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What is economic freedom®?

' 1‘-‘-.-‘: .

8. Economic freedom means you can engage in voluntary mransam o
interterence or restricrions from government or other..

9. With private property rights and economic freedom ratioss pron e
standards of living improve, and human development mcreases.

-

What are opportunity costs?

10. Economics is the study of how people choose to allocate scarce resouraes
satisfy their unlimited wants. | |

11. Scarcity is universal; it applies to anything people would like more of than
is available at a zero price. Because of scarcity, choices must be made.

12. Opportunity costs are the forgone opportunities of the next best alternative.
Choice means both gaining something and giving up something,

13. When you choose one option, you forgo all others. The benefits of the next

best alternative are the opportunity costs of your choice.

[
3 W,

What are gains from trade?

14. Comparative advantage is when one person or nation can carry out an

activity at less cost than another person or nation. |
15. Gains from trade occur when traders specialize according to comparative

advantage and trade. The quantity each trader gets above what each could

do alone is the gains from trade.

EXERCISES

1. Use economics to explain why diamonds are more
expensive than water when water is necessary for
survival and diamonds are not.

7 Use economics to explain why people leave tips 1n
the following two cases: (a) at a restaurant they visit
often; (b) ar a restaurant they visit only once.

3 Use economics to explain why people contribute to

charities.
4. In presidennial campaigns, candidates always seem

to make more promises than they can fulfill: more

3.

and better health care; a better environment; only
minor reductions in defense; better education; better
roads, bridges, sewer systems, and water systems;
and so on. What economic concept is ignored by the
candidates?

What does the old saying “There is no such thing as
a free lunch” mean? If someone invites you to a

lunch and offers to pay for it, is it free for you?

STUDY GUIDE FOR CHAPTER 1
Key Term Match

Match each term with its correct definition by placing
the appropriate letter next to the corresponding number.

A. Private property rights  G. labor

3. Land, labor and capital are categories
of _ .

4. products such as machinery and equipment
that are used in production

B. scarcity H. capital 5. everyone can not get everything they want
ity COStS I. comparative advantage 1 .
C. opportunity P — 5 . 6. the ability to produce a good or service at a
D. tradeoffs J. SP'_‘3‘3la Ization lower opportunity cost than it would cost
E. resources K. gains from trade someone else to produce it
L. economic freedom
F. land — 7. all natural resources, such as minerals, timber,

1. the amount that trading partners benefit
beyond the sum of what each could have pro-

duced without the trade

2. the physical and intellectual services of people,
including the training, education, and abilities
of the individuals in a society

and water, as well as the land itself

8. the highest-valued alternative that must be
forgone when a choice is made

9. Occurs if economic units produce the goods
and services for which they have the lowest
opportunity cost, and trade for other items
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EXERCISES

1. Hlustrate each of the following events using a

2 « MARKETS AND THE Mok & s of

16. A price that is lower than equilibrium means that huyee.o
3 ) B2 f . R
able to buy more than sellers are willing and ablc to supet 0

sellers to raise the price.

17. Together, demand and supply determine the cquilibrinz, oo

What causes price to change?

18. A price that is above equilibrium creates a surplus, which lead oo lov

b B

19. A price that is below equilibrium creates a shortage, which fcads v e

price.

20. A change in demand or a change in supply (a shift of either curve) will
cause the equilibrium price and quantity to change.

U g i i et g R gt s, S T e

demand and supply diagram for bananas.
a. Reports surface that imported bananas are
infected with a deadly virus.

. Consumers’ incomes drop.

The price of bananas rises.

. The price of oranges falls.

Consumers expect the price of bananas to

decrease in the future.

. Answer true or false, and if the statement is false,

change it to make it true. Illustrate your answers on

a demand and supply graph.

a. An increase in demand is represented by a move-
ment up the demand curve.

b. An increase in supply is represented by a move-
ment up the supply curve.

c. An increase in demand without any changes in
supply will cause the price to rise.

d. An increase in supply without any changes in
demand will cause the price to rise.

. Using the following schedule, define the equilibrium

price and quantity. Plot the demand and supply

curves and show the equilibrium price and quantity.

o Byt P

Quantity Quantity
Price Demanded Sl._l_pplig_d o

$1 500 100
2 400 120

3 350 150

4 320 200

5 300 300

6 275 410

7 260 500

8 230 650

9 200 800
10 150 975

4.

10,

A severe drought in California has resulted in a
nearly 30 percent reduction in the quantity of
citrus grown and produced there. Explain what
effect this event might have on the Florida citrus
market.

. The prices of the Ralph Lauren Polo line of

clothing are considerably higher than comparable
quality lines. Yet it sells more than a JCPenney
brand line of clothing. Does this violate the law of
demand?

. In December, the price of Christmas trees rises, and

the quantity of trees sold rises. Is this a violation of
the law of demand?

. Evaluate the following statement: “The demand

for U.S. oranges has increased because the

quantity of U.S. oranges demanded in Japan has
risen.”

. The federal government requires that all foods dis-

play information about fat content and other ingre-
dients on food packages. The displays have to be

verified by independent laboratories. The price of an
evaluation of a food product could run as much as

$20,000. What impact do you think this law will
have on the market for meat?

. Draw a downward-sloping demand curve and an

upward-sloping supply curve for orange juice. Show

what happens in each of the following cases:

a. A freeze in Florida kills 30 percent of the
oranges.

b. A technological breakthrough has enabled Idaho
to grow oranges.

c. The supply of oranges from Mexico has been
banned. The Mexican oranges accounted for

about 15 percent of the market.
Explain what it means when the supply of television
sets rises. Explain what it means when the quantity
supplied of television sets rises. Explain how the

price of television sets could rise, and yet the supply
of television sets not change.

i er e Dl L e LT -l il
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do take reservations, there is a month-long wait for

a Saturday evening, three weeks for a Friday even-
'ng, two weeks for Tuesday through Thursday, and

or Monday evening.

7.Using demand and supply, illustrose o0 o5
quota imposed by the Canadian gove, nner
wheat. Show the U.S. wheat marker an + -
dian wheat market.

8. Using demand and supply, illustrate the eftecis of -
ban on the use of steroids on the market for steroids,.

It people go to baseball games to see home runs,
what will the ban do to the baseball market?

STUDY GUIDE FOR CHAPTER 3 S T
Key Term Match

Match each term with its correct definition by placing
the appropriate letter next to the corresponding number.

i,

6. ch an example of a compensating wage differential
i your community. What does it mean?

[_] a. shortage; increase; increase
(] b. surplus; decrease; increase
[ ]c. shortage; increase; decrease
i (] d. surplus; decrease: decrease
A. compensating wage E. tariff ® ’

differential F. quots _] e. surplus; increase; decrease
B. subsidy G. ban 3. The change in tastes away from low-fat meals
: o ' initially resulted in a(n)
C. price celil MAMERALY ,
D J e f] s [Ja. decrease in the demand for low-fat meals.
- Price noor [ b. increase in the supply of low-fat meals.
1. a situation in which the price is not allowed to [Jc. increase in the quantity supplied of low-fat
rise above a certain level meals.
_ | _1d. decrease in the quantity supplied of low-fat
2. wage differences that make up for the higher meals.
risk or poorer working conditions of one job _Je. increase in the supply of low-carb foods.
over another 1_ | |
| 4. Which of the following statements is false?
—— 3. a tax on exports or imports [ ] a. The demand for labor slopes down.
— 4. payments made by government to encourage b. The supply of labor slopes up.
the production or purchase of a good []c. Youlilger workers earn higher wages than older
workers.
S, a situation in which the price is not allowed to [

d. Riskier jobs pay more than less risky jobs.

decrease below a certain level e. Males earn more than females.

____ 6. A limit on the amount of a good that may be S. Which statement is true?

imported [ ]a. The supply of workers in a less risky occupa-
7. a situation where buying or selling something is tion 1S less th?“ the supply of workers in a
— ool risky occupation.
teed []b. The supply of workers in a less risky occupa-
tion is greater than the supply of workers in a
Quick-Check Quiz

risky occupation.
[J¢c. Firms will employ more people or hire people
to work more hours as the wage rate increases.
[]d. Equilibrium-compensating wage differentials

1. What would happen in the market for rental housing
in New York City if rent controls were abolished?
] a. The demand for rental housing would

decrease. attract more workers from the less risky
[1b. The supply of rental housing would increase occupations to the risky ones.
[J c. Neither the demand nor the supply of rental [Je. The lower the hourly wage, the more hours

housing would change, but the market price

that people are willing and able to work.
and quantity would rise.

T OET—— 6. Which of the following caused the demand for
[] d. The demand for rental O?Tengtal housing health care to increase in recent years? .
dccrﬁsﬁr but the supply o []a. The percentage of elderly in the population is
would mcrease. . - greater than before.
[le. ghetiemand;f); fr::éilhhifglggtiﬂﬁi i;:;:::; [1b. The cost of medical care has increased.
ut the supp

[]c. Government programs enable many people to
' In ' ithout having to pay for it.
n demand results ina get medical care wit
: ?asziz;iite lequilibrium price to [Jd. All of the above caused the demand for health

libri | - ' e in recent years.
and the equilibrium quantity ©0 ————————- care to Increase | y
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enior CILIZENS often obt:

. , PECIa]
EXERC'SES 5. Explaln WZ);I:S
' x€r- : 1SCO ' o g
L. Use the table below to complete the fclllﬂ‘:’-’ilnﬂ :he price dl]:e following data, calculate to Verag,
cise. Plot the price and quantity data. Indicate ns to 6. Using ! inal revenues |
prive elastiony value at each price. What happe d and marg Quantity Sold
the elasticity value as you move down the deman _______E':!“ B _— ddnadil
curve? $100
% Change in Quantity % Change In 90 250
________Pﬁt. Prlc_t Dlmlrjdid Quatlll:ity N 50 300
10 100 80 220 o5 400
15 66 60 225 - 450
20 43 40 233 500
40
25 25 20 250
30 550
30 20 0 2100 =i
[ 20 e !
2. Below the demand curve plotted in exercise 1, plot
the total-revenue curve, measuring total revenue on 7 In recent years, U.S. car manufaCtl?rers have chargeg
the vertical axis and quantity on the horizontal axis. lower car prices in western states in an effort

3. What would a 10 percent increase in the price of
movie tickets mean for the revenue of a movie the-
ater if the price elasticity of demand was, in turn,
~0.1, -0.5, -1.0, and -35.0?

4. Suppose the price elasticity of demand for movies by
teenagers 1s —0.2 and that by adults is ~2.0. What

policy would the movie theater implement to
increase total revenue?

offset the competition by the Japanese cars. Th;s
two-tier pricing scheme has upset many car dealer,
in the eastern states. Many have called it discrim;.
natory and illegal. Can you provide another exply.
nation for the two-tier pricing scheme?

STUDY GUIDE FOR CHAPTER 4

Key Term Match

Match each term with its correct definition by placing
the appropriate letter next to the corresponding number.

—— 8. different prices charged to different customers

—— 9. nfinite price elasticity

A. total revenue F. Unit-elastic demand — 10. tl?e'PEfcemage Change In quantity demjanded
B svesape severss LR Y divided by the percentage change in price
C. marginal revenue (MR) G. inelastic Quick-Check Quij
D. price elasticity of H. perfectly elastic demand 1 l_'"z

demand I perfectly inelastic + One day while you are in a shopping mall, someont
E. elastic demand comes up to :

J. price discrimination + what s the firm thar is paying someone [0

I. incremental revenue, change in tora] revenue abou?

divided by change in quantity [Ja. its supply
—— 2. percentage change in price smaller than E 0 its demand
percentage change in quantity 5 z gls Production cogts
e B prior mlsiplied by qointity sold Oe ¢ Quality of jrg management

- €. 1tS negatjye revenue
4. percentage change in price greater than

percentage change in quantity demﬂnded 1earning about demand for @

—— 3. zero price elasticity making the only be used by a firm t_hat has bece?

Product foy ' 2
— 6. price elasticity equal to -1 [Ja, Shoppin | a period of time:
b, ¢t el e & mall suryeys
~1nN} . ne g
—— 7. per-unit revenue, total revenye divided by (e, the Firms urveys
quanhity L]d. doing , t “ctual experience
e
e, Using fUCuzt :I'Ial IN One or two cities



ris€ [nitially, @S quantity rises |

. . i
cOStS ‘ osts rise more iy 5e
ntity Tisess total v [1SES, toml.c. o © Tapyg
3. As qua lly. as quantity *= = 1) initially as outp Cased ), ¥
slowly. Eventualh erage rotal cOStS ut
v
s means that 2
ThiS Ty rise hing marginal returns, Whee ey
eventually T . law of diminis Ing - re combined wiith e
4. According t0 W00 riable resoU™™® U nitially rise b eyep
equal amount . the additional outpt "al)
ther resource, . |
maE tal-cost curves is due i Jay »
decline. qverage-to
5. The U shape of short=rtt
Lo marginal returh fit. The difference ot en gyl
diminishing .+~ make a pro s, o

| d the input cOStS (including the oppe~ ity Costs)
ut, an
the value of outpub,

called economic profit.

. ?
s economic profit: it |
What is ec tunity costs. Profit is total reyep,,,

ists take 1nto acc
’ Fcon?lnlzsm . cluding the return to OWNELS necessary to keep them frop,
€SS d

vesting elsewhere. _ : . |
8 KII;imalgaccounting profit 1s a Zero economic proﬁt. Positive economic

fi+ occurs when revenue 1S greater than all opportunity costs. Negatiye
Ezgnonﬁc profit occurs when revenuc is less than total opportunity cogs.

Why is profit maximized when MR = MC?

9. Profit is maximized at the output level at which total revenue exceeds top]
costs by the greatest amount, at the point at which MR = MC,

10. The supply rule for all firms is to supply the quantity at which the: firm's
marginal revenue and marginal costs are equal and to charge a price given

by the demand curve at that quantity.

EXERCISES

1. Use the table below and find average total costs and
marginal costs.

Output  Costs ATC MC

0 $100 S $ "

1 175 . 5

2 225 S

3 255 Q

4 300 ?E

400

: —_— = 8

A

2. Use the completed table for exercises a and b.
a. Plot each of the cost curves,
b. At what quantity of output do marginal costs
equal average total costs?
3. Describe the relation between marginal and 3
total costs. |
4. In the following figure, if the firm has average total
costs ATC,, which rectangle measures toty] profit>
If the firm has average costs ATC,, what is tota]
profit?

verage

M X I
l
l
t
!

|
!
|
I

>

-—_1--.“_____

MR

Qucnﬁly (number of DDs)/ time period
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5. Using the tollowing demand schedule, compute

: 8. Explain why a firtn wilt he uin e
marginal and average revenue: -

economic profit 1 the lonp ror o0
Price 3100 $95 $88 $80 $70 $55 $40 $27 freely enter and COl*'npt’tt'-'ﬂu“;Ih the s
W ] Explain-why that firm will not carn mes e
- - : economic profit in the long run.
6. Suppose the marginal costs of producing the good in 9. Can accounting profit be posiuve it cconomic probt

1s negative? Can accounting profit be pegative and
economic profit positive? Explain.

10. Use the following information to calculate account-
ing profit and economic profit:

exercise 5 is a constant $10 per unit of output. What
quantity of output will the firm sell?
7. What follows is some accounting information for

each of the firms shown. Can you tell which firm is
the most successful? Explain.

Sales $100

Liz Circuit Employee expenses 40

___ Boeing Goodyear Claiborne _ City Inventory expenses 20

Sales $5,601 $423 $622 $1,767 Value of owner’s labor in any other 40
Profits iZSi o $26.;9 $56.2 $31.6 enterprise

e e e e e

STUDY GUIDE FOR CHAPTER 5

Key Term Match

Match each term with its correct definition by placing
the appropriate letter next to the corresponding number.

a variable resource with a fixed amount of
another resource

—__ 11. a period of time in which everything can be

A. average total costs G. zero economic profit changed

(ATC) H. positive economic 12, A situation 1in which total revenue is less than
B. marginal costs (MC) profit all opportunity costs.
C. short run [. negative economic

rofit : .
D. long run | P | orofit Quick-Check Quiz
. normal profi . -

o L c{f dll mdishing K. fixed costs 1. According to the law of diminishing marginal

marginal r cturmns p— l returns, as successive units of a variable resource
F. economic protit L. variable costs are added to some fixed resources, the additional

output will

[ ] a. initially rise but will eventually decline.
[ ] b. initially decline but will eventually rise.
[1c. continually rise.

[] d. continually decline.

[ ]e. remain constant.

1. revenue larger than all costs

2. costs that have to be paid even when produc-
tion 1S z€ro

3. per-unit cost; total cost divided by the total

output . . . .
2. The primary objective of business firms is to

(] a. sell as much as possible.

[1b. keep their total costs to the minimum.
[[]c. keep their marginal costs to the minimum.
[ 1d. maximize profit.

[ ]e. pay their employees more than other workers
earn.

____ 4. revenue less all costs
5 the additional cost of producing one more unit
of output

___ 6. a period of time short enough so that the
quantities of at least one of the resources

cannot be varied

7. profit that occurs when total revenue 1s greater

3. A firm is getting normal profit when
[]a. revenue just pays all opportunity costs.

w3

—_ 10. declining marginal

than total opportunity COSts

8. profit that occurs when total revenue equals
total opportunity COStS

9 costs that change relative to output

uted to combining equal

[]b. it has a zero economic profit.

[J c. revenue just pays the cost of all resources
except capital.

(1d. all of the above are true.

[Je. only a and b are true.
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EXERCISES

18. In an industry or business
produce more cheapl
can sell at a price tha

¢ is lower than W

that has economies of scale, the i irm
han the smaller firms. As a resqlh h RET fy -
¥ A hat the smaller firms . ms

L. Using a single industry, contrast and compare per-

N

tect competition and monopoly. For instance, using
the coffee shop example, explain how its behavior
might differ if it had many rivals who would and
could copy whatever it does, or if it had no rivals.

- Which would you think best characterizes the fol-

lowing businesses—a commodity market, a market

with differentiation, or a monopoly?
. atrlines

a
b. fast food
. computer chips
d. corn

e. diamonds

- A monopolist has no rivals. Yet it cannot simply set

an exorbitantly high price. Do you agree with this
statement? Explain.

. Complete the following table.

Total Revenue

Oiltput Pricg_ ) Total Costs (P X Q)

1 $5 $10 ~
2 S 12 ”
3 5 S s
4 5 19
o 5 24 §
6 5 30

____7' 5 45

I = TR s —

. Explain why firms advertise.
. Give 10 examples of ditferentiated goods or services.

Explain what differentiates them.

. Why will a firm choose to produce where MR —

MC? Why not choose a quantity where MR > MC»

. Use the information in the table of question 4 to

calculate total revenue, marginal revenue, and mar-
ginal costs. Indicate the profit-maximizing leve] of

10.

11.

12.

13.

14.

output. What market Strl._lcture 1s thy
in? What would change if the struct;.
monopolistic competition?
Draw a perfectly elastic demand curv. t0p of,
<tandard U-shaped, average-total-cos (irye, Noy
add in the marginal cost and margin.! revenye
curves. Find the profit-maximizing point, MR -
MC. Indicate the firm’s total revenue and tog, COst
Describe profit maximization in terms of marging|
revenue and marginal costs.
Using demand curves, illustrate the effect of Produg
differentiation on haircutters.
Why might society prefer a situation in which entny
can occur to a situation in which entry is restrictegs
Under what circumstances would a large size Pro-
vide an advantage to a firm? How could it serve 4,
barrier to entry?
You and your rival must simultaneously decide
what price to advertise in the weekly newspaper. I
you each charge a low price, you each earn zerg
profits. If you each charge a high price, you each
earn profits of $3. If you charge different prices, the
one charging the higher price loses $5 and the one
charging the lower price makes $5.
a. Find the equilibrium when there are no repeated
transactions.,

b. Now suppose there are repeated transactions.
How would that change the results?

15. The South American cocaine industry consists of

sev.eral. “families” that obtain the raw material,
refine it, and then ship it to the United States. It is
not a difficult business to enter, particularly on the
retail er?d where drug dealers sell the drug to con-
sumfl:rs in the United States. What would you predi
’g:;llleihsappen to the economic profits of the drug
a ca ‘1 prgs? the families in South America form
rtel. What is the regylt of the cartel?

STUDY GUIDE FOR CHAPTER &
Key Term Match

Match each term with its correct definition by placing
the appropriate letter next to the corresponding number

=ReR B

commodity E. monopoly
perfect competition F. price takers
differentiated G. collusion

. monopolistic H. cartel

competition

J.
K.

cost-plus o
Pricing r markup O. most-favored custo™
sunk cost ot

P. game theory

Q. Nash equilibria
R. convention

S. dominant stratcgY
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18. Global environmental problems are more difficult to resolv:

dOm .
8t
| hen no one -
ones because of the lack of property I 1ghtsl.i s en the E)(li':’ ent gy,
the resource being damaged by an externality, Canng,
be resolved by any one government. .
r on ¥
Will a free market for drugs be better than the wa 2 -
19. Banning or prohibiting items for w:vhich c_onhsurners 1ha*wa abpr;-a -“If'tastic
demand is relatively easy. People just switch tO ahc Niach A ST;* Bann,
items for which demand is price inelastic 1s another matter. (. \sumer,

don’t have substitutes, so they continue attempting to purcha:. the banneg
e, ' f lying and selling d

20. The war on drugs has raised the cost of supplying g drugs, Yet
because demand is price inelastic, consumption h?s not QEcreased Much,
Costs are passed along to consumers, who pay higher prices but consype
nearly as much. | |

21. The war on drugs results in suppliers offering ever more potent forms of the
drugs. In addition, the incentive to maintain quality of the drugs is redyceg
as suppliers seek additional profits.

22. Crime rises as suppliers compete for turf and sales and consumers look fo
resources with which to purchase the drugs.
23.

Legalization of drugs would reduce crime and lower the prices of drugs,
possibly leading to increased consumption.

Does discrimination make economic sense?

24. Discrimination occurs when some factor not related to an individual’s valye

to the firm affects the wage rate that person receives.

Discrimination is costly to those who discriminate and should not last in a
market economy, at least when entry is easy.
Statistical discrimination is the result of imperfect
occur as long as information is imperfect.

29

26. information and can

EXERCISES

1. What is a free market? Why do governments inter-

: ¢. What level of output should be produced to
fere with the operation of free markets? achieve economic efficiency?

2. Why have expenditures on medical care risen more d. What is the value to society of correcting the
rapidly than expenditures on any other goods and externality?
services?

3. Why are there more medical specialists and fewer Marginal Marginal Marginal
general practitioners in the United States now than Costs Social Revenue
was the case 50 years ago? __Quantity (MQ) Costs (MSQ) (MR

4. What is a third-party payer? How does that affect 1\? E Z """{'1"72""
the cost of health care? . ”

5. Explain what is meant by the term discriminatiosn, 4 6
Explain what statistical discrimination is, 3 6 8 8

6. Why do economists say that discrimination is 4 8 10
inherently inefficient and therefore will not occur in 5 10 4
general? L . T

7. Use the following table to answer these four 8. If |
questions: © o exercise 7, the MC and MSC columns$ wirc

a. What are the external costs per unit of output? %Versedj You would have an example of what:
b. What level of output will be produced? ould tog

Produced; uch or too little of the good b¢
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11. Money, goods,
circular flow.

12. Some household income IS not spent
intermediaries from which fi

capacity.

13. The circular flow diagram a
in international trade but, rather,

goods and services acros

How does the government interact Wi

14. The circular flow diagram illustrate
economy—households, businesses, t

seCtor.

NOMIES

rovince of the Fedc,

y policy 15 the provit —
o the Congress and the president.
ctors-—households businesses, and t! crnationg
)
ouseholds to firms ar ack jp .

but instead is saved in - g

rms borrow for expansion of their roductive

ssumes that households are not directly engageg
+hat only business firms buy and se]l

< international borders.
th the other sectors of the economy?

¢ interactions among all sectors of the
he international sector, and the public

EXERCISES

1. Is a family a household? Is a household a family?

2. Which sector (household, business, or international)
spends the most? Which sector spends the least?
Which sector, because of volatility, has importance
greater than is warranted by its size?

. What does it mean if net exports are positive?

. Why does the value of output always equal the
income received by the resources that produced the
output?

5. Total spending in the economy is equal to con-
sumption plus investment plus government spending
plus net exports. If households want to save and
thus do not use all of their income for consumption,
what will happen to total spending? Because total
spending in the economy 1s equal to total income
and output, what will happen to the output of goods
and services if households want to save more?

6. People sometimes argue that imports should be lim-
ited by government policy. Suppose a government
quota on the quantity of imports causes net exports
to rise. Using the circular flow diagram as a guide,
explain why total expenditures and national outpuyt
may rise after the quota is imposed. Who is likely to
benefit from the quota? Who will be hurt?

£ G0

7 Draw the circular flow diagram linking households,
business firms, and the international sector. Use the
diagram to explain the effects of a decision by the
household sector to increase saving.

8. Suppose there are three countries in the world.
Country A exports $22 million worth of goods to
country B and $10 million worth of goods to coun-
try C; country B exports $6 million worth of goods
to country A and $12 million worth of goods to
country C; and country C exports $8 million worth

of goods to country A and $2 million worth of
goods to country B.

9. Th
co;::re Are many more sole proprietorships than
mal];;orat;ons or partnerships. Why are there s0
y sole proprietorships? Why is the revenue of

the average sole |
~ proprietorshj ¢ of the
typical COfPOrationgp ip less than tha

10. Using the
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: arket in which - Ira
The foreign exchange market 15 2 global m de ope
12. The torer - | |
currency for another. ountry’s money 1n terms ther
13. Exchange rates, the price of on¢ ¢ are prices quoted - rent
| country’s money, arc necessary to comp
' for: y
currcncllcS- f od in a domestiC currency equals the "rency
14. The value ot a g0
g a e. . _
price times the exchange ratappl‘ ociates, domestic goods bet More
a1 domestic currency ' ome cheaper  Hmecr
. z};}:sive to foreigners, and foreign goods bec 3 -
residents. . domestic goods becor . cheape,
16. When a domestic currency depreciates, S

sive to doiio fic reg;
foreigners, and foreign goods become mOre expen resideny
3

' ! f the worid>
How do nations record their transactions with the rest o

. » » g

17 The balance of payments lS a [eCOId Of a nation's transactions Wlth the Test
of the world. o hand |

' ces in the merchandise, ge

18. The current account is the sum of the balan . » SErvices,
investment income, and unilateral transfer_s accounts. i

19. The financial account reflects the transactions necessary to finance the
movement of merchandise, services, investment income, and unilateral
transfers into and out of the country. | o

20. A deficit in the current account must be offset by a surplus in the financj]

account.
EXERCISES
1. The following table lists the stages required in the _Stage L Value Added
production of a personal computer. What is the Statistical discrepancy 5
value of the computer in the GDP? Receipts of factor income from 12
Stage B ) Value Added the rest of the world
Components manufacture $ 40 F’aymenti C;]f tactor income to the 10
:; Assembly 250 -ﬁ%ﬂf_’f e world o
| Wholesaler 540 _
*\ —_ 3. What is the GDP for this economy?
. etaﬂer 1 i,5{:)0 4 Wh . th )
| : . ‘ . ¥ What Is he GNP for this economy?
; at 1s the NNP f ' p
k 2. What is the difference between GDP and each of the or this economy:

6. What is the national
/7. What is the gross inv
8. Why has nominal G

. In : )
following? come for this economy:

€stment in this economy?
b. net national product

‘1
‘t a. gross national product
1

!

¢. national income
d. personal income

e. disposable personal income

Use the following national income accoun

: _ ting infor-
mation to do exercises 3—7- |
Stage Value Added
Consumption $400
imports 10
Net investment 20
Government purchases 100
‘ 20
_Capital consumption allowance 20
Mol i ——

_ DP increased faster than real
GDP in the United States over time? What would I

mean if an econpm had , e
than nomina] GDP; real GDP increasing

It a surtboard g Produced
until next year, h
and not neyy

7

_ this year but not sold
OW 1s it counted in this year'’s GD?

3
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what would the bicycle cost in the currency of each ~ 13. What is the balance of trade?

of the following countries? 14. What is the current account?

a. Austraha 15. Did Mexico become a larger international net

b. Britain debtor during this period?

c. Canada 16. If the U.S. dollar appreciated against the euro, what

12. The U.S. dollar price of a Swedish krona changes would you expect to happen to U.S. net exports with

from $.1572 to $.1730. Germany?

a. Has the dollar depreciated or appreciated against  17. Suppose the U.S. dollar price of a British pound is
the krona? $1.50; the dollar price of a euro is $.90; a hotel

b. Has the krona appreciated or depreciated against room in London, England, costs 120 British pounds;
the dollar? and a comparable hotel room in Hanover,

Germany, costs 220 euros.

a. Which hotel room is cheaper to a U.S. tourist?

b. What is the exchange rate between the euro and
the British pound?

$96.000 18. Use the national income accounting definition

GDP = C + I + G + X to explain what a

Use the information in the following table on Mexico’s
international transactions to do exercises 13-15 (the
amounts are the U.S. dollar values in millions):

Merchandise imports

' 89,469 w :
Windchmnisii SRpRr current account deficit (negative net exports) means
Services exports 10,901 in terms of domestic spending, production, and
Services imports 10,819 borrowing.
Investment income receipts 4,032

Investment income payments 17,099
Unilateral transfers 4,53

/ e - e R T L - — e === S —— —

STUDY GUIDE FOR CHAPTER 10

Key Term Match T. GDP price in:de)F (GDPPI)
Match each term with its correct definition by placing U. consummier price xlndex
the appropriate letter next to the corresponding number. V. cost of 1“”“5 afl]us':mems (COLAs)
| W. producer price index (PPI)
A. national income accounting X. foreign exchange
B. gross domestic product (GDP) Y. foreign exchange market
C. intermediate goods 7. balance of payments
D. value added AA. current account
E. inventory BB. balance of trade
F. capital consumption allowance CC. financal account
l(j{ ifif;);zc::gz; N L ;}:z c:i}fie::llse b;:twer.i:n the value of the output
o b lue of the intermediate goods used in
gross national product (GNP) the production of that output
o i( net na.tional product (NNP} 2. taxes that are collected by businesses for a
s _L' . gfos.s Investment government agency
. . et investment 3. a measure of the average price level in an

&2, Dational income economy

. L o
k A 1 H wr
LA T T N e ae e B ety s oo e
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st-push pressures.
: from dcmand-'P ull or CO' A —can force ,
13. Inflation can stem Ir gh rate of inflation Itry ¢

| hi
14, Hyperinflation—an extremely
introduce a new currency.

—

EXERCISES

le were surveyed, aii’ «:f thoge
I. What is the labor force? Do you believe that the 8. SuPPizcosi Srs igg rking full time. Of th: 150 10
U.S. government’s definition of the labor force is a 500, « 20 were full-time college studcnrs, 30 Were
8ood one—that it includes all the people it should working,

f LS
include? Explain your answer. retired, 10 wl’:?re ?:rd;foii L’Zi:; :e tahget;: i)eli};jsd
2. Suppose you are able bodied and intelligent, but stopped loo Iﬂ.gb for them, and 25 were activel
lazy. You would rather sit home and watch televi- lthei'(e_ wefre “wo (:f'k : . | y
sion than work, even though you know you could ookKing Ior ' ,
find an acceptable job if y§1}11 lioked. ' a. How many of the 550 surveyed are in the labo;
a. Are you officially unemployed? force?
b. Are you a discograged \I:ro:{(er? b. What is the unemployment rate among the §5(
3. Does the GDP gap measure all of the costs of surveyed PEOPIC?_ o .
unemployment? Why or why not? 9. Consider the following price information:
4. Why do teenagers have the highest unemployment
rate in the economy? Year 1 Year 2

——

5. Write an equation that defines the real interest rate. CJ{: of coffee $ .50 $1.00
Use the equation to explain why unexpectedly high

' | istri Gl f milk $1.00 $2 00
1l'lﬂat10n I'ﬁdlstrlbutcs inCOmE f]_’om Creditors to _ _asﬁﬂ_—_—___—_—_-_—__“——_“
debtors.

6. Many home mortgages in recent years have been a. Based on the information given, what was the
made with variable interest rates. Typically, the inflation rate between year 1 and year 22
Interest rate is adjusted once a year based on the b. What happened to the price of coffee relative to
current rates on government bonds. How do vari- that of milk between year 1 and year 22

able interest rate loans protect creditors from the 10. Use a supply and demand diagram to illustrate the
etfects of unexpected inflation? following conditions:

7. The word cycle suggests a regular, recurring pattern
of activity. Is there a regular pattern in the business

cycle? Support your answer by examining the dura-
tion (number of months) of each expansion and
contraction in Figure 11.1,

STUDY GUIDE FOR CHAPTER 11

Key Term Match

Match each term with its correct def

| nition by placing inflain 'Nterest rate minus the rate of
the appropriate letter next to the corresponding number.
: R T e 4'! th . .
A. business cycle J. potential real GDp faleljﬁattern of rising req] GDP followed by
B. recession K. natural rate of § real GDp
C. depression unemployment — 3. a vVariable thae
: _ chan
D. leading indicator L. inflation changes ges before real output
E. coincident indicator M. nominal interest rate — 6. an EXtremely h;
F. lagging indicator N. real interest rate 7. th Y high rate of inflation
; Q. d -pull inflas: - the une ,
G ufR'mPlOYmmt rate emand-pul] inflation absen np loymeﬂt rate that would exist in the ;
H. discouraged workers P. cost-push inflation ce of Cyclica] unemployment |
I. undcrcmployment 37 hyperinﬂation — 8. inﬂati()n Caused ¢
: ; : in or
—— 1. a period in which real GDP falls PUtput ’ B do e
—— 2. a sustained rise in the average level - — J.a Severe, pro|
5 of pPrices — 10 i P Onged cConomic contraction




far

equilibriy
5. If the pu

reduced.

! LRPAE BT R §
rt-(:t.]}f through their affect on LORSHMmDLon.
St r1se to bring equilibrium real GDP up to

|
55
5 3o
g
P
5 4
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oo
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o
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to eliminate the GDP gap.

t spending matched by an increase in taxes raises

M spending and real GDP.
blic expects

- to pay higher taxes as a re
bOffOWlng, thyess e 5 sult of government

€Xpansionary effects of government deficits may be

6. Government borrowin
rates and reducing iny

g can crowd out private spending by raising interest
estments.

How has U.S. fiscal policy changed over time?

7. Fiscal policy in the United States 1s a product of the budget process.

8. Federal government spending in the United States has increased from just
3 percent of the GDP before the Great Depression to about 18 percent of

the GDP today.

9. Fiscal policy has two components: discretionary fiscal policy and automatic

stabilizers.

What are the effects of budget deficits?

10. Budget deficits, through their effects on interest rates, international trade,
and the national debt, can reduce investment, output, net exports, and

national wealth.

11. Progressive taxes and transfer payments are automatic stabilizers, or
elements of fiscal policy that change automatically as national income

changes.

How does fiscal policy differ across countries?

12. Industrial countries spend a much larger percentage of. their government
| budget for social programs than do developing countries.

13. Industrial countries

depend more on direct taxes and less on indirect taxes

than do developing countries.

EXERCISES

1. What is the role of aggregate demand
the GDP gap? How does the slope ©
affect the fiscal policy actions nec
the GDP gap? ,

2 BfiEﬂy describe the process of settll.lgt
budget in the United States. What 18
between the start of the process p

_ which the money is actually sPet’

7 In what ways are governmen
E‘(2!:111'101'n3,r?

" Define and give three example
stabilizers,

5. Briefly describe the major differences between fiSf:al
| policy . industrial countries and that in developing

tries. |
6 glli;rl will real GDP rend to rise when government

ending and taxes rise by the same amount?
5 larger government fiscal deficit cause a

‘ . * . )
ternational trade dEﬁCIt: | |
] lélr}?;rdlo government budget deficits grow during

TR,
recessions: . - )
9. Taxes can be progressive, regressive, or propor

. nal. Define each and briefly offer an argument for
tional.

hy income taXes are usually progressive.
W
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EX
escribe the four functions of | —_— . e
1, 8.5. dollar to provide an examl;l'zneg using the
cerve each function. of how dollars b. What ip the maximum amount the money SHPPIS;'
2. Discqss how each of the foll()Wiflg would 7 Thza;{] be 1pcreased gs a resu!t c?f bank A’s new loan:
functions of money: Serve the deposit expansion multiplier measures the
5. Gold Eﬁl‘;’:mum possible expansion of the money supply
h. Yap stone money actt elbankmg system. What factors could _cause the
c. Cigarettes b ual expansion of the money supply to f:llf_fer from
d‘ Diamonds g -y Brecn b}_’ !Ehe deposit expansion multiplier?
-h t is a financial int ‘ , - What is llqll_ldlty? Rank the following assets in
3. Wha " ermpdlary? Give an examp| order of their liquidity: $10 bill, personal check for
of how your bank or credit union seryeg as a fi - $20, savings account with $400 in it, PayPal
cial intermediary between You and the regt of 1}I11 o account with $500 in it, stereo, car, house, travelers’
economy. Hig check. |
4. Why are informal financial markets used in devel Use the following table on the components of money In

- § ‘; -
oping COUNTrIes: Give an example of ap

a hypothetical economy to do exercises 9 and 10.
financial market.

Informal

First Bank has cash res f$ it A e
irs €rves o f
5 800,000, and deposits of $1.000.000 " 1022 o TIan i $100
2. Prepare a balance sheet for the bank. Currency 2,000
b. If the bank maintains a reserve requirement of >mall-denomination time deposits 3,500
12 percent, what 1s the largESt'loan it can make? Savings deposits 2,000
c. What is the maximum amount the money supply Demand deposits 7,000
can be increased as a result of First Bank’s new Other checkable deposits 9,000
lparet U.S. Treasury bonds 25,000
6. Yesterday bank A had no excess reserves. Today it _ y ol funds iy~
received q New dep{)sit of $6,000. etall money market mutual Tun ,

.. If the bank maintains a reserve requirement of

2 percent, what is the maximum loan bank A 9. What is the value of M1 in the previous table?
can make,p 10. What is the value of M2 in the previous table?

STUDY GUIDE FOR CHAPTER 14

Key Term Match Q. excess reserves

Match each term with its correct definition by placing ~ R. deposit expansion multiplier

the appropriate letter next to the corresponding S. shadow banks
T. securitization

1. available savings that are lent to borrowers to
spend

number.

A. money | —
B. liquid asset

Itutl 7. an asset used to settle debts between
C. currency substitution

governments
D. credit o
E Me1 | 3. financial assets that are the most liquid
. money supply S | |
' serves beyond those required which

F. transactions account 4. the c;;?or;ned y q ;

. . can
G. international reserve asset _ f . v o

| } s of combining, repackagi
H. international reserve currency 5. The proces g,

restructuring a collection of assets to transtorm

. murabaha (FDIC) their risk and maturity qualities,

. ce Corporation | |
. Federal Deposit Insurab banking) 6. a network for rransferring money, popular in
K. Eurocurrency market (offshore '

" Muslim countries
; ] . 1 .
L. international banking facility f foreign money as a substitute for

_ the use O :
M.ROSCAS e ::icfmestic money when the domestic economy
N. hawala has a high rate of inflation

: . m
O. fractional reserve banking syste

P. iR ™ 2 v w --u-l T DR N Y i
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SUMMARY

What does the Federal Reserve do?

1. The Federal Reserve is the central bank of the United States.

2. The Federal Reserve System is operated by 12 district banks and 2 Board f
Governors in Washington, DC.

3. The Fed services and supervises the banking system, acts as the banker f
the U.S. Treasury, and controls the money supply.

How is monetary policy set?

4. The Fed controls nominal GDP indirectly by controlling the quantity of
money in the nation’s economy.

2+ The Fed uses the federal funds rate as a short-run operating target to help it
achieve its ultimate goal—economic growth with stable prices.

What are the tools of monetary policy?

6. The three tools of monetary policy are the reserve requirement, the discount
rate, and open market operations.

/. The Fed buys bonds to increase the money supply and sells bonds to
decrease the money supply.

8. The Federal Open Markei Committee (FOMC) 1ssues directives to the
Federal Reserve Bank of New York outlining the conduct of monetary policy.

What role do central banks play in the foreign exchange market?

9. Central banks intervene in the foreign exchange market when it is necessary
to maintain a targeted exchange rate.

What are the determinants of the demand for money?

10. The demand for money stems from the need to buy goods and services, to
prepare for emergencies, and to retain a store of value.

11. There is an inverse relationship between the quantity of money demanded
and the interest rate.

12. The greater the nominal income, the greater the demand for money.

13. Because the Fed sets the money supply, the money supply function is
independent of the interest rate and real GDP.

How does monetary policy affect the equilibrium level of real GDP?

14. By altering the money supply, the Fed changes the interest rate and the level

of investment, shifting aggregate demand and the equilibrium level of real
GDP.

What does the ECB do?

15. The ECB is the central bank of the 17 nations adopting the euro as their
national currency.

16. The ECB conducts monetary policy for the euro region.
17. The policy of the ECB is made b

, y a Governing Council composed of the 6
executive board members and the 17 governors of the euro area national
central banks.

—_—

EXERCISES

1. The Federal Reserve System divides the nation into

y 2 Bhrielily iescribe the functions the Fed performs for

12 districts. o the banking community. | - h

a. List the 12 cities where the district banks are bankers’ bank? - In what sense is the Fed the
located. 3. Draw a graph show; B e n

b. Which Federal Reserve district do you live in? 4 WIng equilibrium in the

money market. Carefully label all curves and



they dO.
4. Using the graph you prepared for exercise 3

rate and explain what happens when the F
decreases the money supply, e Fed

5. When the Fed decreases the mone
equilibrium level of income
explaiﬂ how.

¢ Describe the quantity theory of mone
each variable. Explain how changes in the
supply can affect real GDP and the rice lelil(iney
Under what circumstances could an increagee-. )
money supply have no effect on nominal GDglat e

7 There are several tools the Fed uses to imp| .
monetary policy. plement
2. Briefly describe these tools.

b. Explain how the Fed would use each tool in order
to increase the money supply. |

g. First Bank has total deposits of $2,000,000 and
legal reserves of $220,000.

a. If the reserve requirement is 10 percent, what is
the maximum loan that First Bank can make, and
what is the maximum increase in the money
supply based on First Bank’s reserve position?

b. If the reserve requirement is changed to § percent,
how much can First Bank lend, and how much
can the money supply be expanded?

9. Suppose you are a member of the FOMC, and the
U.S. economy is entering a recession. Write 2 directive
to the New York Fed about the conduct of monetary
policy over the next two months. Your directive
should address targets for the federal funds rate. You
may refer to the Federal Reserve Bulletin for examples
since this publication reports FOMC directives.

10. Suppose the Fed has a target rangt for the yen—dol-
lar exchange rate. How would it keep the exchange

" y supply, the
changes. lllustrate and

Y, deﬁniﬂg

STUDY GUIDE FOR CHAPTER 15

Key Term Match
Match each term with its
the appropriate letter next to the corr

A. Federal Open Market .
Committee (FOMC) K. foreign exchange M

correct definition by placing
esponding number.

B. intermediate target |ization
C. equation of exchange Lo BRES 1za- S demand
D. velocity of money - transactfyn
. for mon
E. quantity theory of N, precautionary demand
money : e
| or money
F. FOMC directive O. Speculative Jemand for
G. legal reserves money

H. federal funds rate
[. discount rate

-
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;?:h"ﬁill: the target range if free market forces

xchange rate out of the range? Use a

%Ic'lap h to help explain your answer.

ml}:g’hdﬁ you demand mpney? What determines how

money you keep in your pocket, purse, or

bank accounts?

12. What is the current yield on a bond? Why do inter-
est rates change when bond prices change?

13.1f the Fed increases the money supply, what will

happen to each of the following (other things being

equal)?

a. Interest rates

b. Money demand

. Investment spending

d. Aggregate demand

e. The equilibrium level of national income

14. Suppose the banking system has vault cash of
$1,000, deposits at the Fed of $2,000, and demand
deposits of $10,000.

a. If the reserve requirement is 20 percent, what 1s
the maximum potential increase in the money
supply given the banks’ reserve position?

b. If the Fed now purchases $500 worth of govern-
ment bonds from private bond dealers, what are
excess reserves of the banking system? (Assume
that the bond dealers deposit the $500 in demand
deposits.) How much can the banking system
increase the money supply given the new reserve
position?

15 Which countries have their monetary policy made
by the ECB?

16. How is the ECB different from the Federal Reserver

17. Visit the Federal Reserve Economic Data website
maintained by the St. Louis Fed at research.stlouisfed.
org/fred2. Make a graph of the excess reserves of
depository institutions from 1959 to the present.

5 N

e o - — = — ]

a—

1. the buying and selling of government bonds by
the Fed to control bank reserves, the federal

funds rate, and the money supply

i ——

7. the demand to hold money to buy goods and
services

3. the official policymaking body of the Federal
Reserve System

4 the interest rate a bank charges when it lends
excess reserves to another bank

5 the buying and selling of foreign exchange by a
central bank to move exchange rates up or

down to a targeted level

6. an objective used to achieve some ultimate
policy goal



