of establishing a new facility or subsidiary in a foreign country will usually
choose either a merger or acquisition as a means of expanding their global reach. Mergers and acquisitions represent the vast
majority of FDI and range from 50 percent to 80 percent of all FDI in some industries. According to Forbes,

U.S. companies completed 116 emerging market acquisitions in the first half of 2013, up from 110 in the second half of 2012. . ..
The most popular geographic targets for U.S. companies in the first half of 2013 were Brazil (25 deals), India (18 deals), South
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American countries excluding Brazil (15), South and East Asia (15), and Central America and Caribbean (14).[!

Mergers and acquisitions aren’t just carried out by U.S. companies, either—it’s an incredibly pervasive global business strategy,
and ownership of many well-known products and brands has long been separated from the country of origin. For example, the
Chinese just bought Smithfield Foods, Stolichnaya (“Stoli”) Russian vodka is actually owned by a company in the United
Kingdom, Anheuser-Busch is owned by Belgian-Brazilian conglomerate InBev, and 7-Eleven is owned by the Japanese.[3]

Advantages and Disadvantages of FDI

Because the level of commitment and investment associated with FDI is so high, companies expend a great deal of time and effort
scrutinizing potential opportunities. With Greenfield ventures, the amount of time it takes to build a presence in the foreign country
is substantial. If a business is not already established in other global locations and lacks experience with FDI, it may be in for a
series of unpleasant surprises in the form of regulations, licensing, taxes, and other “red tape”—much of which we will look at later
in this module.

On the other hand, mergers and acquisitions are faster to execute than Greenfield ventures, and by merging with or acquiring an
existing foreign company already in the market, outside companies can quickly take advantage of that presence. Another benefit is
that a merger or acquisition involves the purchase of assets such as property, plants, and equipment that are already producing a
product with a known revenue stream. The key to a successful merger or acquisition is paying the right price for the company,
because, no matter how successful the business was before it was acquired (or merged), overpaying can turn a formerly profitable
operation into a money pit.

? Practice Question

https://assessments.lumenlearning.co...essments/14304

Joint Ventures/Strategic Alliances

L'

- -

Figure 9.10.5: Honey Nut Cheerios

There are times when businesses have opportunities within the global market that are better undertaken with a partner. Sometimes
these projects are extremely large and capital-intensive or are so comprehensive that it makes sense to include multiple businesses
or even governments. These large-scale, global projects usually take one of two forms: strategic alliances or joint ventures.

A joint venture establishes a new business that is jointly owned by two or more otherwise independent businesses. The most
common joint ventures involve two companies that are equal partners in the new firm, investing money and resources while sharing
control of the newly formed firm. Often, the foreign partner provides expertise on the new market, business connections and
networks, and access to other in-country aspects of business such as real estate and regulatory compliance. For example, in 2015
Fiat Chrysler entered into a joint venture with Tata Motors of India to expand the production of Jeeps in India. The company
created in this joint venture is Fiat India Automobiles Private Limited.

Joint ventures require a greater commitment from firms than other global strategies, because they are riskier and less flexible. Joint
ventures may afford tax advantages in many countries, particularly where foreign-owned businesses are taxed at higher rates than
locally owned businesses. Some countries require all business ventures to be at least partially owned by domestic business partners.

A less permanent, but equally effective way to enter the global market is through a strategic alliance. A strategic alliance is
formed between two or more corporations, each based in their home country, for a specified period of time. Unlike a joint venture,
a new company is not formed. Generally, strategic alliances are pursued when businesses find that they have gained all they can
from exporting and want to expand into a new geographic market or a related business. This approach can be particularly useful
when a government prohibits imports in order to protect domestic industry. The cost of a strategic alliance is usually shared
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equitably among the corporations involved, and it’s generally the least expensive way for all concerned to form a partnership. An
example of this is the alliance between General Mills and Nestlé: Honey Nut Cheerios are manufactured in bulk by General Mills
in the United States and then shipped to Nestlé Europe, where they are packaged and shipped to France, Spain, and Portugal.

Advantages and Disadvantages of Joint Ventures and Strategic Alliances

The greatest advantage of joint ventures and strategic alliances is the knowledge and experience of the market offered by the local
partner—on everything from consumer preferences to cultural differences, language, and political/economic systems. Another
advantage is that the risk of entering the market with a new product is shared by more than one firm, thereby reducing each
company’s exposure to potential losses.

However, these types of partnerships also have their drawbacks. When companies share their technology and industry know-how,
they run the risk that the partner firm will take that technology or innovation and use it to become a competitor in the future. This
was a primary concern when Boeing collaborated with Mitsubishi (it was ultimately resolved in the legal details of the partnership
agreement, which both companies signed). Conflicts over control of these partnerships can also arise if the owners of the partner
firms do not agree on key business decisions.

? Practice Question

https://assessments.lumenlearning.co...essments/14305
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9.11: Introduction to Global Trade Forces

What you'll learn to do: identify and describe forces that affect global trade

In this section you’ll learn about the range of forces that affect global trade. These forces include everything from culture and
politics to the natural environment.
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9.12: Sociocultural Differences

&b Learning Objectives

e Describe the impact of sociocultural forces on global trade

Culture refers to the influence of religious, family, educational, and social systems on people, how they live their lives, and the
choices they make. Business always exists in an environment shaped by culture. Organizations that intend to sell products and
services in different countries must be sensitive to the cultural factors at work in their target markets. Even cultural differences
between different countries—or between different regions in the same country—can seem small, but businesses that ignore them
risk failure in their ventures.

Culture is complex, and fully appreciating its influence takes significant time, effort, and expertise. Certain features of a culture can
create an illusion of similarity, but businesses need to delve deeply to make sure they truly understand the people and environments
in which they work. Even a common language does not guarantee similarity of interpretation. For example, in the U.S. we purchase
“cans” of various grocery products, but the British purchase “tins.” In India, where English is one of a number of officially
recognized languages, “matrimonial” is used as a noun in casual conversation, referring to personal ads in newspapers seeking
marriage partners.

Several dimensions of culture that require particular attention from global businesses are listed below.

Language

The importance of language differences can’t be overemphasized, and there are nearly three thousand languages in the world.
Language differences can be a challenge for businesses designing international marketing campaigns, product labels, brand and
product names, tag lines, and so on. Finding a single brand name that works universally in terms of pronunciation, meaning, and
“ownability” is a monumental challenge. Of course, correct and grammatical use of language in business communication is
essential for a product, brand, or company to be viewed as credible, trustworthy, and of high quality.

The language issue becomes more complicated when a country has more than one officially recognized language. To illustrate, in
Canada, national law requires that labels include both English and French. In India and China, more than two hundred different
dialects are spoken. India has more than twenty officially recognized languages. Mainland China’s official spoken language is
Standard Chinese, and several autonomous regions have designated other additional official languages. Meanwhile in Hong Kong
and Macau, Cantonese Chinese, English, and Portuguese are the official languages. Clearly language can quickly become a very
challenging issue for businesses!

Finally, businesses should be attuned to what they communicate when they choose which languages to use—or not use. In Eastern
Europe, for example, the long history of Soviet occupation during the Cold War has left many inhabitants with a negative
perception of the Russian language. Products that carry Russian labeling may suffer accordingly.

Customs and Taboos

All cultures have their own unique sets of customs and taboos. It’s important for businesses to learn about these customs and taboos
so they’ll know what is acceptable and unacceptable for their foreign operations. For example, in Japan, the number four is
considered unlucky, and product packages containing four items are avoided by many consumers. In Middle Eastern countries
where Islamic law is strictly observed, images displaying the uncovered arms or legs of the female body are considered offensive.
Meanwhile in Egypt, where many women wear the headscarf or hijab in public, an increasing number of younger women are in
work and educational settings where gender segregation does not exist. Businesses struggle with whether to portray women with or
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without the hijab, knowing that they risk offending some of their target audience with either choice. Businesses should seek
guidance from native experts familiar with local culture and customers.

Values

The role of values in society is to dictate what is acceptable or unacceptable. Values are part of the societal fabric of a culture, and
they can also be expressed individually, arising from the influence of family, education, moral, and religious beliefs. Values are also
learned through experiences. As a result, values can influence consumer perceptions and purchasing behavior. For example,
consumers in some countries, such as the United States, tend to be individualistic and make many purchasing decisions based on
their own personal preferences. In other countries, such as Japan, the well-being of the group is more highly valued, and buying
decisions are more influenced by the well-being of the group, such as the family. Based on these differences in values, it is not
surprising that ads featuring individuals tend to do better in countries where individualism is an important value, and ads featuring
groups do better in countries where the group’s well-being is a higher value.

Time and Punctuality

Different cultures have different sensitivities around time and punctuality. In some countries, being slightly late to a meeting is
acceptable, whereas in other countries it’s very insulting. For cultures that highly value punctuality, being on time is a sign of good
planning, organization, and respect. In cultures where precise punctuality is less important, there is often a greater emphasis on
relationships. The fact that a meeting happens is more important than when it happens.

While there are cultural stereotypes about time management (such as the laid-back “island time” many residents of island nations
refer to), the best rule of thumb in business is to be punctual and meet deadlines as promised. You will not insult people by
following this rule. Also, it’s wise not to apply popular stereotypes to individual people for whom the cultural stereotype may or
may not be true. You should let a person’s behavior speak for itself, and always treat others with the same level of courtesy you
would expect from them.

Business Norms

Business norms vary from one country to the next and may present challenges to foreigners not used to operating according to the
particular norms of the host country. In business meetings in Japan, for example, it’s expected that the most senior person
representing an organization will lead the discussion, and more junior-level colleagues may not speak at all. The role of alcohol in
business meetings varies widely by culture: In Middle Eastern cultures where alcohol is forbidden, it may be insulting to serve or
even offer an alcoholic beverage. In China, many rounds of toasts are customary as part of formal dinner meetings.

Likewise, business norms around greetings and physical contact also vary. American-style handshakes have become accepted as a
business norm in many cultures, but this custom is not universal. In Japan and some other Asian cultures, a respectful bow is the
traditional business greeting, although the handshake is becoming more common. In Islamic cultures, contact between men and
women is a sensitive issue, even in business settings. In those regions and cultures, it’s best to shake hands with a woman only if
she extends her hand first. Similarly, Western women may avoid causing embarrassment by shaking hands only if a hand is
extended to her. In India, the namaste (a slight bow with hands brought together on the chest) remains a respectful, if traditional,
business greeting particularly when interacting with women and older people.

Always seek guidance from a trusted colleague or friend who has experience in the local customs and can offer coaching on proper
etiquette.

Religious Beliefs and Celebrations

As discussed earlier in this module, religious beliefs and practice can strongly influence what consumers buy (or don’t buy), when
and where they shop, and how they conduct business. It’s important for companies to understand the influence of religion on
consumer culture in the markets where they operate, so that their business activities can be appropriately sensitive. Failing to
respect religious beliefs or cultures can seriously undermine the reputation of a company or brand. At the same time, businesses
that are attuned to the impact of religion on culture can more easily integrate their operations and employees into the local culture.

For example, all the major world religions observe holidays that include feasting and gift giving. These festival seasons tend to be
prime shopping seasons as well. Holidays originating from the prominent religion of a country or region create sensitivities about
certain products: in the Hindu religion, cows are considered sacred and people refrain from eating beef. Observant Jews and
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Muslims consider pork unclean, and they consume only kosher or halal meats, respectively. Many religions eschew alcohol: for
example, devout Sikhs, Muslims, Mormons, Buddhists, and conservative Southern Baptists all refrain from drinking.

Religious beliefs may cause sensitivities around revealing images or sexually suggestive material. Religious beliefs associated with
the symbolism of different colors may create either preferences for or rejection of certain products. The link between religious
practice and gender roles may affect which members of the family influence which types of buying decisions. It is important,
however, for businesses not to oversimplify how decision making happens in these settings. Even if a woman, for example, is not
the primary buyer, she may exercise strong influence of many consumer decisions. Here, as in other areas of cultural impact, is it
crucial for businesses to educate themselves about the people and cultures they are targeting for business in order to use cultural
knowledge to their advantage.

? Practice Question
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9.13: Political and Economic Differences

4b Learning Objectives

o Describe the impact of political and economic forces on global trade

The political economy of a country refers to its political and economic systems, together. The political system includes the set of
formal and informal legal institutions and structures that comprise the government or state and its sovereignty over a territory or
people.

As you know, political systems can differ in the way they view the role of government and the rights of citizens (compare, for
example, the market economy of Canada with the command economy of North Korea). The economic system refers to the way in
which a country organizes its economy: most are command, market, or mixed economies.

The nature of a country’s political economy plays a big role in whether it is attractive to foreign business and entrepreneurship.
Historically, there has been a direct relationship between the degree of economic freedom in a country and its economic growth—
the more freedom, the more growth, and vice versa. For decades, the Chinese government maintained an ironclad grip on all
business enterprise, which effectively prevented foreign businesses from fully engaging with the Chinese market. That climate has
tempered, however, and now the political economy of China is much more open to foreign investment, though it is still not as open

as Europe or the U.S.

Businesses seeking global opportunities must consider other economic factors beyond a country’s political economy. For one thing,
they will want to target the markets and countries where people have the highest incomes and the most disposable income. The
world map below shows just how much variation there is in the gross national income (GNI) per person among the nations of the
world.

Countries by GNI (nominal,
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If you want more information about GNI per country, you can download the World bank dataset of 2016 GNI (atlas method) by
country or you can visit the World Bank website to browse datasets including GNI.

However, often those markets are not where new opportunities exist, so businesses have to pursue what economists refer to as
“emerging markets.” The four largest emerging and developing economies are the BRIC countries (Brazil, Russia, India, and
China). One means of measuring a country’s level of economic development is by its purchasing power parity (PPP), which
enables economists to compare countries with very different standards of living. The PPP for a given country is determined by
adjusting up or down as compared to the cost of living in the United States.

Figure 9.13.1: India has the world’s second-largest mobile-phone user base: 996.66 million users
as of September 2015. Shown here is a rooftop mobile phone tower in Bangalore.

However, there is often more to a country’s economic story than its PPP or GNI. Consider India: As an emerging market, India is
attracting significant attention from businesses all around the globe. It has the second-fastest-growing automotive industry in the
world. According to a 2011 report, India’s GDP at purchasing power parity could overtake that of the United States by 2045.
During the next four decades, Indian GDP is expected to grow at an annualized average of 8 percent, making it potentially the
world’s fastest-growing major economy until 2050. The report highlights key growth factors: a young and rapidly growing
working-age population; growth in the manufacturing sector because of rising education and engineering skill levels; and sustained
growth of the consumer market driven by a rapidly growing middle class.

At the same time, surveys continue to emphasize the chasm between two contrasting pictures of India—on one side, an urban India,
which boasts of large-scale space and nuclear programs, billionaires, and information technology expertise, and a rural India on the
other, in which 92 million households (51 percent) earn their living by manual labor. In 2014, a report by the Indian Government
Planning Commission estimated that 363 million Indians, or 29.5 percent of the total population, were living below the poverty
line.

Another aspect of a country’s political economy is the stability of its current government. Business activity tends to grow and thrive
when a country is politically stable. When a country is politically unstable, multinational firms can still conduct business profitably,
but there are higher risks and often higher costs associated with business operations. Political instability makes a country less
attractive from a business investment perspective, so foreign and domestic companies doing business there must often pay higher
insurance rates, higher interest rates on business loans, and higher costs to protect the security of their employees and operations.
Alternatively, in countries with stable political environments, the market and consumer behavior are more predictable, and
organizations can rely on governments to enforce the rule of law.

As you can see, the desirability of a country as a potential market or investment site depends on a host of complex, interrelated
factors.

Exchange Rates

To further complicate matters, conducting business globally involves the uncertainty of exchange rates. An exchange rate is the
value of one country’s currency relative to the value of another country’s currency. For example, the exchange rate for the U.S.
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dollar relative to the Japanese yen has ranged from 1:105 to 1:115 in the last year. At a current exchange rate of $1 to ¥111.81, the
United States dollar (US$) could be exchanged for 111.81 Japanese yen (JPY, ¥) and, vice versa, ¥111.81 could be exchanged for
US$1.

Currency exchange rates have been based on a variety of mechanisms over time, including fixed, floating and managed floating
systems. For example, the United States used to fix the value of the dollar relative to gold, a practice known as the “gold standard”.
The International Monetary Fund classifies exchange rate mechanisms based on the role of a country’s Central Bank and/or
government in managing exchange rates. The two extremes are a market-based or floating system, in which exchange rates are
“largely set by market forces” and a fixed system, in which the official rate is set by a country’s authorities. A third category
includes all other mechanisms that are used to maintain a stable currency value relative to another currency or a composite of
currencies.[]

Most industrialized nations now use a floating currency exchange system managed by a Central Bank. In the United States, the
Federal Reserve System is the Central Bank. The Fed, as it’s known, is charged with regulating money policy, including the money
supply and interest rates and, by extension, the value of the country’s currency. Thus, the relative value of a currency is largely
determined by supply and demand, including Central bank or government action, investment and trade. For example, higher
interest rates will increase demand and therefore the value of a given country’s currency. Similarly, if investment opportunities are
perceived to be relatively better in a country, the desire to invest will increase demand for the currency and the currency’s relative
value.

The video below will provide a complete picture of exchange rates and how they impact trade:

You can

As the video noted: “Trade between countries depends on the demand for a country’s goods and services, political stability and
interest rates. But one of the most important factors is exchange rates.” Exchange rates are a key risk factor for multi-national and
global businesses and, as The Trump Administration’s “America First” trade policy has illustrated, for national businesses with
global supply chains. If the U.S. dollar appreciates or increases in value relative to other currencies, national consumers may
benefit (at least initially) because imports and international travel is relatively cheaper. However, a stronger dollar makes exports
more expensive, reducing export revenue and, potentially, resulting in a loss of jobs in related businesses or industries.

Clearly, exchange rate fluctuations can change the underlying fundamentals of a business investment or trade agreement. An
unfavorable change in the exchange rate can increase the cost of resources, including labor, raw materials and intermediate goods,
and the relative value of a finished product or completed service. Relatively stable exchange rates provide an economic
environment that decreases the risk inherent in working across borders and political economic systems and gives businesses the
confidence to make investment and expansion decisions and, therefore, to contribute to economic growth and prosperity.

? PRactice Question
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