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1

In�Chapter�1,�you will begin to understand some of the underlying terms 
and issues about macroeconomics that will help you to better understand the 
information�presented�in�later�chapters.�It�will�define�and�give�you�an�overview�
of why macroeconomics is important to understand. It will also tell you what 
roles government plays in making it all work.

WHY STUDY ECONOMICS?

First, if you are concerned about whether your job is secure, it may help you to 
know what the status of our current economy is. If we are having a recession, 
then it is likely that companies and even government agencies will be cutting 
back their�staffs.

Second, if you are concerned about your retirement investments, such as 
your 401k, it may help you to know what the status of our current economy 
is. If we are having a recession, then it is likely that the value of many of your 
investments has declined.

And third, if you are in business and you are concerned about whether 
business will be good for you in the near future, it may help you to know what 
the status of our current economy is. If we are having a recession, then it is 
likely that your business may not be doing as well as it has been in the past.

Everyone uses economics every day without using that word.
There are many reasons why it is necessary to understand the subject of mac-

roeconomics, but these are the three most common and the three most important.

WHAT IS ECONOMICS?

If you are economical, it means that you are using all the resources you have 
to the max. You are not wasting them. Using your resources to the max can 

Macroeconomics Introduction

chapter one



2 | Making Sense of Macroeconomics

be�for�any�reason.�Everyone�has�a�different�perspective�on�this.�You�can�use�them�to�
make�yourself�financially�wealthy.�You�can�use�them�in�the�way�of�talent�whether�it�
be in business, theater, social work, or wherever you choose to maximize your cre-
ativity. There are many who believe in God and that there is a life that follows this 
one; therefore, many choose to maximize the use of all of their resources to prepare 
for that permanent life rather than for temporary things in this life.
Our�focus�in�this�book�is�from�the�financial�perspective.�From�that�standpoint,�

the�formal�definition�of�economics�is�that�it�is�the�social�science�concerned�chiefly�
with the description and analysis of the production, distribution, and consumption 
of goods and services. It is the branch of knowledge that deals with the production, 
consumption, and transfer of wealth from one person to another or from one orga-
nization to another.

The study of economics allows us to have a better understanding of how these 
things happen.

In the study of macroeconomics, you can learn how governments and societies 
maximize the use of resources on a national or international level to gain and then 
keep a healthy economy. It is involved with topics such as the unemployment rate or 
the�inflation rate in our country. The unemployment rate is the percentage of Amer-
icans who are out of jobs who are actively seeking jobs. The inflation rate is the rate 
of increases in the average level of prices of goods and services.

When managing the economy, there are three questions that you must answer:

1. What is to be produced with our limited resources?
2. How are we to produce them?
3. For whom do we want to produce them?

While macroeconomics studies these things on a national and international scale, 
microeconomics studies them on a more localized, microscopic scale. Microeconomics 
studies or analyzes the activity of individual organizations and markets. For example, 
if you are in the pizza business, and if these same three questions would need to be 
answered by you, you would need to decide if you want to continue to produce and 
sell pizza, how you would best produce the pizza, and who would likely be buying 
your pizza?

Why would we want to answer these questions on a national scale?
The answer to that question is that if our country, as a whole, makes products that 

are not needed or if we make them in a way that wastes resources, there could be a 
lot of unrest in our country.

For example, many countries in the Middle East produce oil for the world. In doing 
so, they create many jobs and much of the wealth for their citizens. As a result, their 
citizens can buy what they need. If, however, the oil was wasted or not used in a way 
that would create wealth in that part of the world, there would be fewer jobs in those 
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countries, and then poverty and shortages would ensue. People would not be able to 
get what they need, and their discontent would likely cause social backlash.

WHAT IS THE GOVERNMENT’S ROLE?

Government�intervention�has�increased�significantly�since�the�Franklin D. Roosevelt 
(FDR)�administration�that�was�in�office�between�1933�and�1945.�Prior�to�FDR’s�pres-
idency, intervention was seen as needed only for defense, the legal environment, and 
the postal service. FDR, wanted the federal government to add to its roles the task 
of stabilizing the economy by direct expenditures (purchases of goods and services 
and the building of dams and bridges) and income transfers (such as unemployment 
benefits,�welfare,�and�Social Security).

In general, the government’s objective is to make everyone in our country satis-
fied�with�the�economy�by�having�job�stability,�meeting�needs�without�shortages,�and�
ensuring reasonable pricing. With the cooperation of economists, it wants to improve 
a bad economy and maintain a prosperous one.

In other words, the government strives to obtain: 

1. Full Employment
2. Price Stability
3. Reasonable Wealth Distribution
4. Economic Growth
5.� Stability in all of these things

Legally, it was not the government’s job to manage the economy, but when the 
Great�Depression�of�the�1930s�hit�us,�President Herbert Hoover was blamed for it and 
was�run�out�of�office.�Even�though�legally�it�has�only�been�our�government’s�job�since�
FDR’s tenure as president to manage the economy, it has been understood that the 
government must make sure that we have a good economy or one that is prosperous 
enough to give everyone a job and an acceptable standard of living.

If that doesn’t happen, the discontent that a bad economy would cause would likely 
create a great deal of social unrest. As a result, our government leaders would likely 
lose their jobs. 

Our government wants our country to maximize the use of its resources. If we 
don’t, there will be shortages. Shortages cause high prices. If people can’t get what 
they need, and/or if what they are able to get is expensive, they will be very unhappy.

There is another way of looking at what government is trying to accomplish. We 
said what it wants to accomplish, but it’s also important to know what it does NOT 
want to happen. Government wants to prevent a depression, a deep recession, a mild 
recession,�stagflation,�and�unstable�prices.�If�these�things�do�happen,�it�wants�to�
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stop them and get us back to full employment and economic stability. Depression 
and recession are declines in the number of purchases in our country, causing high 
unemployment. Stagflation�exists�when�unemployment�and�inflation are both high. 
It’s bad enough to be out of work, but it’s intolerable to be unemployed while being 
forced to pay high prices for things you need.

If we have a booming economy, the government wants to maintain it. The oppo-
site�of�stagflation�is�lower�unemployment�and�lower�prices,�which�is�the�better�of�
both worlds.

The resources we want to use economically are those used for production. They 
are called the factors of production, and they are:

1. Land
2. Labor
3. Capital
4. Entrepreneurship

Land is a factor of production for two reasons. First, it is the space we occupy in 
order to produce goods and services. Second, land is where many products can trace 
their origins. When you see a component part to a car, for example, the steel and 
rubber from that part came from resources that come from trees or from the ground. 

Obviously, none of those resources will ever be used if we don’t take the time to 
have someone extract them from the land and turn them into something useful. The 
people, and the time it takes to do that, is what we know as labor. Labor is also used 
to perform services, such as medical or financial�services.

The resource of capital primarily refers to the tools and equipment that anyone 
uses to make production happen. Anything from a plow used by a farmer to a con-
veyor belt in a factory in this context is considered capital. Many think of capital 
as being about money. Others think of it as stocks and bonds. Both of these are 
correct, but in this context, capital refers to production machinery. Money capital 
is needed to purchase capital equipment, but in this context, capital will strictly be 
considered equipment.

Entrepreneurship is what makes the other three factors of production valuable. 
Nothing happens in an economy until someone steps up to the plate and utilizes those 
resources to give us the goods we need and the jobs we seek.

The problem is that there is a limit to the quantity available of these resources; 
hence, they can become scarce, causing shortages of goods and services. As a result 
of�scarcity,�to�say�yes�to�producing�one�thing�often�means�saying�no�to�producing�
another. This is called opportunity cost. 

Opportunity cost is not a bad thing. College students may say no to taking a job 
that pays the minimum wage in order to go to college. Over a four-year period, their 
sacrifice�could�add�up�to�over�$60,000�of�income�thrown�away.�Is�that�bad?�Not�really.�
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College�students�are�very�wise�to�turn�down�that�60,000�dollars�in�the�hopes�of�going�
to�college�first,�betting�that�a�degree�that�will�help�them�earn�far�more�than�that�and�
make�up�for�that�loss�of�that�$60,000�in�the�long run.

It works the same way in production. If you choose to make cars with all of the 
resources�you�have,�there�would�be�nothing�left�with�which�you�could�produce�any�
other product or service, such as refrigerators, perhaps.
Which�one�would�you�choose�to�produce?�If�you�are�in�business�to�make�a�profit,�

it would most likely be the one that brings you the most�profit.
The Production Possibilities Curve shows you your production possibilities, and it 

will help you to decide what you will produce. It is the combination of things you could 
likely produce at a given time with the resources you have. For example, looking at 
the chart in Figure 1-1 below, suppose you decide to produce only cars using all of 
your resources. That means you could produce no refrigerators because you would 
have used up all of your resources to produce the cars. Therefore, the coordinate 
representing production of both items would be at Point Y, right on the Y axis: only 
cars would be produced and no refrigerators.

However, if you decide you would like to produce at least a few refrigerators, then 
you would have to give up producing some of the cars. Your new coordinate could 
likely then be at Point B. Perhaps you choose to produce even more refrigerators. 
Once again, you would have to produce even fewer cars, and your coordinate could 

FIGURE 1.1A Production Possibilities Curve
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likely then be at Point C. Maybe you choose to produce still even more refrigerators. 
Again, you would have to produce even fewer cars, and your coordinate could likely 
then be at Point D. On the other hand, you may choose to produce fewer quantities 
of both the cars and refrigerators. In other words, you may choose not to use all 
of your resources. You may then be producing at Point A, inside the Production 
Possibilities Curve.

Point A represents waste. If you don’t use all of your resources, you can’t get many 
of them back in time. For example, if you do not use the labor of all of your employees 
today,�tomorrow�you�can’t�hire�someone�to�fill�the�time�you�wasted�today.�Waste�is�
often�unhealthy�for�society.�As�mentioned�before,�waste�often�means�fewer�goods�are�
being produced and shortages may occur. 

Why would anyone want to produce at Point A? It may be that the producer has 
no choice. If there is high unemployment in our economy, he or she would produce 
at Point A because he or she may not be able to sell the items produced if output was 
increased. Later in this book, we will discuss the many things that motivate producers 
to reduce production and to not use all of their resources.

To produce outside of the Production Possibilities Curve is not possible. Why? 
Because you would not have enough resources to do so. Point E, for example, is a point 
of production that is unattainable with what you now have to work with. 

FIGURE 1.1B Production Possibilities Curve
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The�only�way�that�you�could�produce�at�the�level�of�Point�E�would�be�to�shift�the�
entire curve outward or to the right. This can be done if you obtain more resources, 
make better use of the resources you have, or become more�efficient.

So how does one do that? There are several options.
First you can use technology to improve your output. Technology�often,�but�not�

always, requires more capital equipment. Some refer to this as capital accumulation. 
Technology can also come in the form of ideas that yield a better way of accomplish-
ing the same things. If I can produce something today in ten steps that used to take 
twenty�steps,�then�technology�is�at�work�even�if�it’s�just�figuring�out�a�better way.
If�you�don’t�shift�that�curve�outward,�or�to�the�right,�you�are�never�going�to�have�

economic growth.�Your�level�of�output,�and�likely�profits,�would�remain�the�same�(see�
Figure 1-1A).

Production possibilities on a national scale, therefore, are very important to our 
economic stability, as well. The government wants to make sure that all of us are 
using all of our resources to avoid social shortages and high prices. It also wants 
us�to�shift�our�Production�Possibilities�Curve�outward.�If�we�don’t,�there�will�be�no�
economic growth�in�our�own�firms,�thus,�the�country�will�have�no�economic�growth�
either. That means that as more people enter the workforce, there will not be enough 
jobs�for�them,�and�we�will�find�ourselves�with�high unemployment.

The government will do all it can to prevent any shortages of goods, resources, and jobs.

SHORTAGES CAUSE HIGHER PRICES

If you want to sell the only gallon of milk that exists in the entire state, I guarantee 
you that there would be many people willing to pay you far more for that milk than 
the current prices charged at the supermarket.

When both shortages and higher prices emerge, we will have a very unhappy soci-
ety, and there will be a great deal of social unrest.

GOVERNMENT INTERVENTION

In�this�book,�we�will�explore�the�different�ways�that�government�can�intervene�to�
achieve the objectives of which we have spoken.

There are those, however, who believe that government should not get involved. It 
is believed by many that when the government tries to regulate an economy, it always 
fails to achieve its goals while making things worse.

One of them was Adam Smith (1726–1790) who wrote The Wealth of Nations in 
1776�in�which�he�discussed�The Invisible Hand Theory. He felt that the answers to the 
questions of what, how, and for whom things are to be produced should be answered 
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by the free market and not by the government. He felt that the as long as there is 
money to be made by producing something that people want and are willing to pay 
dearly for, those things will be provided, not because the producers of those things 
care about society but because of their greed for money. He believed that the process 
of self-correction in the economy would happen automatically as if there were an 
invisible hand making it happen.

The theory is now called the market mechanism. If consumers demand fewer cars 
and more refrigerators, fewer cars and more refrigerators will be produced; thus, work-
ers�who�produced�cars�will�then�shift�to�other�jobs,�such�as�producing�refrigerators,�
thereby, changing the mix of output. Government doesn’t have to tell you to produce 
fewer cars if people have stopped buying them nor does it need to tell you to produce 
more refrigerators if they are very popular. People are smart enough to cash in on the 
things people want and are willing to pay dearly for as well as to stop making the 
things�that�are�not�needed.�This�natural�shift�from�producing�one�thing�and�then�to�
another is the invisible hand at work, managing the economy. It just happens to work 
itself out. In this scenario, therefore, the questions would be answered as follows:

What will be produced? Refrigerators.
How? With use of those who are skilled at producing refrigerators and are willing 

to produce them for the prices consumers are willing to pay.
For whom?�For�those�willing�to�pay�a�price�for�them�that�generates�adequate�profits�

for the producers.
Notice, therefore, the essential element of the market mechanism is the price signal. 

People will not produce refrigerators for you unless you are willing and able to pay 
them�the�price�that�will�give�them�the�profits�they want.

Adam Smith believed that these questions are better answered by those who are 
in engaged in the free market rather than to have government decide.

THE ECONOMIC ENVIRONMENT

There are many countries in the world besides America that are predominately 
free-market societies. Many of those same countries, however, have a very imbalanced 
economic status, with only 1 or 2% of the people owning nearly all of the wealth and 
the�remaining�98%�of�the�people�living�in�total�poverty.�So,�if�we�are�also�a�free�market,�
why do we not have such problems? Many believe, for example, that our antitrust laws, 
which prohibit people from conspiring to monopolize a market, are what help us to 
have a better distribution of wealth and income than the other countries. Therefore, 
many believe that there is some level of need for regulations.

While many economists don’t always agree, there is evidence that productivity 
and prosperity, along with acceptable wealth and income distribution, usually don’t 
happen without some level of involvement by government regulations.
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In any case, the government must also create an economic environment that is 
perceived by producers as friendly and cooperative with them rather than hostile.

It is believed by many economists that it is very important for the rich to pay their 
fair share of taxes. They also believe that it is extremely important that businesses 
are held in check with certain regulations to keep them from doing harmful things 
such as exploiting consumers with high prices, exploiting workers with low wages, 
hurting the environment, and more. 

The bottom line is that these economists want a government that taxes and regulates 
businesses when it is appropriate without being perceived as being hostile toward business 
owners and producers by overtaxing or overregulating them. Businesses now work in a 
global economy. Many of them can sell Americans their products without having to 
set�up�shop�here.�If�they�do�find�another�country�with�lower�taxes�and�fewer�regula-
tions, they can move their operations to those countries where taxes are easier to pay 
and�where�it�is�easier�and�less�expensive�to�comply�with�their�regulations.�Many�often�
have done so. When businesses move to those countries, they take their jobs with 
them. Therefore, it has been found that when government is seen as hostile toward 
business,�it�has�often�created�a�great�deal�of unemployment.

Many economists believe that there has to be some level of standards set by gov-
ernment.�If�a�firm�threatens�to�leave�our�country�because�the�government�insists�on�
safe�and�livable�working�conditions�and�fair�wages,�then�such�a�firm�would�not�be�
missed�if�it�left�the�country.�Few�people�would�want�to�work�for�terrible�pay�in�a�place�
that has horrible or unsafe working conditions.

Many feel that there needs to be a balance: we should not over tax or over regulate 
business, but we also must not under tax or under regulate them.
What�regulations�we�impose�must�also�be�enforced.�Many�economic�fiascos�have�

happened�in�the�past�because�of�firms�breaking�laws�without�government�taking�
them to task for it. 

When we try to set a balance, it is very hotly debated by conservative and liberal 
economists and politicians as to where that balance is.

There are other areas where the government can play a role to enhance business 
operations and productivity.

These are the things that our government typically provides for our economy such as:

a. Providing the legal framework
b. Protecting the environment
c. Protecting consumers
d. Protecting labor
e. Protecting infrastructure (such as our highways, bridges, airports to ensure 

adequate facilities to facilitate sales and production)
f. Providing services (emergency services, law enforcement, military, 

and more)
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WHAT KIND OF AN ECONOMY DO WE HAVE?

The United States operates in a pure free-market economy.
ECONOMIC 

MYTH #1

If you are doing business in this country, you are working in an economy that is 
predominately a free market, but the United States does not operate completely in a 
free-market economy. That would be an economy in which private business provides 
for all of our needs with no goods or services provided by the government. The reason 
that we are not a pure or completely free-market economy is that there are many 
things that society needs that the free market system cannot provide. That is known 
as market failure. 
Every�society�has�a�different�economic�system.�Some�gravitate�more�toward�having�

a pure free market while others gravitate toward pure Socialism where the govern-
ment decides what, how, and for whom all things will be produced.

It is important to know what economic system it is in which you are working 
whether you are doing business here or abroad. We are in a global economy, which 
means we can do business in any country we want to as long as its economic system 
will allow it. Even if that country does allow it, its regulations and government 
involvement�will�likely�differ�from�ours�here�in�the�United States.

There is also a government system known as Communism. While Communism and 
Socialism share many similarities, they are not the same. Many argue that Commu-
nism is actually a form of Socialism that is much more extreme.

Communism is an economic and political system while Socialism is only con-
cerned with the economy. It is believed, therefore, that a certain degree of Socialism 
can exist within more than one political system including Capitalism. Capitalism 
is another term for an economic system embraced by countries that would prefer 
to�allow�private�individuals�to�control�industries�and�trade�at�a�profit�rather�than�
to have them controlled by the government. Socialism also maintains that personal 
ownership is allowed while Communism does not. Socialism promotes the idea that 
people should be able to make choices in areas such as their religion or education but 
Communism does not.

Therefore, let’s focus more on Socialism and how it works in relationship to the 
free market.
It�is�often�referred�to�as�a�planned economy, a central economy, or a command 

economy where a centralized entity, such as the government, decides what will be 
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produced, how, and for whom. The only way that it can succeed is if the government 
truly knows what people want and don’t want to buy.

For example, some have referred to the term socialized medicine. Many people feel 
that it is a type of Socialism where, once again, the government answers those three 
economic questions by creating a national health care system.

Over many, many years, some countries have moved from one end of the continuum 
toward Socialism while others have moved to the other end of the continuum toward 
a free market. A country tends to move toward the free market when it appears that 
the government isn’t making enough of the necessary goods for the public. On the 
other hand, a country may move toward Socialism if it appears that we are having 
market failure where the free market fails to give society all that it needs. Examples 
of�these�needs�that�the�free�market�usually�can’t�provide�at�a�profit�are�our�military�
services, highways, and emergency services. No entrepreneurs are likely to be able 
to�make�those�things�available�at�a�profit;�therefore,�the�government�needs�to�pass�
the hat (by charging taxes) to create them. That is why we say that the United States 
is in a mixed economy due to market failure in that the free market cannot satisfy all 
of society’s needs.
In�some�countries,�it�has�been�known�that�their�economy�has�drifted�back�and�

forth from a Socialist economy to a free-market system as societies or leaderships 
see�fit.

The United Kingdom, for example, has socialized medicine. It took some time to 
achieve that and to get it to the point that it is today. Some argue that it still isn’t 
satisfying needs while some disagree. Still others argue that other societies need to 
do what the U.K. has done. Regardless of where you are on this debate, it shows how 
countries move up and down the continuum.

The United States has far more goods provided by the private sector than it does 
by the government, so our mixed economy would put us the right of the center of the 
continuum between Socialism and a free-market society.

Government failure exists, too, however. There are times the government has failed 
to create good economic conditions with its economic policies of intervention, and 
it has also failed, at times, to produce what we need in high enough quantities, at an 
affordable�cost,�or�in�a�timely fashion.

WHAT IS REQUIRED FOR A GOOD ECONOMY?

If all of the people in our country only buy necessities such as, food, shelter (by rent-
ing), and clothing from one another, it would not be enough to create an economy with 
full employment. An economy must also have sales of other items that are beyond 
necessities, such as new homes, cars, appliances, and clothing. It must also have sales 
of capital equipment for businesses.
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Therefore, economists, in cooperation with government policy, are aimed toward 
stimulating purchases in these areas.

It is desired to have zero inflation or even declining prices.ECONOMIC 
MYTH #2

To�have�zero�inflation would discourage growth. The way that happens is something 
that will be discussed later.

When we reach full employment, it is imperative that demand for goods and ser-
vices does not surpass the supply of them. If that happens, shortages would be the 
result, and shortages can cause higher prices. Therefore, the only way that we can 
have full employment and�stable�prices�is�to�find�a�way�to�slow�down�economic�growth 
when we reach full employment in order to give producers the ability to catch up with 
demand. We don’t want to stop growth or reduce the number of items sold in this 
country; we just want to slow down its growth rate.

THE WEAKNESS OF ECONOMIC THEORY

Economic theory exists when people, usually economists, prescribe what society 
needs to do to reach economic objectives. The theories we discuss here will prescribe 
the�cause�and�effect�of�different�actions�and�strategies.�It’s�often�thought�of�as�finan-
cial�physics.�They�are�often�used�to�make�predictions�that�use�the�concept�known�as�
ceteris paribus which means nothing else changes. For example, economists say that 
if prices go up, purchases will decline, ceteris paribus. In other words, if prices go up, 
purchases will decline if nothing else changes. The problem with such thinking is 
that seldom does one thing happen without others simultaneously changing.

Another problem exists in that once theories are applied, reality, in the form of 
politics�and�imperfect�knowledge,�hint�at�the�flaws�in�those theories.

The condition of the economy can always be attributed to the 
action of those currently in office.

ECONOMIC 
MYTH #3

There is also a reality known as legislative lag that exists. It takes time to decide 
on what policies we should use when the economy is at a given status. Whenever a 
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theory is prescribed, and policy is set, it then takes time to pass legislation or apply 
the regulations of that theory. Once you do, it then takes time to implement those 
theories.�From�there,�it�takes�time�for�passed�and�implemented�policy�to�have�an�effect�
on�the�economy.�This�process�has�often�taken�two�years�or�more.�Therefore,�economic�
conditions we are experiencing now, may be the result of policy set years ago. Also, 
government�officials�in�office�today�may�implement�a�policy�that�does�not�take�effect�
for�a�couple�of�years,�long�after�they�have�left�office.

Politicians feel that their first priority is to maintain a good econ-
omy and to engage in good economics.

ECONOMIC 
MYTH #4

Economic theory is only good if politicians apply the right theory at the right time 
rather than engage more in their own political agendas. Unfortunately, many pol-
iticians practice good politics before they practice good economics. It is usually in 
their interest to do good economics to get reelected but not always. Things such as 
fiscal�restraint�(discussed�later)�which�often�cuts�programs�in�the�federal�budget�may�
be needed for the economy, but it won’t happen if politicians fear that it would hurt 
their reelection bids.

THE MIDTERM ELECTION PROBLEM

There are times that an administration is blamed for a bad economy that it didn’t 
cause while at other times an administration may be given credit for a good economy 
it didn’t create. Every time there is a presidential election, the party that wins the 
White House is highly scrutinized for its policies in the way of managing the econ-
omy. Sometimes, as mentioned earlier, it can take nearly two years from legislative 
lag�for�economic�policies�to�take�effect.�The�midterm�elections�are�two�years�after�the�
presidential election. Since the president is not up for reelection at that time, if the 
economy is not doing well by then, the party of the current president in the White 
House will likely lose members of Congress in those elections even though it may 
have good policies in place that simply have yet to take�effect.

THE MAIN ECONOMIC THEORIES AREN’T RIGHT OR WRONG

Economic theories exist that prescribe what economic policies should be imple-
mented to manage the economy. Economic theoriesare like medication. None of the 
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theories are necessarily right or wrong; you simply have to apply the right theory to 
the right economic condition be it to stop a mild recession (a small decline in output 
by our country’s producers and jobs), deep recession (a huge decline in output and 
jobs),�depression�(an�astronomical�decline�in�output�and�jobs),�or�unreasonable�infla-
tion. For example, for someone to say that aspirin doesn’t work would be correct if 
he or she were using it to cure cancer. Aspirin does work if it is used at the right time. 
In the same way, many politicians will say that some of the economic theories don’t 
work. However, it is more appropriate to say that each of them does work when they 
are used at the right time.

These economic theories and conditions will be defined�later.
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Chapter 1 Review

QUESTIONS TO THINK ABOUT

1. Why study economics?
2. What is economics?
3. When managing the economy, what are the three questions that you 

must answer?
4. What is the government’s role in macroeconomics?
5.� What is the focus of this book?
6.� What do economists feel is the ideal economic environment?
7. What are the things that our government typically provides for our economy?
8.� What kind of an economy do we have?
9.� What is required for a good economy?

10. What�level�of�inflation�is preferred?
11. Explain the weakness of economic theory.
12. Explain the midterm election problem.
13. What are the myths described in this chapter?

TERMS/PEOPLE TO KNOW

Adam Smith

Capital

Capital Accumulation

Capital Equipment

Central Economy

Ceteris Paribus

Command Economy

Communism

Depression

Economic Growth

Economic Theory

Economical

Economics

Entrepreneurship

Franklin D. Roosevelt (FDR)

Free-Market Economy

Government Failure

Inflation

Labor

Land

Legislative Lag

Macroeconomics

Market Failure

Microeconomics

Mixed Economy

Opportunity Cost
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Planned Economy

President Herbert Hoover

Price Signal

Production Possibilities Curve

Recession

Socialism

Socialized Medicine

Stagflation

Technology

The Invisible Hand Theory

The Market Mechanism

The Wealth of Nations

Unemployment Rate


