
Why study business? You see businesses—small, medium, and large—all 
around you, and they affect your everyday life. Just as you make decisions 
 every day—about how hard you are going to work, how you plan to spend your 
scarce time and money, and what you intend to do tomorrow to achieve your 
goals for the future—businesses make similar choices, but on a global scale 
and with a customer service and profit motive. Events that happen around the 
world, such as pandemics, wars, scandalous news stories about certain na-
tional political leaders and business executives’ practices and reassuring sto-
ries about corporate leaders who contribute to society, and the pervasiveness 
of technology (e.g., the Internet) and climate change have direct impacts on 
business success or failure that touch you every day. All of these are important 
reasons to study business—to make you more aware of the world around you 
and how the business environment affects you as a consumer, an employee, or 
an employer.

In this text you will also learn the fundamentals of all the major functional 
areas of business—management, marketing, accounting, finance, information 
systems, and supply chain management. You will come to understand how 
these functional areas are interrelated and how they are all affected by glo-
balization, technology, and ethics. We hope that this text will help you decide 
which functional area of business you may want to major in. But if you decide 
that a business major is not for you, you will still gain valuable commercial 
insights that will help you succeed in any job you take in the future.

Part 1 sets the stage by examining the nature of contemporary business. It 
starts with a definition of business and goes on to explore the environmental 
factors that influence business. It then analyzes and studies the importance 
of business ethics and corporate social responsibility. Finally, it examines the 
vigorous world of small business and entrepreneurship.
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Learning Objectives
After studying this chapter, you should be able to

 1. Identify the three major factors that impact business today and discuss 
the roles of for-profit and not-for-profit organizations in an economy.

 2. Summarize the evolution of business in the United States and explain 
the key issues that influence its outlook for the future.

 3. Explain the fundamental features of the free enterprise, or capitalist, sys-
tem that make it efficient and dynamic.

 4. Discuss the meaning of market structure and explain why most indus-
tries fall under the banner of monopolistic competition.

 5. Discuss the rationale for countries wanting to choose other forms (rather 
than capitalism) of economic systems and explain what direction most 
countries are moving toward.

 6. Explain how the factors of production affect the supply of goods and 
services in an economy.

 7. Discuss how business performance is measured in a capitalist system 
versus a socialist system and how the objectives of for-profit businesses 
differ from the objectives of state-owned enterprises and of not-for-
profit organizations.

 8. Explain the important role consumers play in determining corporate per-
formance and show how businesses try to identify consumer needs.

 9. Discuss why and how national output of goods and services is measured.
 10. Evaluate the impact of the digital revolution on businesses, govern-

ments, and societies.
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4 Part 1 The Nature of Contemporary Business

How the Chips Fall…
Semiconductor chips, or chips, as they are more popularly known, are micro-circuit 
boards of transistors that form the brainchild of numerous items from small appliances 
to sophisticated missiles, satellites, artificial intelligence (AI), and high-speed super-
computers. Over the years, chips have become increasingly complex and miniaturized, 
thereby packing more punch and costing less in computational and processing speed. 
Chips come in various types; e.g., relatively low-cost memory chips, micro-processors, 
to high-end graphics cards. In terms of global market demand, the major consumers of 
semiconductor chips are manufacturers of personal computers (PCs) that account for 
some 30 percent of market, followed by smartphones (20 percent), and the automobile 
and data centers accounting for another 10 percent. All sorts of equipment (big and 
small) as well as machinery, aircraft, missiles, and satellite systems consume the rest. As 
you can see, semiconductor chips are indispensable, as they form the nerve center for 
most non-manual equipment, machinery, and operating systems. Because of increased 
automation and energy conservation, the demand for efficient semiconductor chips of 
various kinds is bound to increase over time.

To meet the anticipated demand for semiconductors, chip manufacturers continue 
to invest heavily in either setting up new manufacturing facilities or expanding existing 
ones. The three largest firms that invest heavily in the semiconductor manufacturing 
sector are TSMC (Taiwan Semiconductor Manufacturing Corporation), Samsung Elec-
tronics of South Korea, and Intel of the United States. Based on the production volume 
and sophistication level of semiconductor chips manufactured globally, the top four 
companies in terms of market capitalization (number of shares/stocks outstanding in 
the market times dollar price per share) in 2022 were TSMC, Nvidia (United States), 
Samsung Electronics, and Intel.

Two major business characteristics impact the semiconductor industry: (1) Moore’s 
Law and (2) the Semiconductor Cycle. Moore’s Law essentially implies that semicon-
ductor chips, computers/machines that run using these chips, and computing power all 
become smaller, faster, and cheaper with time, as semiconductor chip technology gets 
more sophisticated and efficient. The semiconductor cycle, on the other hand, explains 
the lag in time (normally up to two years) between identifying the demand for chips and 
factories’ ability to come onstream to supply that need.

Compounding these business issues are the challenges of the global geopolitical 
environment. After winning the U.S. presidency in 2016, the Trump administration 
implemented trade restrictions on China for perceived unfair trade practices. The ad-
ministration imposed export controls on China by denying Chinese companies access 
to specialized semiconductors and equipment to manufacture them as well. China’s 
response was to diversify production by increasing domestic R&D and raising local 
chip production. The onset of the COVID-19 pandemic and subsequent supply chain 
disruption of semiconductor chips from Asia, the world’s largest exporter, resulted in 
stalling production of automobiles, numerically controlled machinery, appliances, etc., 
especially in the United States. Furthermore, sanctions imposed primarily by the North 
Atlantic Treaty Organization (NATO) and its allies on Russia for its invasion of Ukraine 
(special-military operations as stated by Russia) further complicated global semiconduc-
tor chip production and trade. China aligned itself with Russia, whereas several other 
countries remained neutral because of the complexity of the situation. Hence, security of 
the semiconductor chip supply has taken greater prominence in several countries.

To secure reliable access to semiconductor chips, especially the cutting-edge variety 
within national borders, governments are moving away from efficiencies of free trade and 
are resorting to subsidizing domestic production and R&D. For example, in July 2022, 
the United States legislature passed the CHIPS-plus Act, which will provide $52 billion 
in investment subsidies and R&D support over a five-year period for semiconductor chip 
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Introduction
Business is global in nature regardless of where you live. Also, we live in an infor-
mation technology age, where developments—scientific, social, environmental, or 
 commercial— in one part of the world can and will be transmitted across national bound-
aries instantaneously via the cloud and big data networks. As illustrated in the opening 
story, entrepreneurs who can identify opportunities in a changing business environment 
and commercialize them are bound to do well, provided they stick to some fundamental 
principles of business and ethics as discussed in Part 1 of this text. Yet, because of com-
petition, there will always be winners and losers in business.

Defining Business and Profit
When you ask yourself the question, “What is business?” as you commute to class, the 
first things that you may recall are the stores and billboards that you see on your route. 
These may include gasoline stations such as Exxon and Shell; fast-food establishments 
like  McDonald’s and Burger King; car dealerships like Ford, Hyundai, Tesla, and  Toyota; 
airlines like  American, British, and Cathay Pacific; retailing giants like Walmart and 
 Amazon; smartphone manufacturers like Apple and Samsung; even a hairstylist or a 
Salvation Army store. In technical terms, these operations—big and small—are called 
 businesses. There is one thing common to all these operations: They are all trying to cre-
ate value for their customers.

Peter Drucker, an Austrian-American and world-renowned management professor and 
consultant, defined businesses as just that, those organizations that create value for the 
customer. If businesses did not create value, that is, if they did not meet a customer’s un-
satisfied need, they would not make any profit and will therefore cease to exist.

Basically, there are two types of businesses. The first type, which comprises most 
businesses in the world today, exists to make a profit. Simply put, profit is the difference 
between revenue (income or sales) and expenditure (cost of goods or services sold). This 
means that these businesses produce goods (e.g., gasoline, burgers, cars, cell phones, and 
computers) or services (e.g., haircutting, laundering, banking, and social media connect-
ing to the world) to meet customer need for a profit.

The businesses that make up the second type are called not-for-profit organizations. 
Examples are the Salvation Army, Goodwill Industries, most educational institutions, 
non government organizations (NGOs), and the like. Their primary objective is to provide 
vital goods and services to society without the goal of making a profit. Some of these not-
for-profit organizations may charge a nominal amount for their goods and services, but 
this is meant to cover basic business cost, even if some of the items are donated. While 
not-for-profit organizations play an extremely important role in society worldwide, we 
will focus more attention on “for-profit” businesses.

For-profit businesses provide a whole array of goods and services to society. Did you 
ever wonder why businesses are so eager to sell their goods and services? Surely, it is 
not to make themselves feel good. It is for profit! The more goods and services that busi-
nesses sell, the more profit they hope to make. The more profit they make, the greater is 

LEARNING OBJECTIVE 1
Identify the three major factors 
that impact business today and 
discuss the roles of for-profit 
and not-for-profit organizations 
in an economy.

businesses Those 
organizations that try to create 
value for the customer.

profit The difference between 
revenue (income or sales) and 
expenditure (cost of goods or 
services sold).

not-for-profit organizations  
Institutions whose primary 
objective is to provide goods 
and services to society without 
the goal of making a profit.

manufacturers to develop and increase domestic supply. Similarly, the European Union 
(EU) plans to provide €43 billion in subsidy through 2030 for EU chip production, and 
China, India, Japan, and South Korea are embarking on similar schemes— taxpayers 
beware! Economists are concerned that state largesse could lead to massive chip man-
ufacturing inefficiencies and compound the semiconductor cycle, leading to global ex-
cess semiconductor production capacity and wasteful duplication in manufacturing just 
when chip demand may likely moderate. Ultimately, time will tell how the chips fall!
Source: “When the Chips Are Way Down,” The Economist, July 16, 2022, pp. 59–61.
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the income to the owners of these businesses. 
Is this fair? Sure! These businesspeople have 
invested their money and time and have taken 
a risk to create goods and services that they 
hope consumers will buy. Risk is nothing 
but the probability that the business will fail. 
When a person takes a risk by investing his 
or her money and time setting up a business, 
he or she expects to be rewarded for it. The 
reward, which is profit, is never guaranteed. 
Why? Well, it depends on the consumer. If the 
consumer does not see the need for the product 
(or service) or does not like the product or ser-
vice for whatever reason, then the consumer 
will not buy it. Consumers all over the world 
behave in a similar fashion, although for cul-

Peter Ferdinand Drucker

PROFILES IN BUSINESS

Peter Ferdinand Drucker (November 19, 1909–
November 11, 2005) was an Austrian-American 
management consultant, educator, and author, 
whose writings contributed to the philosoph-
ical and practical foundations of the modern 
business corporation. He was also a leader in 
the development of management education, 
he invented the concept known as “manage-
ment by objectives” and “self-control,” and he 
has been described as “the founder of modern 
management.”

Drucker grew up in what he referred to as 
a “liberal” Lutheran Protestant household in 
Austria. His mother, Caroline Bondi, had studied medicine, 
and his father, Adolf Drucker, was a lawyer and high-level civil 
servant. Drucker was born near Vienna, Austria, in a small 
village named Kaasgraben. He grew up in a home where in-
tellectuals, high government officials, and scientists would 
meet to discuss new ideas. They included Joseph Schum-
peter, Friedrich Hayek, and Ludwig von Mises.

Drucker earned a doctorate in international law and pub-
lic law from the Goethe University, Frankfurt, in 1931. After 
migrating to the United States in the early 1940s, Drucker 
became a naturalized U.S. citizen in 1943. After 22 years at 
New York University as a Professor of Management (1950 to 
1971), Drucker moved to California, where he developed one 
of the country’s first executive MBA programs at Claremont 
Graduate School. Drucker believed that management was 
“a liberal art,” and he infused his management advice with 
interdisciplinary lessons from history, sociology, psychology, 
philosophy, culture, and religion. He also believed strongly 
that all institutions, including those in the private sector, have 
a responsibility to the whole of society. “The fact is,” Drucker 
wrote in his 1973 Management: Tasks, Responsibilities, Prac-
tices, “that in modern society there is no other leadership 
group but managers. If the managers of our major institu-
tions, and especially of business, do not take responsibility 
for the common good, no one else can or will.” Drucker’s 

writings would be marked by a focus on rela-
tionships among human beings, as opposed 
to the crunching of numbers. His books were 
filled with lessons on how organizations can 
bring out the best in people and how work-
ers can find a sense of community and dignity 
in a modern society organized around large 
institutions.

Drucker’s 39 books have been translated 
into more than 36 languages. He also penned 
a regular column in the Wall Street Journal for 
10 years and contributed frequently to the Har-
vard Business Review, Atlantic Monthly, and 

The Economist. Drucker’s books and articles, both scholarly 
and popular, explored how humans are organized across the 
business, government, and nonprofit sectors of society. He 
is one of the best-known and most widely influential think-
ers and writers about management theory and practice. His 
writings have predicted many of the major developments of 
the late twentieth century, including privatization and decen-
tralization; the rise of Japan to economic world power; the 
decisive importance of the consumer and marketing; and the 
emergence of the information society with its necessity of life-
long learning. In 1959, Drucker coined the term “knowledge 
worker,” and later in his life considered knowledge-worker 
productivity to be the next frontier of management.

From 1971 until his death, he was the Clarke Professor 
of Social Science and Management at Claremont, named 
the Peter F. Drucker Graduate School of Management in 
his honor in 1987. Drucker died on November 11, 2005, in 
Claremont, California, of natural causes at age 95. He had 
four children. Drucker’s wife, Doris, died in October 2014 at 
the age of 103. Drucker was awarded the Presidential Medal 
of Freedom by U.S. President George W. Bush on July 9, 
2002. He also received several honors from the government 
of Austria, including the Austrian Cross of Honor for Science 
and Art, 1st class in 1999.

Source: TPYXA_
ILLUSTRATION/Shutterstock 
.com.
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NGO discussing strategies for getting vaccines out to developing countries.
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tural reasons they may have dissimilar tastes. If consumers do not purchase goods and 
services provided by businesses, profits will not be realized, and businesses will cease to 
grow or they may even fail. Only when businesspeople see the potential to make profits 
will they be willing to invest their savings in these firms so that the company may grow 
and generate even greater profits for investors. This growth helps the whole country, since 
when business grows, more people (including high school and college graduates) will be 
hired to take on the new jobs being generated. As employment increases, tax (federal and 
state income taxes, state sales tax, and property taxes) collection increases, and that will 
lead to more or better public services (schools, roads, natural environment, and police). In 
addition, as employment increases, people will want to buy houses, smartphones, Internet 
services, cars, and other necessities and luxuries of life. This in turn will boost the econ-
omy even further. That’s one of the main reasons why a country’s economic and financial 
managers and professional investors pay such close attention to corporate profits. The 
level and rate of growth of corporate profits are bellwethers that indicate the health of 
business and the economy as a whole.

The Evolution of Business in the United States
The origin of business in the United States is fascinating and can be traced to the time 
when settlers from Europe crossed the Atlantic Ocean. The business climate reflected a 
combination of different government institutions and policies, the availability of abun-
dant land and diverse natural resources, and a constant and growing inflow of migrants 
and capital, initially from Europe. All these factors helped fuel the growth of American 
cities and founded and developed important industries. (The evolution of U.S. business is 
summarized in Exhibit 1.1.)

✔ Reality Check
What are the major not-for-
profit organizations in your 
community? Do you think 
they play an important role in 
the community?

LEARNING OBJECTIVE 2
Summarize the evolution of 
business in the United States 
and explain the key issues that 
influence its outlook for the 
future.

 
 

 

1815 1875 1913 1944 2018

The Reimagining
Globalization Era
• Implementing America �rst 

trade/investment/security policies 
reinforced by the business impact 
of the COVID-19 pandemic and 
sanctions imposed on Russia 
(followed by its retaliation) for its 
invasion/special military operations 
in Ukraine

• Geopolitically accelerating the 
growth of a divergent multipolar 
world based on regional blocs of 
countries with similar economic/
political ideology competing 
globally while practicing diversity, 
equity, and inclusiveness on a 
global scale

• Introducing protectionism and 
supply chain inef�ciencies in the 
name of national security and 
raising the level of socialism to 
contain the rise of China

• Promoting ESG (environmental, 
social, and governance) investing 
despite dubious measurement 
benchmarks rather than focusing on 
emission control (carbon footprint)

• At the corporate level, witness 
worsening employee work ethic 
since complacency and a sense of 
entitlement set in 

The Industrial Revolution
• Birth of the factory system
• Introduction of labor-saving 

equipment 

The Railroad Era
• Coast-to-coast 

business 
expansion

• Growth of 
monopolies 
and introduc-
tion of antitrust 
laws

The Assembly 
Line Era
• Introduction 

of scienti�c 
management in 
manufacturing

• Birth of labor 
laws and labor 
unions

The
Globalization Era
• Liberalization of 

international 
trade and 
investment 
regulations

• Innovations in IT 
and the Internet

• Tightening of 
corporate 
governance 
regulations and 
ethics

1825 1850 1875 1900 1925 1950 2018 Present

EXHIBIT 1.1 The Evolution of Business in the United States

risk The probability that the 
business will fail.
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The Industrial Revolution and the Growth of the Factory System 
in the United States
During the 60 years between 1815 and 1875, the Industrial Revolution, which began in 
Great Britain, transformed the United States from an agrarian economy into an industrial 
giant. Britain’s Industrial Revolution had its spillover effects in such areas as railways, 
roads, harbors, electric power plants, and telephone and telegraph systems.1 The United 
States, with its continental-sized land mass, large mineral deposits, relatively scarce but 
growing labor force (partly reflecting slave trade), and individualist philosophy, offered 
profit-seeking businesspeople the opportunity to earn a high return on their investment. 
Agriculture in the United States was very profitable and led to rising farm incomes and a 
strong demand for standardized consumer products.

The Industrial Revolution brought with it new technologies that facilitated mass produc-
tion of standardized items beneath one roof—the factory system. Under the factory system 
of mass production, raw materials, machinery, and labor were brought together in large 
volumes in one location to produce goods less expensively. Since production was on a large 
scale, raw materials and machinery could be purchased in bulk and at lower cost. However, 
the growing demand for mass-produced goods led to labor shortages in factories. This 
caused labor cost to rise, which in turn forced businesses to invent and adopt labor-saving 
equipment and manufacturing techniques that became a unique feature of “Yankee ingenu-
ity.” The new machines could produce goods faster, cheaper, and more uniformly (and of 
better quality) than those produced by hand. Over time, this type of manufacturing process 
led to the specialization of labor; that is, employees were grouped together based on their 
skills and factory demand and were increasingly assigned to specific tasks.

The Railroad Era
In the early 1870s, the railroad drove economic expansion, encouraged massive specu-
lation, and created fabulous wealth. Continental railroads turned the United States into 
a unified market from coast to coast. Retailers expanded to serve immigrants (includ-
ing indentured Chinese labor) who were instrumental in building the railroad system. 
Land values soared along the rail routes, and cargo that took weeks to travel by boat and 
wagon could now be moved in days. The railroad era, like the dotcom era of the late 
1990s and early 2000, was riddled with speculation, corruption, and miscalculation. Rail 
barons worked political connections to obtain federal land grants, and speculators grew 
rich. During this period, the advanced technologies developed by U.S. business made the 
United States the most important country among the industrialized nations of the world. 
For example, during the 1875 to 1913 period, the U.S. share of world manufacturers rose 
from 23 to almost 36 percent while Britain’s declined from nearly 32 to only 14 percent.

This largely reflected the rapid growth of the relatively young country and the laissez- 
faire system followed by the nation at that time. The principle of laissez-faire advocates 
total government inaction in business; that is, businesses are free to do what and as they 
please. Key contributing factors to U.S. economic growth were a steady natural increase 
in domestic population supplemented by a large immigration (including imported slaves) 
inflow and a high rate of business investment. Businesses exploited the buoyant economic 
conditions, which supported a rising standard of living for most Americans. This period 
also saw one of the most rapid growths in the number and size of companies in the United 
States. A side effect of the laissez-faire system was that it encouraged companies to con-
solidate (merge) and dominate the market. Market domination was established through 
either acquiring competitors or colluding with companies that resisted acquisition. As 
their size grew, some of these firms became so powerful that they dominated the market 
by controlling product prices and preventing competitors from entering the market. Con-
sumers as well as affected businesses protested this unregulated laissez-faire system. This 
ultimately led the U.S. government to institute antitrust policies—laws designed to break 
up monopolies and control monopoly abuses—in 1890 and 1914. Antitrust laws set limits 
on firm behavior by prohibiting certain kinds of anticompetitive practices (like price fix-
ing, market sharing, predatory pricing, and exclusionary activities).

factory system A method of 
mass production in which raw 
materials, machinery, and labor 
are brought together in large 
volumes in one location to 
produce goods less expensively 
than in dispersed locations.

specialization of labor  
Grouping employees to work 
on assigned tasks based on 
their specific skills and factory 
demand.

laissez-faire The economic 
doctrine that advocates total 
government inaction in 
business, so businesses are free 
to do what and as they please.

market domination A strategy 
of either acquiring competitors 
or colluding with them to 
control product prices and 
prevent new competitors from 
entering the market.

antitrust policies Government 
laws designed to break up 
monopolies and control 
monopoly abuses by business.
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The Assembly-Line Era
A new era in manufacturing began in 1913 when the Ford Motor Company started mass 
production of Model T cars at its Highland Park, Michigan, plant in the United States. 
Ford used an assembly line where the factory worker remained in one spot and the car 
came to the worker to be assembled. This system of production was based on studies to 
determine the most efficient approach to production. The idea was to avoid unnecessary 
movement on the part of the worker to complete a specific job. In a system that brings 
an incomplete car on an assembly-line track to a worker, the time and effort needed to 
perform a specific task is minimized as compared with a system in which the car’s posi-
tion is fixed and workers must spend a lot of time moving around it. The net result was 
that the assembly line reduced production cost and made cars more affordable, thereby 
encouraging sales. The assembly line is still used in several industries today, although 
the techniques for using it have been further refined. The drawback of this system is the 
monotony that it creates for the worker and the ever-increasing pressure to perform better 
and faster. Assembly-line employees complained about the rigors of working under those 
conditions. This contributed to the formation of labor unions that strove to protect work-
ers’ rights. The government’s role increasingly became one of a mediator between labor 
(preventing exploitation of workers) and business (preventing unreasonable demands on 
firms that could lead to their financial ruin).

The Post–World War II Period: The Globalization Era
Europe was physically devastated after World War II, while the U.S. infrastructure was 
relatively unharmed. To rebuild Europe, the United States instituted and paid for the 
 Marshall Plan. In addition, several important international institutions were set up under 
U.S. leadership to develop new rules for facilitating international trade, foreign invest-
ment, and global economic growth. Key among these international financial institutions 
were the International Monetary Fund (IMF) and the World Bank, both headquartered in 
Washington, D.C. The IMF’s role was essentially to facilitate and support stable exchange 
rates (of currencies) and the flow of capital (money) between countries so that countries 
could increasingly invest and trade with each other without being too concerned about 
the value of their currencies. The World Bank was set up as an international development 
institution whose primary role was to provide financial and technical assistance to rebuild 
Europe. Only countries that were members of the United Nations could choose to become 
members of the IMF and the World Bank. Member countries provided aid money to the 
World Bank for investment in needy members on relatively easy repayment terms, while 
some funds were disbursed as interest-free grants. Although World Bank funds were ini-
tially geared to rebuilding Europe, rapid recovery in Europe soon led to the diversion of 
development funds to other lower-income countries of the world.

To facilitate trade, the General Agreement on Tariffs and Trade (GATT), a United 
 Nations institution, was established in 1947. The GATT sets rules of conduct for interna-
tional trade policy and is headquartered in Geneva, Switzerland. Much of the multilateral 
tariff reduction that has taken place since World War II has been accomplished under the 
GATT (renamed the World Trade Organization [WTO] and commenced operations on 
January 1, 1995). Over the years several rounds of trade policy liberalization have taken 
place. Each trade liberalization step has led to the accelerating globalization of business 
because tariffs were lowered further, and quotas eliminated. This, in turn, gave a boost to 
international competition through the increased exports of goods and services, as well as 
capital flows between countries. Globalization is the process of integrating the market for 
goods and services worldwide. One could argue that the globalization of business, which 
began after World War II, has led to the worldwide economic and social advances that we 
are witnessing even today.

The Reimagining Globalization Era
The era of reimagining capitalism and globalization in the United States began with the 
populist election of Donald Trump as the president of the country in 2016 on a  platform of 

globalization The process 
of integrating the market for 
goods and services worldwide 
by reducing or eliminating 
trade and investment barriers 
across countries.
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closed borders and China containment because of their alleged mercantilist trade practices. 
The retreat from globalization began with U.S. imposition of massive tariffs on major im-
ports from China and restrictions on technology exports (to China as well as on some allies). 
This trade distortion was compounded by pandemic-induced supply chain disruptions and 
the North  Atlantic Treaty Organization’s (NATO spearheaded by the United States) eco-
nomic sanctions imposed on Russia for its invasion of Ukraine (a NATO- aspiring member 
bordering Russia) that was exasperated by the predictable counter sanctions imposed by 
Russia on “unfriendly” countries. The global business and economic impacts of these de-
velopments have been dire, especially for many sidelined developing countries that were 
impacted by inflation caused by the subsequent food and energy shortages. The overall 
impact on the United States and other developed countries is a realignment from efficient 
just-in-time and just-in-sequence production processes to a more inefficient supply chain 
diversification and resilience that are based on protection, government subsidies, dupli-
cate, and/or domestic sourcing of goods and services. While security of supply is a worthy 
goal, incipient self-sufficiency, economic concentration, and subsidized production lead to 
high cost to consumers and a weaker  economy that may not be able to fund pressing initia-
tives to overcome externalities like climate change and unforeseen pandemics. Investors’ 
support for corporate Environmental, Social, and Governance (ESG) commitment calls for 
greater globalization, not less. This implies that when countries advocate diversity, equity, 
and inclusiveness at home, they should apply the same principles on a global perspective. 
As the world moves inevitably to a multi polar global economic order, the need for peace-
ful coexistence with autocracies and other political systems will become imperative.

The New Society of Knowledge Workers2

The society that we currently live in is already diverging from that of the twentieth cen-
tury, which saw the rapid decline of the agricultural sector that had dominated society 
for thousands of years. In 1913 farm products accounted for 70 percent of world trade, 
whereas now their share is at most 17 percent. In the early years of the twentieth century, 
agriculture in most developed countries was the largest single contributor to a country’s 
production of goods and services; now in rich countries its contribution has dwindled 
to the point of becoming marginal. And the farm population is down to a tiny but vocal 
proportion of the total.

Manufacturing has traveled a long way down the same road as well. Since World War II, 
manufacturing output in the developed world has tripled in volume, but inflation- adjusted 
manufacturing prices have fallen steadily. Manufacturing employment in the United States 
has fallen from 35 percent of the workforce in the 1950s to less than half that now, with-
out causing much social disruption. However, such a transition in countries such as Japan 
or  Germany, where manufacturing workers still make up 25 to 30 percent of the labor 
force, is proving difficult. Furthermore, the cost of services, especially prime knowledge 
products— health care and education—has tripled (even adjusted for inflation) since World 
War II.

As the new economy, largely driven by developments in information technology (big 
data, cloud computing, blockchain, and artificial intelligence) and the Internet material-
izes, one thing sure to happen is that the next successful society will comprise knowledge 
 workers—people whose jobs require good formal and advanced schooling. In the devel-
oped as well as the developing countries of the world, the role that knowledge workers 
play, especially by using information technology (IT) tools, will be more important than 
information technology or the Internet itself.

Knowledge will be a key resource, and knowledge workers will be the dominant group 
in the future workforce. The main characteristics of the knowledge workforce will be

n Borderless, because knowledge travels even more effortlessly than money
n Upwardly mobile, since knowledge will enable everyone who has acquired a good 

formal education to move up
n Financially successful

new economy An economy 
largely driven by developments 
in information technology and 
the Internet.

knowledge workers  
Employees whose jobs require 
formal/advanced schooling 
with proficiency in the use of 
IT tools.
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Together, these three characteristics will make the global 
society highly skilled and competitive for businesses and 
individuals alike. This effect is already illustrated clearly 
by the volume of knowledge-based manufacturing and ser-
vices that are being outsourced to countries like China and 
India.

Information technology, although only one (the others 
include biotechnology, space science, streaming services, 
and nanotechnology) of many features of the new society, 
is already having a tremendous effect: It is allowing knowl-
edge to spread almost instantly and making it accessible to 
everyone. Given the ease and speed at which information 
travels, every institution in the knowledge society—not 
only businesses but also schools, universities, hospitals, 
and, increasingly, government agencies too—will need to 
become globally competitive, even though most organiza-
tions will continue to be local in their activities and in their 
markets. The reason is that the Internet and social media 
will keep customers everywhere informed about what is available and at what price any-
where in the world. This new economy will rely heavily on knowledge workers, which at 
present describes people with considerable theoretical knowledge and learning: doctors, 
engineers, scientists, and teachers. The most striking growth, however, is anticipated in 
knowledge technologists: computer technicians, software designers, clinical lab analysts, 
manufacturing technologists, and paralegals. Just as skilled manufacturing workers were 
the dominant social and political force in the twentieth century, knowledge technologists 
are likely to become the dominant social, and perhaps also political, force over the next 
decades.

Types of Economic Systems and Their Impact on Business
Economic resources (land, labor, capital, and technology) are scarce, and no matter how 
much we have of them, we continue to face a shortage—the inability to have as much 
as we want at a price that we are willing to pay. Countries have adopted different ap-
proaches to allocate these scarce resources among competing demands to generate eco-
nomic growth and employment. The economic system adopted by any country depends 
basically on the following factors that have a profound effect on the efficiency of resource 
allocation, business development, economic evolution, and growth. The country with the 
most open (ease of entry into and exit out of industry) type of economic system will tend 
to have the most efficient system of resource allocation and rapid business growth.

n Ownership of the factors of production (private versus government)
n Method of resource allocation (market versus government)
n Transparency of economic policies
n Availability of functioning institutions

The Free Enterprise, or Capitalist, System
The economic system practiced in the United States is largely capitalism (also called the 
free enterprise or free-market system where product/service price and quantity are deter-
mined by their market demand and supply), which is based on private property rights, a 
free-market system, the pursuit of self-interest (profit or wealth maximization), the free-
dom to choose, and the ability to borrow money. Far from the popular image of a haven 
for “corporate fat cats,” a capitalist economy crowns the consumer as king, and the sys-
tem provides for the public’s well-being.3

In the free enterprise system, the key players are consumers and producers. Consumers 
like you and me are in the market to buy all sorts of goods (books, clothes, toiletries, food, 

✔ Reality Check
Have you seen any changes 
in business activity in your 
hometown over the past five 
years? If yes, what is the 
cause of these changes?

economic resources Land, 
labor, capital, and technology 
that are scarce.

LEARNING OBJECTIVE 3
Explain the fundamental 
features of the free enterprise, 
or capitalist, system that make 
it efficient and dynamic.

capitalism The economic 
system that is based on private 
property rights, the free-market 
system, the pursuit of self-
interest, the freedom to choose, 
and the ability to borrow 
money.

A highly automated car assembly line operated by robots 
that do the heavy lifting and precision work designed by 
knowledge-intensive workers who are in the background 
operating artificial intelligence (AI) computer systems.
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smartphones, etc.) and services (the Internet, airline tickets, concert tickets, season passes 
for ball games, etc.). Some of these goods and services that we purchase may be imported 
(e.g., Heineken beer from Holland or a Singapore Airlines ticket). In the free-market 
system, consumers demand certain products or services and are willing to pay a certain 
price for them based on their usefulness and the consumers’ budget. The producer, on 
the other hand, is willing to supply the goods or services to the consumer at some price, 
which will depend on the cost of the inputs used in producing the goods or services 
and a profit margin. In nominal terms, the United States is currently the world’s largest 
economy, followed closely by China, that increasingly practices a free-market system. 
Most European countries, as well as other developed countries like Japan, South Korea, 
 Taiwan, Singapore, Hong Kong (a Special Administrative Region of China), Chile, and so 
on, essentially follow the free enterprise system. The relationship between the economic 
system and business is very close, and unless you understand how a particular economic 
system works, you may not be able to conduct business in that country successfully. This 
section explains the fundamentals of the free-market system, which show how private 
investors identify opportunities for profits based on simple demand and supply analysis 
of goods and services and the degree of competition in a market.

Demand, Supply, and Price
Consumers create a demand for goods and services, and the quantity demanded depends 
on the price of the product or service, as well as on how much money the consumer has 
at her or his disposal. Literally, there are hundreds of goods and services that people con-
sume to maintain their lifestyle. When they consume any one of these goods and services, 
they create a separate demand for each product and service. Generally, you will have no-
ticed that when the price of a particular product or service falls, you tend to purchase more 
of it. This is the idea behind the “special sale” advertisements promoted in newspapers, on 
TV, and on the radio. Businesses know that when they lower prices, consumers will tend 
to demand (purchase) more of their product. This behavior has led to what is called the 
theory or law of demand: Consumers will buy more when prices fall and less when prices 
rise. Just imagine what you would do if the price of gasoline were doubled. You would 
at once try to carpool with your friends to school or work and cut down on your cruising 
habits too! What you are essentially doing is reducing your demand for gasoline. Just 
remember, you are not the only one who will cut down on gasoline consumption when 
prices rise. Your friends and neighbors will do the same as well. In fact, the whole society 
will do the same thing, and the net impact will be a drop in the demand for gasoline in 
the whole country. The opposite happens when the price of gasoline goes down. Lower 
gasoline prices encourage consumption and increase gasoline demand. We can represent 
this behavior with the help of a diagram.

Exhibit 1.2(a) shows that when the price of gasoline drops, say, from $2.00 to $1.50 per 
gallon, the quantity of gasoline demanded by a particular consumer increases from 5 to 
8 gallons per week. Or, if the price of gasoline increases from $1.50 to $2.00 per gallon, 
the amount of gasoline that a consumer would purchase decreases from 8 to 5 gallons per 
week. The line AB is called the demand curve, which shows the relationship between the 
quantity of gasoline demanded and the price of gasoline for a particular customer. If there 
were, say, 10,000 students on campus, we could derive the demand curve for each student 
in a similar fashion. We could then aggregate (total) all the individual demand curves and 
determine the total number of gallons of gasoline that the 10,000 students would demand 
at different prices. In a similar manner, we could determine the demand curve for any 
product or service for the whole city or country. It’s that simple. The slope (steepness) of 
the demand curve is heavily influenced by the consumer’s budget for that product or ser-
vice and by the consumer’s taste (spending priority). When the slope of the demand curve 
is steep, economists characterize the demand represented as price inelastic demand. For 
example, a significant increase in the price of cigarettes will have little effect on the 
quantity of cigarettes demanded. On the other hand, when the slope of the demand curve 
is very gentle, then the demand represented is price elastic demand. For example, a rel-

free-market system The 
economic system in which 
consumers demand certain 
goods and services and are 
willing to pay a price based on 
their budget, and producers are 
willing to supply the goods and 
services on the basis of a price 
that will cover their costs and 
provide a profit margin.

theory or law of demand The 
statement, which appears to 
hold, that consumers will buy 
more when prices fall and less 
when prices increase.

demand curve A graph for any 
product or service that shows 
the relationship between price 
and quantity demanded and is 
downward sloping.

price inelastic demand The 
demand where significant 
increases in the price of a 
product or service will have 
little effect on the quantity 
of the product or service 
demanded.

price elastic demand The 
demand where a small 
change in the price will 
have a significant impact on 
the quantity demanded of a 
product or service.
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atively small change in the price of DVDs will have a significant impact on the quantity 
demanded. In the real world, some products, and services, like medical services, are price 
inelastic. When you get sick and need to see a physician, you are not likely to think twice 
about the high cost of doctor fees! However, if the price of Levi jeans goes up sharply, 
you probably will be able to get by without purchasing a new pair of jeans for some time. 
The demand for jeans is price elastic.

Just as the consumer creates the demand for goods and services, the supply of goods 
and services comes from producers. Producers are willing to supply goods and services at 
a price that will cover their production costs and generate a reasonable profit. The higher 
the price, the more goods and services the producer is willing to supply. As prices go up, 
producers see the opportunity to make greater profits and are therefore willing to supply 
more goods and services. This behavior on the part of producers is generalized in the 
theory or law of supply: Producers will be willing to sell more when prices rise and less 
when prices fall. In the gasoline case that we just discussed, if the price of gasoline dou-
bled, gas stations would be willing to sell more gasoline so that they could earn greater 
profits. Low gasoline prices would discourage gas stations from selling gasoline and in-
stead encourage them to sell more items from the convenience stores that are generally 
attached to the gas stations these days. The producer’s behavior can also be explained 
with the help of the same diagram.

Exhibit 1.2(b) shows what happens when the price of gasoline rises, say, from $1.50 
to $2.00 per gallon. The quantity of gasoline that your local gas station will be willing to 
supply may increase from 5,000 to 7,000 gallons per month. The upward-sloping supply 
curve CD clearly shows that as prices rise, the producer is willing to sell more of the 
product (gasoline in our case). Again, the steepness of the supply curve carries important 
meaning. If the supply curve is steep, the implication is that large changes in the price 
will have little impact on the quantity of goods supplied by the producer. For example, 
electricity has a price inelastic supply. On the other hand, when the supply curve slopes 
gently upward, a relatively small increase in price will bring about significant increases 
in supply. For example, a product like beef has a price elastic supply. One point to re-
member is that the producer does not just supply one consumer but a whole bunch of 
consumers in a given market or region. Also, there may be several producers for a single 
product, in which case an aggregate (total) supply curve can be developed. The aggregate 
supply curve is also called the market supply curve.

In countries that follow the free-market system, the prices that consumers pay for goods 
and services are determined by the collective interaction of total consumer demand and 
cumulative producer supply. The intersection of the market demand and supply curves 
provides us with the market clearing, or equilibrium, price, the price at which supply 

theory or law of supply The 
statement, which appears to 
hold, that producers will be 
willing to sell more when 
prices rise and less when prices 
fall.

supply curve The curve that 
shows the relationship between 
the quantity supplied and the 
price of a product or service, 
and it is upward sloping.

price inelastic supply The 
supply where a large change 
in the price will have little 
impact on the quantity of a 
good or service supplied by the 
producer.

price elastic supply The 
supply where a small change 
in the price will bring about 
significant increases in the 
quantity of a product or service 
supplied by the producer.

market clearing, or 
equilibrium, price The price 
at which supply will equal 
demand.

3.00

2.50

2.00

1.50

1.00

.50

2510 20155

P
ri

ce
 p

er
 g

al
lo

n
 (

$)

Quantity of gasoline demanded
per month (1,000 gallons)

3.50

A

B

Demand
curve

3.00

2.50

2.00

1.50

1.00

.50

2510 20155

3.50

P
ri

ce
 p

er
 g

al
lo

n
 (

$)

Quantity of gasoline supplied
per month (1,000 gallons)

(a)
The Demand Curve Is Always

Downward Sloping

(b)
The Supply Curve Is Always

Upward Sloping

C

D

Supply
curve

EXHIBIT 1.2 The Demand 
and Supply Curves



14 Part 1 The Nature of Contemporary Business

will equal demand and there will be no unsold goods or services. This situation can also 
be shown with the help of a diagram.

In a free-market system, price will always tend to move toward the equilibrium price 
so that the market clears—that is, everything that is produced is sold. From Exhibit 1.3 it 
is clear that if price falls below the equilibrium level, the quantity demanded (represented 
by the demand curve) will be greater than the quantity supplied by producers (represented 
by the supply curve). When price is such that demand exceeds supply, then we have a 
shortage. When there is a shortage, price will keep rising, so demand will shrink, and 
the shortage will become smaller and smaller until it vanishes. You will notice that the 
shortage vanishes when the price reaches the equilibrium or market clearing price. In the 
opposite case, when market supply exceeds market demand, we have a surplus.

Private Property and Property Rights
Capitalism is defined as that form of private property economy in which innovations are 
carried out by entrepreneurs with the help of borrowed money.4 It is a system based on 
private property, which does not just imply land but also includes all types of personal 
property that you see, such as your house, car, furniture, books, stereos, PCs, and so on. 
In the capitalist system, along with private property comes property rights, that is, your 
rights to buy, own, use, and sell your property as you see fit. Private property and property 
rights are things that Americans take for granted. However, in communist countries like 
China (where property rights are changing very slowly) or in countries that have very re-
cently gained independence from the former Soviet Union (like Kazakhstan, Kyrgyzstan, 
 Tajikistan, Turkmenistan, and Uzbekistan in Central Asia), private property, especially land 
title, still belongs to the state (the land may be leased for 70 years or so), and there are se-
vere restrictions on what citizens in these countries can do with their land (the house that 
they build on the land may belong to them, but not the land!). This lack of property rights 
severely restricts innovation and business, since people may not have the freedom of choice 
to do what they want and make a profit. There is little or no incentive to invest in property 
when people know that the government may take away their land at any time (or when the 
land lease expires). Private property rights are crucial for success in a free-market system.

Degrees of Competition
What is competition, and why does it matter? By the time you finish reading this section, 
you will begin to appreciate the importance of competition, especially as it relates to the 
price, quantity, and quality of the products and services that are produced and consumed 
in an economy. Most firms are established to satisfy consumers’ unfulfilled needs and, in 
so doing, to earn profit before the product or service they are selling becomes obsolete. 
All firms have a life cycle that begins with the introduction of a new, better, or cheaper 
product. At this stage, firms tend to be most profitable before competitors have had the 
time to enter the market with a cheaper, better alternative. The potential for profit mo-
tivates new entrants into the marketplace, and as the number of firms providing similar 
goods and services increases, the level of competition intensifies, and prices fall. Unless 

shortage The amount of a 
good or service that will not 
be available when the price of 
the good or service is set below 
the equilibrium price. (Demand 
will exceed supply.)

surplus The amount of a good 
or service that will not be sold 
when the price of the good 
or service is set above the 
equilibrium price. (Supply will 
exceed demand.)

✔ Reality Check
How has the price of a typical 
laptop performed over the 
past three years? Why?

LEARNING OBJECTIVE 4
Discuss the meaning of market 
structure and explain why most 
industries fall under the banner 
of monopolistic competition.
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the original firm increases its efficiency (by cutting production costs and “doing things 
right”) and effectiveness (by introducing new products, markets, and business models, 
i.e., “doing the right things”), it will become less profitable, then obsolete and fade away. 
That is the fundamental reason why firms that do not innovate and change with time do 
not exist forever. Just as perceived profits attract business, in the product life cycle, com-
petition forces firms to innovate and become efficient, invest, and outsource products and 
services abroad or to go out of business. In the capitalist system, the law of the corporate 
jungle is clear: compete—restructure—or die. This is called the process of “creative de-
struction.” The degree of competition that firms face can vary from industry to industry 
and from country to country.

Market structure is the term that economists generally use to describe the level of 
competition within an industry. The amount of competition that firms face is determined 
by the number of firms that operate in that particular industry, the ease of entry into that 
industry, product homogeneity, and the supplier’s control over price. At one end of the 
industrial spectrum we have agriculture, where there are literally hundreds of thousands 
of suppliers who produce essentially identical products (e.g., milk, beef, chicken) that are 
sold at a price determined by market demand and supply. Such a system is called pure 
competition, and it must meet the following market conditions:

 1. The number of firms in the industry must be large, and none must be so big as to 
have undue influence on the price of the product or service that is being sold.

 2. Entry into and exit out of this industry must be relatively easy so that firms can get 
in and out of this business if they so desire.

 3. Each firm must produce a product or service identical to that of the other firms so 
that consumers cannot differentiate between the products.

 4. The price for the product must be determined by the overall market demand and 
supply, and neither a single supplier nor a single customer must be able to influence 
prices.

At the other market structure extreme, one could witness a utility (electricity) com-
pany that services a large region of a country all by itself. In this case we would have a 
 monopoly, that is, a single firm supplying electricity to a large area of customers. This 
company then behaves like a monopolist (derived from the Greek words mono for “one” 
and polist for “seller”). Since this electric utility is the only game in town with no close 
substitutes for its service, it will be inclined to set prices as high as the market will bear. 
That is why we have utilities regulated by the government: to make sure that these firms 
do not make excessive profits, often called monopoly profits. On the basis of the four 
criteria indicated above, you will notice that entry into and exit out of the utility industry 
is neither easy nor inexpensive.

Not all industries are identical in their configuration. In fact, the real world contains 
a significant mixture of monopoly imperfections along with elements of competition. 
We can then classify the real world for the most part as having the market structure of 
imperfect competition, one that is neither perfectly competitive nor perfectly monopolis-
tic. Imperfect competition arises when the total industry’s output of goods or services is 
supplied by a small number of firms at market-determined prices. This leads to a consid-
eration of firm concentration ratios, i.e., the percentage of the total industry output that 
is accounted for by the largest firms. Normally, four-firm concentration ratios, defined as 
the percentage of total industry output that is accounted for by the four largest firms in the 
industry, are used to measure the monopolistic nature of an industry in a country. In 2021, 
about 53 percent of total meat (beef, chicken and pork) processing in the United States 
was accounted for by the four largest companies (JBS, Tyson, Cargill, and Smithfield).5

The differences in market structure arise from variations in cost composition between 
industries as well as from barriers to competition. In some industries, production will need 
to be on a large scale in order to make economic sense. Take, for example, the automobile 
industry. Given the huge investment in plant and equipment that will be needed, the thou-
sands of parts required to assemble a car, the spare parts inventory, and the personnel that 
will be required to manage and operate the plant, average production cost will continue to 

product life cycle The theory 
that explains the different 
stages—introduction, growth, 
maturity, and decline—that a 
product goes through before it 
fades away.

market structure The 
organization of an industry 
determined by the level 
of competition within the 
industry.

pure competition The industry 
market structure in which 
a large number of suppliers 
produce essentially identical 
products, which are sold at 
a price determined by the 
market.

monopoly The industry market 
structure in which there is 
essentially a single supplier of 
goods or services that has the 
power to set prices.

imperfect competition The 
industry market structure 
where the industry’s output of 
goods or services is supplied 
by a relatively small number 
of firms and price is largely 
determined by market forces.

firm concentration ratios The 
percentage of total industry 
output that can be accounted 
for by the four largest firms 
and so a measure of the sellers’ 
market power.
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decline as the number of cars produced increases. Hence, there are significant economies 
of scale in automobile production that could essentially wipe out small- volume car pro-
ducers that will invariably have higher average costs. Unless the market for cars is large, 
it will not make sense, nor will it be profitable to build mini auto plants. That’s a major 
reason why you don’t see automobile plants in countries with a small car market. It would 
make more sense to import cars than to build them in these countries.

Barriers to competition, also sometimes called barriers to entry, arise when certain 
legal restrictions are imposed on an industry or when suppliers themselves try to differen-
tiate their products or services. Examples of legal restrictions to competition include pat-
ent protection, licensing, and tariffs. Patents are awarded to companies or individuals by 
governments to protect their inventions (intellectual property). Patents provide exclusive 
rights to the owner to produce goods (e.g., pharmaceuticals) or services (e.g., software) 
for a set period of time, thereby preventing others from doing so during that period. A 
patent awards exclusivity, or monopoly rights, to the owner for a given period so that the 
inventor can recoup the research and development cost of the invention and also earn a 
certain profit for the effort. Licensing operates in a similar manner and is more prevalent 
in developing countries where governments select certain investors to operate a particu-
lar type of businesses (cement manufacturing, steel production, etc.). Licensing restricts 
entry into an industry, thereby reducing competition. Finally, tariffs, which are taxes on 
imports, raise the price of imports and boost prices to domestic consumers. Domestic 
producers of import-competing products are therefore provided relief from overseas com-
petition (from lower-cost imports).

Oligopoly How imperfect can imperfect competition get? At one extreme is the monop-
olist, or single seller. Oligopoly implies “few sellers,” that is, an industry in which a few 
sellers cater to the needs of the whole market. An oligopolist is one of these few sellers 
who produces and sells identical (or almost identical) products like cement, steel, copper, 
and so on, or services like airlines. Based on the four conditions of market structure that 
were discussed earlier, you will find that oligopolists are generally large producers, so 
only a few of them are needed to supply the whole market. Since the products or services 
sold by oligopolists are quite similar, when an oligopolist lowers prices, consumers will at 
once switch to the lower-price seller. In order not to lose market share, the other oligopo-
lists will be forced to match the lower prices or go out of business. If you use commercial 
airlines, you will understand what we mean. For example, if American Airlines lowers 
its fare between any two cities, other carriers that cater to that pair of cities will lower 
their prices as well and will match American’s fare; otherwise, customers will flock to 
 American Airlines. Unlike a monopolist, the oligopolist does not control prices, but each 
can have a great effect on market price, especially downward.

Monopolistic Competition The key characteristic of monopolistic competition is  product 
differentiation. Although there are quite a few sellers in this type of market structure, each 
firm will try to make its product sound or appear different from the rest. Although the 
number of producers remains large (not as large as in pure competition), each firm will try 
to advertise and promote its products as if they are unique. Take, for example, jeans, which 
are a common product. However, through the creation of brand awareness, brands like 
Polo, Calvin Klein, Levi’s, Wrangler, Lee’s, Rustler, and so on, the companies try to give 
the consumer the impression that their jeans are something out of the ordinary—in a class 
by themselves. Each company tries to convey to the consumer that its jeans are unique—
one of a kind—in the market, and it wants to behave like a monopolist in the market for its 
jeans. This way it can try to charge a monopoly price. While some consumers may say that 
jeans are jeans and go for the ones that cost the least, there are others who are convinced 
that “there is nothing between me and my Calvins” and are willing to pay a high price for 
a pair of Calvin Klein jeans.

Since product differentiation is such an important part of monopolistic competition, 
firms in this industry spend a tremendous amount of money on advertising to convince 
the consumer that their product is truly different. Other industry examples of differen-

barriers to competition  
Barriers that arise when certain 
legal restrictions (patent 
protection, licensing, and 
tariffs) that reduce the level of 
competition are imposed on an 
industry.

patents Awards to companies 
or individuals by governments 
to protect their inventions 
(intellectual property) by 
providing exclusive rights to 
the owner to produce the goods 
(e.g., pharmaceutical products) 
or services (e.g., software or 
operating systems) for a set 
period, thereby preventing 
others from doing so during 
that time period.

licensing The practice by 
governments of selecting 
investors to operate certain 
types of businesses, thereby 
restricting entry into those 
businesses and reducing 
competition.

tariffs Taxes on imports that 
raise the price of imports and 
consequently enable domestic 
competitors to raise prices as 
well.

oligopoly The industry 
market structure where a few 
producers of almost identical 
products cater to the needs of 
the whole market.

product differentiation A 
strategy that firms employ 
to make their product seem 
different from those of their 
competitors.
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tiated products include perfumes, soda pop, toothpaste, detergents, makeup, sneakers, 
gasoline, and so on. While the utility value of all the products within a category may be 
about the same, the aura of the specific product enables the supplier to charge a higher 
price and reap some monopoly profit.

Exhibit 1.4 summarizes the basics of market structure in a capitalist system. The degree 
of competition varies from pure competition with numerous sellers of identical products, 
to a large number of sellers of differentiated products, to a system of few sellers of almost 
identical products, to the limiting case of a single seller—a monopolist. Each structure 
is associated with a particular pricing mechanism, which is important to businesses and 
consumers.

The Command, or Planned, Economic System
Capitalism is a system based on profits and efficient resource allocation, along with the 
primary goal of satisfying consumer demand. At the other end of the spectrum of global 
economic systems is the command, or planned, economic system, in which ownership 
and control of all the factors of production are totally in the hands of the government and 
not the private citizens. The concept of private property does not exist in this system, and 
the government makes all decisions on which goods and services will be produced, where 
they will be produced, how much of those goods and services will be produced, and at 
what price they will be sold. As you can see, the consumer has little say in such a system. 
In the command economic system, the government plans (hence it is sometimes called the 
planned economic system) production based on national goals and an elaborate analysis of 
sources and uses of resources available in the economy. The government’s objectives are to

n Utilize as much of domestic resources as possible, since these countries invariably 
focus on domestic self-sufficiency and not on international trade

n Employ whoever is willing to work to solve unemployment and poverty
n Minimize income inequality among workers by diminishing wage differentials
n Provide limited choice to workers in terms of where to work and what type of 

work they can undertake

✔ Reality Check
How has the price of a typical 
laptop performed over the 
past three years? Why?

LEARNING OBJECTIVE 5
Discuss the rationale for 
countries wanting to choose 
other forms (rather than 
capitalism) of economic 
systems and explain what 
direction most countries are 
moving toward.

command, or planned, 
economic system The 
economic system in which 
the ownership and control of 
the factors of production are 
totally in government hands.

EXHIBIT 1.4 Market Structure
Most industries fall in the category of monopolistic competition.

Pure Competition
Monopolistic 
Competition Oligopoly Monopoly

Where prevalent Agricultural products, 
e.g., corn, rice, wheat

Retail trade, e.g., fast 
food, gasoline

Airlines, autos, 
construction 
materials, e.g., 
cement, steel

Utilities, e.g., cable 
TV, telephone, 
electricity

Number of 
producers

Numerous Many but not as 
numerous

Few Single producer

Product 
differentiation

Identical products Perceived differences 
in product

Some difference in 
product

Unique product with 
no close substitutes

Barriers to entry None Relatively easy Relatively difficult Regulated by 
government

Degree of control 
over price

None Some Some Considerable

Methods of market 
promotion

Minimal promotion Heavy advertising to 
differentiate product

Advertise heavily to 
promote perceived 
quality

Advertise service, 
quality, and reliability
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The command economic system is based on the assumptions that the government 
knows what is best for the consumer and the country and that it should try to eliminate 
wasteful conspicuous consumption. The consumer certainly is not the king in the com-
mand economic system. While the command economic system seeks to minimize the 
exploitation of workers, it does so at a great expense to efficiency and consumer choice 
(e.g., in the former Soviet bloc countries and in present-day Cuba and North Korea). In 
the long run, countries that follow the command economic system invariably end up 
bankrupt. The market mechanism is not allowed to operate, and there are no incentives for 
earning profits. In general, a curious thing to notice in command economies is the almost 
total lack of quality consumer goods. When goods are available, there is not much of a 
choice, and the goods are of relatively poor quality. If a product happens to be appealing 
to consumers, it will invariably be in short supply, since prices are not based on supply 
and demand—the government sets them! Furthermore, the concepts of competition and 
private property do not exist. All these elements contribute to the production of a whole 
bunch of goods that consumers do not want and also lead to an acute scarcity of other 
goods that consumers really do want.

Firms that produce goods and services in a command economic system are run by the 
government and are called state enterprises. State enterprises are essentially inefficient 
bureaucracies that employ far more workers than needed for efficient production. Prior 
to 1978, when China was a command economy, most Chinese consumers wore gray drab 
outfits and had little to look forward to in terms of consumer goods and choices. With 
the introduction of a free enterprise system in China in 1978 and the nascent economic 
reform and privatization of state enterprises, China is becoming a relatively capitalist 
country with communist roots.

The Mixed Economic System
Very few economies in the world practice pure capitalism. Hong Kong, a Special 
 Administrative Region of China, is closest to a pure capitalist system. However, even 
in Hong Kong, several types of services, such as mass transportation and utilities, are 
still provided by the government. Several services (defense, social services, Amtrak, the 
 Tennessee Valley Authority, etc.) in the United States are also provided by the govern-
ment. The American Credit Crisis of 2008, which was followed by the U.S. taxpayer 
bail-out of several major private financial and corporate institutions, and recent subsidies 
for semiconductor chip manufacturing and other sectors at home have enabled the United 
States to become a less capitalistic and more a mixed economy.

A mixed economic system is one that exhibits elements of both the capitalist system and 
the command system. Not all services (e.g., defense and social welfare) can be provided 
by the private sector; hence the government plays a crucial role in providing these ser-
vices, while at the same time procuring goods (fighter aircrafts, naval fleet, ammunition, 
etc.) from private companies. Not all mixed economies are alike. In some countries, pub-
lic sector (government- owned or state-owned) enterprises play a much larger role than in 
others. In the industrialized countries of Europe—for example, France—the government 
owns (partially or substantially) several companies like Air France, Électricité de France 
(EDF), and SNCF (the French railroad system). In many developing countries—for ex-
ample, China and India—several companies in the manufacturing and service (banking) 
sectors are owned by their  governments. The Chinese and Indian governments own sev-
eral steel, fertilizer, petrochemical, oil and gas, machinery, and electronics firms, as well 
as services like airlines, railways, and shipping.

The larger the role state enterprises play in an economy, the greater the prospect for 
economic inefficiency. State enterprises are inherently overstaffed with underperforming 
employees who have little motivation to work hard or efficiently, since their salaries are 
generally not tied to productivity. All employees get paid more or less the same, and sala-
ries are normally based on seniority (like in military service)—number of years of service 
with the state agency. If you have traveled to France or India, you will readily see for 
yourself how the United States compares with them in terms of efficiency in the produc-

state enterprises Government-
owned firms that produce 
goods and services, generally 
in command and mixed 
economic systems.

mixed economic system The 
economic system that exhibits 
elements of both the capitalist 
and the command economic 
systems.
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tion of goods and services although the quality of service has been slipping in the United 
States as well since the start of the COVID-19 pandemic. Countries that are dominated 
by private sector enterprises generally exhibit dynamic business and economic growth 
because of competition. The trend these days in mixed economies of Europe and Asia is 
to move away from state enterprises to private businesses. This is being achieved through 
the sale of state enterprises to private  entrepreneurs—a process called privatization.

As countries privatize state enterprises, their economies are bound to grow faster, and 
productive employees will become richer. Governments can then focus their attention on 
providing services like social welfare and defense that generally cannot be provided by 
private firms. While the mixed economy is bound to stay with us for a very long time, the 
role of government in running businesses is destined to diminish.

The Transition Economies
In 1989, after years of state control of all productive assets in the Soviet bloc, the Berlin 
Wall fell, and the Soviet Union broke up into several independent countries. This led to 
the start of market-oriented reforms in Russia and several former communist economies 
of Central and Eastern Europe and Central Asia. This move, from central planning to rel-
ative capitalism (in the direction of competitive, market-oriented, open trade economics), 
is called economic transition and is aimed at ending the inefficiencies of central planning. 
Privatizing state-owned enterprises is also designed to free resources and talent that can 
be used more productively by the private sector, thereby raising the living standards of 
these people. While economists generally refer to the former Soviet Union countries as 
transition economies, China in 1978 was the first major economy to embark on the re-
form from state control to capitalism. China is gradually implementing market-oriented 
reforms that are introducing profit incentives to rural enterprises and private businesses, 
liberalizing foreign trade and investment regulations, relaxing state control over most 
prices, and investing in industrial infrastructure and the education and retraining of its 
workforce. By encouraging the growth of rural enterprises and not focusing exclusively 
on the urban industrial sector, China has successfully moved millions of workers off 
farms and into factories without creating a significant urban crisis. Finally, China’s rel-
atively open-door policy has spurred massive foreign direct investment in the country, 
creating new jobs and linking the Chinese economy with international markets.6

As a result, over the 40-year period since 1978, China’s economy grew rapidly at an 
average real rate of 10 percent a year and lifting some 400 million citizens out of poverty 
to the middle class—an achievement that no other country has accomplished in history. 
However, in the process, income inequality in China has increased considerably (similar 
to that of the United States). To prevent potential social unrest, President Xi Jinping of 
China has chosen to intervene in the market by regulating activities of China’s blue-chip 
technology and other corporations like Alibaba, Tencent, etc., to promote “common pros-
perity” (maintain high economic growth but reduce income disparity between the rich and 
low-income earners). At the same time, China’s authorities want to avoid “welfarism” 
that “raises a group of sluggards” who get paid for doing nothing, draining government 
finances!

The experience of transition economies (China and the former Soviet Union coun-
tries) clearly shows the important link between private sector development and economic 
growth, and the fact that privatized enterprises invariably outperform state-run compa-
nies. Research on transition economies shows that firms that started from scratch with 
new management performed best, followed by newly privatized firms run by outsiders, 
either local or foreign. Privatized firms managed by insiders were found to be least effi-
cient and productive, but even these firms did better than state enterprises. If transition 
economies are to grow and develop rapidly, they must ensure that the proper economic 
environment—institutions that support property rights, the rule of law, a competitive mar-
ket structure and prices, and attention to consumer demand—is in place.7 China’s leaders 
believe that the path to stable economic development should be based on evolution and 
not revolution.

privatization The process 
of selling state enterprises to 
private entrepreneurs.

economic transition The move 
from a command economic 
system to a capitalist economic 
system (in the direction of 
competitive, market-oriented 
economics) that is aimed at 
ending the inefficiencies of 
central planning.

✔ Reality Check
Are you aware of any 
government- operated busi-
ness in your city or state? 
Explain fully.
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Production of Goods and Services
The performance of the U.S. economy is primarily measured in terms of how efficiently 
goods and services are produced in the country. These goods, such as cars, gasoline, TVs, 
computers, breakfast cereals, and so on, as well as services like haircutting, dry cleaning, 
banking, consulting, and transportation, are all called outputs. In other words, outputs 
consist of a wide array of useful goods or services that are either consumed or used for 
further production. The primary role of businesses, regardless of in which country they 
are located, is to produce goods or services that consumers need.

Every output requires two or more inputs. Economists define inputs as factors of 
production, that is, commodities or services that are used by firms in their production 
processes. The final result of the production process is outputs. For example, when we 
consume French fries, the potatoes, the oil, the frying pot, the oven heat, and the chef’s 
time are all inputs. The crisp fries are the output. Traditionally, factors of production have 
been divided into four major categories: land (and the natural resources beneath it), labor 
(of all types), capital (money and capital goods like machinery), and technology.

Land consists of the ground used for agriculture or under factories or railroads (or 
airports, automobile roads, etc.); natural resources include nonrenewable resources like 
coal, crude oil, and iron ore and renewable resources like solar and wind energy, and trees 
used in the production of lumber and paper. Nonrenewable natural resources are provided 
by nature and are in fixed supply.

Labor consists of human time spent in productive activities, for example, running a 
farm, working in an automobile factory, teaching, conducting research, consulting, or run-
ning a business. Today’s economic environment has led to tremendous specialization of 
labor. We have engineers and scientists in various disciplines who constantly work on 
enhancing and inventing new technologies that can be used for improving business pro-
cesses. We have  entrepreneurs, people with initiative who seize opportunities as they see 
them to get things done or make things happen for a profit. While an entrepreneur does not 
invent things, he or she exploits in novel ways what has already been invented and brings 
into existence new products or services or a new business or industry. Entrepreneurs are 
a class of specialized labor not unlike engineers and scientists. Pierre Omidyar changed 
the face of Internet commerce in 1995 when he created eBay, www.ebay.com, the world’s 

first online marketplace. Looking for a way to create 
an efficient market, he pioneered the auction format for 
online person-to- person trading. Entrepreneurs, as you 
can see, play an important role in business creation and 
development. Jack Ma of  China’s Alibaba perfected 
the eBay concept to become the world’s largest on-
line marketplace. Other notable entrepreneurs include 
Jeff Bezos (Amazon), Elon Musk (Tesla and SpaceX), 
Mark Zuckerberg (Meta), Steve Jobs  (Apple), and 
 Sundar Pichai (Google). The supply of human re-
sources is generally not a response to economic condi-
tions but is determined by social and biological factors. 
Land and labor are generally called primary factors of 
production because their supplies are not determined 
by the economic system; that is, neither land nor labor 
is regarded as an output in the business sense.

Capital comes in two major forms. First, money (also called financial capital) is uti-
lized to start businesses and run operations (paying salaries and buying raw materials). 
Sources of money for entrepreneurs are their personal savings, venture capital (Shark!) 
from investors, loans from banks, and the issuance of bonds (IOUs) and stocks. A second, 
equally important type of capital (called capital goods or physical capital) consists of 
durable goods manufactured by the economy to produce yet other goods. These durable 
goods include machinery, construction equipment, trucks, factories, computers, software, 

LEARNING OBJECTIVE 6
Explain how the factors of 
production affect the supply 
of goods and services in an 
economy.

outputs A wide array of useful 
goods or services that are 
either consumed or used for 
further production in business.

inputs Factors of production 
(land, labor, capital, 
and technology), that is, 
commodities or services that 
are used by firms in their 
production processes.

entrepreneurs People 
with initiative who seize 
opportunities as they see them 
to get things done or make 
things happen, generally for 
profit.

capital goods Finished goods 
like machinery and equipment 
that can be used as inputs for 
further production of goods 
and services.

Tech workers in Austin, Texas, working on the development of 
electric vehicle batteries.
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and so on, that you see every day. Unlike land and labor, which are primary factors of 
production, capital goods are produced goods that can be used as inputs for the further 
production of more goods and services.

Technology makes the production process more efficient through the introduction of 
better and cheaper ways of getting things done (providing goods and services). The in-
formation technology (IT) industry, for example, utilizes fiber-optic cables or wireless 
telephone and broadband networks to collect, store, process, and relay data, information, 
and audio and video messages within companies and across national boundaries instan-
taneously. Developments in information technology and the Internet are something trans-
formative and unique. They are like the birth of electricity, the railroad, the telephone, and 
the telegraph years ago, each of which brought about massive changes in business opera-
tion and economic growth. These marvelous developments are constantly being adapted 
by business to improve production and supply chain management. Companies like SAP 
in Germany and Oracle in the United States are world-famous suppliers of software that 
helps improve planning, production efficiency, and inventory control, thereby bringing 
down the cost of the final output to the customer.

Measuring Business Performance
In the free-market system, businesses exist to meet specific consumer needs (either for 
products or services). In other words, businesses must provide value to customers. At the 
same time, businesses must be profitable to survive. The exception is not-for-profit orga-
nizations like the Public Broadcasting System, www.pbs.org, or National Public Radio, 
www.npr.org, whose objectives are to provide balanced reporting and educate people. 
These and similar not-for-profit organizations depend on contributions from “viewers like 
you” and on some government and corporate support. In the private sector of the United 
States as well as most industrialized and industrializing countries of the world, firms are 
owned either by individuals (like small businesses) or by major investors who have put in 
a lot of their own money, as well as by people like you and me who have bought company 
stock. All investors who have a financial stake in a business, be it small or large, expect to 
receive a return on their invested capital; otherwise, they might as well put their money in 
a bank and earn a small but decent amount of interest. So, how would you as an investor 
figure out whether you would be better off keeping your money in a bank or investing 
your savings in a company? To answer this, we need to analyze business performance, 
which is the subject of discussion in this section. We briefly look into how business per-
formance is narrowly defined and measured and how not-for-profit organizations and 
different societies evaluate business performance.

Maximizing Profit and Shareholder Wealth
All firms, small or big, need to make a profit to remain in business. Profit is the difference 
between revenue (sales of goods or services) and the cost of the goods or services sold. 
Revenue is the sum of the quantities of all goods and services sold times their price.

Revenue =  (quantities of all goods sold) × (their price)  
+ (quantities of all services sold) × (their price)

Thus, the revenue generated by a McDonald’s outlet is the sum of the quantities of 
all the items that McDonald’s sells (Big Macs, Chicken McNuggets, French fries, cola, 
etc.) times their price (the price of the Big Mac, Chicken McNuggets, French fries, cola, 
etc.). The cost to the McDonald’s outlet includes what the owner of the outlet pays for the 
various inputs, that is, the buns, burgers, chicken, frozen fries, cooking oil, cola, and so 
on. In addition, the outlet’s cost includes the salaries and benefits paid to its employees, 
the maintenance cost of the outlet, the rent for space, and the fee (called the franchise fee) 
paid to McDonald’s Corporation for using the McDonald’s brand name and the services 
that McDonald’s Corporation provides to the owner of the outlet. When you add up all 
these costs and subtract the sum from the revenue, you can determine the profit for the 

✔ Reality Check
What factor of production is 
most abundant in your state? 
Explain in detail.

LEARNING OBJECTIVE 7
Discuss how business 
performance is measured in 
a capitalist system versus 
a socialist system and how 
the objectives of for-profit 
businesses differ from the 
objectives of state-owned 
enterprises and of not-for-
profit organizations.

investors Those who have a 
financial stake in a business, 
small or large, and expect 
to receive a return on their 
invested capital.

revenue The sum of the 
quantities of all goods or 
services sold times their price.
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McDonald’s outlet (see Exhibit 1.5). So, if you were considering owning a McDonald’s 
outlet, you could figure out based on the anticipated profit to be generated by the outlet 
whether you would be better off investing your money in the business or keeping your 
savings in a bank. Most rational investors who start a business want to generate as much 
revenue as possible and at the same time want to keep expenses under control. That is, 
investors want to maximize revenue and minimize expenses. Since profit is the difference 
between revenue and expenses, what investors want to do is to maximize profit. When 
revenue is less than costs, the firm incurs a loss.

In large corporations like Ford Motor Company, even the Ford family is unable to 
come up with the huge investment (for building factories, installing various equipment, 
maintaining stocks of steel, etc.) needed to run the company. Although Ford may be able 
to borrow some money from banks to meet the expenses associated with building auto-
mobiles, trucks, and so on, banks will lend only a certain amount of money. So, the rest 
of the required funds will have to come from investors (people with savings) who will 
purchase stocks issued by Ford Motor Company. While Ford will not be able to guarantee 
a return (income, or dividends) to investors (called stockholders) on its stocks, Ford’s 
management will try to maximize profit. Part of the profit will be distributed to Ford’s 
stockholders in the form of dividends. Thus, the more profit Ford generates, the more 
dividends the stockholders will likely receive while Ford reinvests some of the remaining 
profit—called retained earnings—into the company to generate additional profit in the 
future. In essence, what Ford tries to do is to maximize shareholder wealth (dividends 
plus the increase in the stock prices over time). By purchasing Ford Motor Company’s 
stocks, the Ford stockholder puts her or his money and faith in Ford’s management. Ford’s 
management believes that its obligation is to maximize shareholder wealth. The greater 
the dividends that Ford shareholders receive and the higher that Ford stock prices rise, the 
happier the investors are and the more willing they will be to buy and hold Ford stocks.

Maximizing Stakeholder Wealth
In the United States, employees (labor) at firms and corporations are generally looked on 
as a factor of production just like land and capital. When the U.S. economy slows or a 
company is not doing well for various reasons, the U.S. norm is to lay off workers (shed 
excess labor) to reduce cost until profits improve. Despite unemployment compensation 
benefits paid by the government, laid-off workers and their families go through tremen-
dous economic and psychological stress and hardship. The Europeans and Japanese do 
not like the U.S. approach. They believe that the U.S. system of laying off workers is 
too ruthless (which it is!) since from their point of view, employees are more than mere 
factors of production—they are humans—and therefore need to be treated better. Many 
European managers believe in a broader corporate objective than maximizing shareholder 
wealth. Supported by European public opinion, these business leaders would like to max-
imize stakeholder wealth and move toward a stakeholder society rather than a purely 
shareholder society. There is tremendous debate in Europe and Asia, and to a lesser ex-
tent in the United States (e.g., Jamie Dimon, CEO of JPMorganChase), on the merits 
of a stakeholder company—one that does not focus exclusively on shareholder wealth 
maximization and its short-term interests but that takes into consideration the welfare of 
all its constituents: customers, management, employees, suppliers, and society. While 
measuring shareholder wealth is relatively straightforward, measuring stakeholder wealth 
and maximizing it can get a bit difficult. For example, in the latter case, companies are 
obliged to keep redundant employees and share some of society’s cost. Europeans believe 

dividends The portion 
of profits distributed to 
stockholders.

retained earnings The portion 
of profits not distributed as 
dividends but reinvested back 
into the company to generate 
additional profits in the future.

maximize shareholder wealth  
Corporate policies that lead 
to high dividend payments 
and rising stock prices over a 
period of time.

stakeholder company A 
business that takes into 
consideration the interests 
of all its partners, including 
its customers, management, 
employees, suppliers, and 
society.

Revenue

Cost of
inputs tiforPdiap segaW

Rental
expenses

Franchise
fee

EXHIBIT 1.5 Relationship 
between Revenue, 
Expenses, and Profit
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strongly that in the long term, such a socially responsible company will be better off 
than businesses that are exclusively based on shareholder wealth creation. In stakeholder- 
oriented companies, employees are considered more than a factor of production, and they 
cannot be hired or fired easily. As a comparison of equity, the ratio of salary paid to the 
chief executive of a company to that of an average factory worker is close to 50:1 in 
Europe and Japan, while it is close to 400:1 in the United States. As Warren Buffet, the 
Sage of Omaha, indicated in Berkshire Hathaway’s 2003 annual letter (March 7, 2004) 
to shareholders, “In judging whether corporate America is serious about reforming itself, 
CEO pay remains the acid test. To date, the results aren’t encouraging.”

Minimizing Unemployment and Income Inequalities
In several developing countries of Africa, Asia, the former Soviet bloc, and Latin  America, 
the primary objective of many large companies is to keep people employed. Invariably, 
these companies are government-owned state enterprises. While many of these state en-
terprises, especially in Brazil, China, India, Russia, and South Africa, are currently being 
sold to private entrepreneurs in the process called privatization, a significant number of 
state enterprises still exist in the Middle East, Central Asia, and Latin America. Most 

Corporate Profits Versus Corporate Ethics

ETHICS IN BUSINESS

The U.S. business system focuses on maximizing short-term 
profits; stock analysts as well as investors continually focus 
on the quarterly profit performance of companies. Corporate 
managers (whose salaries and bonuses are often tied to cor-
porate performance) in turn try their best to meet short-term 
expectations—maximizing corporate profits and boosting 
stock prices! Recent events, especially in corporate America, 
have brought the issue of business ethics to the forefront. 
Business ethics deals with questions about whether certain 
business practices (some of which may be legal) are morally 
acceptable, especially when they have a detrimental impact 
on consumers, investors, and/or employees— compromising 
long-term corporate viability for short-term gain by making 
false claims related to their product and services or conduct-
ing various forms of corporate (especially accounting and fi-
nancial) shenanigans. For example, in 2022  Elizabeth Holmes, 
CEO, a dropout of Stanford University, and her former boy-
friend Ramesh “Sunny” Balwani, COO, were found guilty on 
charges of intentionally defrauding investors and patients by 
making false claims about their start-up,  Theranos, whose 
blood-testing technology that was meant to disrupt Ameri-
ca’s bloated health-care industry. Balwani was the brain be-
hind deceiving and influencing patients and pharmacies (e.g., 
Walgreens) about the effectiveness of  Theranos’s device, 
which was relatively inexpensive, painless to use, and a quick 
way of getting blood tested. Holmes, on the other hand, used 
her charisma and charm (as a female entrepreneur with a 
deep, assuring voice, generally wearing turtleneck shirts à 
la Steve Jobs of Apple!) to raise nearly $1 billion from such 
notable investors as media mogul Rupert Murdoch, Oracle 
cofounder Larry Ellison, Silicon Valley investor Don Lucas, 
Walmart’s Walton family, and former U.S. Secretary of Edu-
cation Betsy DeVos. The pair also attracted famous person-
alities to the Theranos board of directors, including former 
Secretary of Defense James Mattis, former Secretary of State 

Henry Kissinger, and former Senator Sam Nunn. At its peak, 
Theranos was valued at $9 billion, and Balwani’s stake was 
worth around $500 million before an investigative article from 
the Wall Street Journal reported that Theranos technology 
just did not work, which sent the company stock spiraling 
down before it collapsed. Theranos’s downfall can be at-
tributed to a common thread that has plagued past corporate 
scandals: unethical behavior of key corporate executives that 
had been tolerated for years, often with regulators and indus-
try insiders looking the other way. Such corporate scandals 
are generally the result of executives trying to boost short-
term revenues and earnings, thereby artificially inflating their 
corporation’s stock prices and cashing in their equity before 
the company collapses.

The 2022 verdict of the U.S. District Court in San Jose, 
California, clearly indicates that Balwani conspired with 
Holmes on a decade-long scheme to defraud investors, em-
ployees, and patients to keep their unviable company afloat. 
It is interesting to note that investors and board members 
quite often get impressed by the charisma of corporate lead-
ers by linking charm to competence!
Source: “The Shortcuts to Theranos,” The Economist, December 11, 
2021, p. 58.

QUESTIONS
 1. Should the health-care industry be regulated further and 

supervised more tightly? Or can market forces rectify 
the situation? Is this a case of a few rotten apples, or is 
the problem systemic?

 2. Why do you think so many well-known U.S. investors 
and board members of Theranos got blind-sided, 
especially when compared with the relatively few such 
cases happening in Europe and Japan?

business ethics The principles 
governing whether certain 
business practices are morally 
acceptable, especially when 
they have a detrimental impact 
on consumers, investors, or 
employees.
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 governments consider state enterprises a source of employment generation. As a result, 
state enterprises tend to be overstaffed, and the employees are invariably underpaid. Also, 
the productivity of state enterprise employees is generally low. This creates a vicious 
cycle. Because the employees are poorly paid, they do not work hard. Since they do not 
work hard (they hardly work in many cases!), productivity (dollar output of goods and 
services per dollar input of labor) is low and they are entitled only to low wages. There is 
generally a total lack of motivation on the part of these employees and managers to work 
hard and perform well in government-owned firms, since employees and management are 
not rewarded on the basis of profits. The tendency of workers and managers alike is to do 
the minimum needed to get by.

A related objective of state enterprises is to minimize income inequalities. In the free 
enterprise system, anyone with a good business idea can start a firm and operate it within 
the rule of law. Those with ideas, initiative, and resources can become rich, while those 
with no ideas, initiative, or resources are likely to be left behind. Thus, in the free-market 
system, we can see that those who work hard are likely to succeed and earn a decent liv-
ing, while those who do not work hard may not be well off. Politicians in some countries 
do not consider this to be appropriate (since the rich seem to get richer and the poor, 
poorer) and have favored state enterprises, where wage differences between management 
and factory workers are not large, thereby minimizing income inequalities and social 
unrest. The drawback of this system is that it focuses too much effort on income redistri-
bution and not much emphasis on work ethic, increasing efficiency and generating profits 
and economic growth.

Not-for-Profit Organizations
The primary objective of these organizations is to serve society. Since these organizations 
are not-for-profit, they are exempt from paying corporate taxes. Not-for-profit organiza-
tions have an extremely important role to play in an economy. They provide goods and 
services that would otherwise not be made available and without which society as a whole 
would be worse off. There are hundreds of local (Boy Scouts and Girl Scouts), state 
(Adapt of Texas), national (Salvation Army), and international (Catholic Relief Services) 
not-for-profit organizations that are vital for the well-being of society.

Take educational institutions, for example. Although one may think or feel that these 
schools or universities are out to make a profit, that is not true. Public schools are funded 
by taxpayer dollars, and there is a constant challenge for governments to manage within 
state- allocated budgets. State universities receive some government funding, which is 
generally not adequate, and universities charge students tuition and fees to cover the cost 
of instruction, lab equipment, and campus facilities. Universities also use income from 
endowments (donations from alumni or corporations) to defray some costs. Private uni-
versities operate in a similar fashion to public universities. All these institutions try to 
manage within their budgets, and when there is a surplus (not a profit), those monies are 
saved for emergencies or for future capital (campus) improvements. There are numerous 
other national and international not-for-profit charitable organizations. These include the 
international not-for-profit agencies like UNICEF, Doctors Without Borders, and World 
Vision. These charities reach out to people who need help and improve their quality of life.

Demand for Goods and Services
Firms are in the business of producing goods or providing services for customers. Without 
customers, businesses will cease to exist and unemployment will increase. Consumers, 
therefore, are extremely important for business success as well as for the well-being of the 
country. Approximately 70 percent of the U.S. economic output is based on private con-
sumption. So, when the U.S. consumer curtails her or his spending habits, the demand for 
goods and services is at once negatively affected and private consumption shrinks; this 
leads to inventory— unsold goods—buildup. When inventory buildup reaches a certain 
level, businesses cut down production and lay off workers, and the economy contracts. 

productivity The dollar output 
of goods and services per 
dollar input of labor.

✔ Reality Check
Do you feel that the rich are 
getting richer and the poor 
are getting poorer in your 
country? Why?

LEARNING OBJECTIVE 8
Explain the important role 
consumers play in determining 
corporate performance and 
show how businesses try to 
identify consumer needs.

inventory Unsold goods in 
stock.
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The role of the consumer, regardless of the country under consideration, is paramount for 
business growth and profitability. Businesses constantly try to identify consumer needs to 
develop products and services that can be sold profitably.

Measuring Consumer Confidence
Given the crucial role consumers play in an economy, businesses are eager to know how 
positive consumers feel about themselves and their environment. If consumers feel great 
about their jobs, their job security, their salaries, and their general home environment, 
they are likely to spend freely on all types of items, thereby boosting business revenue 
and economic growth. Government policymakers are always happy to see their economy 
grow for several simple reasons. Steady economic growth implies that businesses are do-
ing well and are generating profits. When businesses do well, they employ more people 
and pay more corporate taxes. The resulting high rate of employment in turn generates 
more income taxes for the government and reduces unemployment benefits and social 
problems like crime. For these reasons, businesses as well as economists are interested 
in knowing the level of consumer confidence, that is, how satisfied consumers feel about 
themselves, the economy, and their spending habits.

A closely watched measure of consumer confidence is the Consumer Confidence  Index, 
which is put out monthly by the Conference Board, www.conference-board.org, in New 
York. The Conference Board is a not-for-profit organization that works as a global, inde-
pendent membership organization serving the public interest. The Consumer Confidence 
Index is based on the Consumer Confidence Survey, www.conference-board.org/data 
/consumerconfidence.cfm, which samples 5,000 U.S. households monthly. For example, 
that index decreased to 98.7 in June from 103.2 in May 2022 (1985 = 100). When the in-
dex falls, it indicates that consumers are less confident about current business conditions. 
This implies that consumers may not continue spending, and this in turn could affect busi-
ness revenues and earnings. A drop in the Consumer Confidence Index sends a message 
to firms that they should not be optimistic about the immediate business environment and 
may want to curb investment or expansion plans. Economists get very concerned, since 
these actions may raise unemployment and reduce corporate profits and income tax rev-
enues. A related index put out by the Conference Board is the Expectations Index, which 
measures the consumer outlook for the short term. When this index rises, it indicates that, 
overall, consumers are optimistic about the short-term outlook for the U.S. economy.

The Consumer Knows Best
Given the fact that businesses depend heavily on consumers for their survival, the ques-
tions in every businessperson’s mind are, Who is the consumer? Are all consumers alike? 
Do culture, gender, income, demographics, national boundaries, and so on impact a con-
sumer’s purchasing habits and purchasing power? If so, how and why? Properly identify-
ing, understanding, and serving customer needs is key 
to business success. Regardless of what businesspeople 
think, it is ultimately the consumer who calls the shots. 
Quite often businesses come up with a relatively novel 
product or service, but the consumer may not be ready 
for it. The consumer may find the product or service to 
be of little value to him or her, and this may result in 
that business’s failure. The test of business success is in 
the market, and in the market the consumer rules!

Consumer Demographics 
and Psychographics
The United States is currently the world’s largest con-
sumer market. It is also the world’s largest economy in 
nominal terms with one of the lowest unemployment 

Consumer Confidence Index  
An indicator that measures the 
self-assurance of consumers 
and is crucial in determining 
consumer spending habits 
that have a direct impact on 
business prospects and the 
economy.

Millennials discussing a new team project for corporate 
presentation.
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rates. In addition, the United States is the world’s largest importer and exporter of goods 
and services. According to the U.S. Census Bureau, for example, 50.5 percent of the U.S. 
population of some 332 million in 2021 was female; 75.8 percent white, 18.9 percent 
Hispanic, 13 percent African American, and 6.1 percent Asian; approximately 5.7 percent 
of the population is in the under 5-year age group, and 22.2 percent is in the under 18-year 
age group. Furthermore, currently 16.8 percent of the U.S. population is over 65 years old 
And the Hispanic population is projected to rise to 24 percent by 2050. What do all these 
statistics mean to business? Does anyone care? Yes, these statistics reflect the diversity 
of U.S. consumers and are of great interest to businesses as they try to determine what to 
produce and for whom. For example, magazine publishers in the United States analyzed 
this information to come up with such magazines as Black Enterprise, Golf for Women, 
Latina Magazine, Seventeen, and Sports Illustrated for Kids to cater precisely to the needs 
of specific audiences. Among the wealth of statistics available from the Census Bureau 
is information on where and how the U.S. population is distributed. That information en-
ables businesses to identify the right location for manufacturing and marketing different 
products and services.

We all know that not all consumers are alike. People have different tastes (and there-
fore different needs for goods and services), which might depend on various demographic 
and social characteristics like gender, age, race, national origin, income, education, em-
ployment, physical location or residence, sexual orientation, and marital status. How-
ever, a group of people can be identified who have similar tastes and who for all practical 
purposes can be lumped together as one of several target groups that businesses may 
want to cater to. Depending on the type and number of consumers in it, the target group 
may have a critical mass, a size that makes business viable. A target group could be U.S. 
millennials who, as defined by the Pew Research Center, are those who in 2018 were in 
the 22-to-37-year age group, and they constitute 73 million of the U.S. population. They 
have reached the most important age range for economic activity and overtook the baby 
boomers in number in 2020. Since all millennials have integrated technology into their 
lives and habits, businesses are scrambling to identify and respond to millennial tastes 
and spending habits.

Mercedes Benz cars, for example, have traditionally been purchased by a specific seg-
ment of the U.S. population, that is, those with relatively high income and around middle 
age. Income and age are some of the demographic characteristics that DaimlerBenz uses 
for market segmentation. Mercedes Benz’s new cars come loaded with high-tech devises 
to meet the perceived needs of millennials. Depending on the product or service that is be-
ing considered, businesses may include product-specific demographics.  Psychographics, 
on the other hand, deals with an analysis and understanding of the consumer’s mind to 
identify likes, dislikes, or preferences and to develop commercials that try to manipulate 
the recipient’s mind to create a desire for certain goods or services. Here businesses try to 
go across demographics to identify and arouse certain consumer tastes to sell their prod-
ucts, for example, Samsung or Apple smartphones.

Cultural Diversity
Culture plays an extremely important role in business, especially in such functional areas 
as human resource management and marketing. Domestic and international companies 
that have been successful in identifying, designing, and implementing strategies that take 
into consideration cultural differences in their business environments are the ones that are 
most likely to succeed. Businesses, big and small, are slowly recognizing that to succeed, 
they must please individual customers of many national origins with many different na-
tional cultures.

The challenge with culture is that it is as easy to grasp as a wet frog. Yet, cultural 
awareness is paramount to business success. Culture underpins all human activities, ex-
plains much of our behaviors, and creates awareness for learning. Cultural differences 
exist not only between countries but also within them. While it is true that cultural differ-

target group A population 
segment whose members 
have more or less similar 
consumption habits.

market segmentation The 
breakdown of target consumers 
into categories on the basis of 
age, gender, education, ethnic 
background, or other criteria 
to determine the products or 
services that could be made 
to suit the segments’ specific 
needs.

psychographics The analysis 
and understanding of the 
consumer’s mind to identify 
consumer likes, dislikes, 
or preferences and develop 
commercials that manipulate 
the recipient’s mind to create a 
need for certain new goods or 
services.

culture The behavior patterns, 
beliefs, and institutions that 
underpin all human activities, 
explain much of our actions, 
create an awareness for 
learning, and vary by social 
grouping.
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McDonald’s Exits Russia—Goodbye for Now!

CASE IN POINT

McDonald’s Corporation is the world’s leading global food-
service retailer with more than 39,000 fast-food restaurants in 
over 100 countries. Approximately 95 percent of McDonald’s 
restaurants worldwide are owned and operated by indepen-
dent local business owners. The company expects to add 
over 1,300 new restaurants in 2022 with capital expenditures 
of approximately $2.1 to $2.3 billion, and it expects an oper-
ating profit margin of around 40 percent.

On January 31, 1990, McDonald’s opened its first Rus-
sian restaurant in Pushkin Square, Moscow. The restaurant 
ended up having to stay open several hours past its official 
closing time due to the high demand and served a whopping 
30,000 customers on its opening day—a record for the iconic 
American chain. In fact, McDonald’s was opening its very 
first restaurant in the Soviet Union, becoming one of the few 
Western companies to breach the Iron Curtain in its final days 
as it slowly opened to the world. When the restaurant doors 
opened, bundled-up Muscovites rushed in for their first-ever 
taste of this alien cuisine: the Big Mac. At that time, a meal at 
McDonald’s cost half a day’s wages for an average Russian, 
but “it’s unusual . . . and delicious,” one local woman told a 
CBS News reporter at the opening, after trying her first burger. 
For a generation of Russians, McDonald’s represented their 
first exposure to capitalism and American culture.

After 32 years of operations in the country, in March 
2022, McDonald’s halted operations of its company-run 
restaurants in Russia, which was one of the company’s 
largest international markets. Although some outlets run by 
franchisees stayed open, the action by the multinational fast-
food chain was among the most visible responses by foreign 
companies to Russia’s actions in Ukraine. The humanitarian 
crisis caused by Russia’s invasion of Ukraine on February 24, 
2022, and the precipitating unpredictable operating environ-
ment, led McDonald’s to conclude that continued ownership 
of the business in Russia was no longer viable, nor was it 
consistent with McDonald’s core values.

On May 16, 2022, McDonald’s president and chief exec-
utive officer, Chris Kempczinski, said, “We have a long history 
of establishing deep, local roots wherever the Arches shine. 
We’re exceptionally proud of the 62,000 employees who 
work in our (Russian) restaurants, along with the hundreds 
of Russian suppliers who support our business, and our lo-
cal franchisees. Their dedication and loyalty to McDonald’s 
make today’s announcement extremely difficult. However, 
we have a commitment to our global community and must 
remain steadfast in our values. And our commitment to our 
values means that we can no longer keep the Arches shining 
there (in Russia).”

McDonald’s Corporation announced it will exit the Rus-
sian market and initiate the process of selling its Russian 
business. McDonald’s exit strategy was to pursue the sale of 

its entire portfolio of Russia restaurants to a local buyer. The 
company’s exit strategy includes “de-Arching” those restau-
rants, which entails no longer using the McDonald’s name, 
logo, branding, and menu, though the company will continue 
to retain its trademarks in Russia. McDonald’s priorities in-
clude seeking to ensure the employees of McDonald’s Russia 
continue to be paid until the close of any transaction and that 
employees have future employment with any potential buyer. 
As a result of its exit from Russia, the company expects to 
record a $1.2–1.4 billion write-off its net investment in Russia.

In June 2022, McDonald’s decided to leave Russia al-
together and sold its 850 restaurants to Alexander Guvnor, 
who held licenses for 25 franchises in Siberia. Guvnor moved 
fast to reopen the shuttered outlets. Oleg Paroev, the chain’s 
general director, had a goal to open 200 outlets by the end 
of the month. As part of the business deal, the new owners 
agreed to retain all 62,000 people employed by McDonald’s 
prior to its exit.

The famous Pushkin Square restaurant reopened under 
the Russian owner and a new chain name: Vkusno-i Tochka 
(Tasty-period). The logo is different but still evokes the golden 
arches: a circle and two yellow oblongs, representing a beef 
patty and French fries. The crowd at the Pushkin Square out-
let opening was sizable and lively, but nothing like the turnout 
for the McDonald’s opening in 1990, when people waited in 
line for hours. At that time, McDonald’s had psychological 
and political resonance beyond hamburgers. “This is a his-
toric place—the flagship of McDonald’s,” Guvnor told report-
ers. “I’m sure it will be the flagship for us.” Inside, the restau-
rant resembled a fraternal twin of its former self. There were 
touchscreens for placing orders and counter workers wearing 
familiar polo-shirt uniforms. “We’re sure that our customers 
won’t notice a difference between us,” Paroev said. However, 
he noted that the company will seek a new soft drinks sup-
plier as it has limited stocks of Coca-Cola.
Sources: “McDonald’s to Exit from Russia,” May 16, 2022, www 
.mcdonalds.com; and Natasha Turak, “Goodbye, American Soft 
Power: McDonald’s Exiting Russia After 32 Years Is the End of an 
Era,” May 20, 2022, https://www.cnbc.com/2022/05/20/mcdonalds 
-exiting-russia-after-32-years-is-the-end-of-an-era.html?&qsearch 
term=Natasha%20Turak,%20McDonalds%20exiting%20russia.

QUESTIONS
 1. Evaluate McDonald’s business performance in Russia. 

Was the company’s decision to exit from Russia correct 
as far as shareholders are concerned? Explain in detail.

 2. What are the benefits to the new Russian owners of 
Vkusno-i Tochka? Do you think there was any negative 
impact on the Russian consumer and economy because 
of McDonald’s exit? Explain in detail.

ences between nations are wide and varied, we should not ignore the fact that even people 
within a country like the United States vary in their beliefs and behavior and they must 
be treated equitably. As a nation of immigrants, the United States has always accepted 
people from abroad who meet specific requirements (immediate relatives, refugees, and 
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employment-based immigrants) to settle in the country and to spur economic growth and 
enrich the national landscape. The United States is truly a multicultural society, an amal-
gamation of peoples of different ethnic background, religion, and social class all living in 
one economic environment.

The challenges and opportunities for businesses get more complex when they take 
into consideration cultural diversity in a global business environment. For example, in 
a conservative country like Saudi Arabia, McDonald’s restaurants have separate service 
lines for “ladies” and “gentlemen” and provide customized menus (serving McArabia 
Sandwiches, for example) to reflect local tastes.

The primary role of business is to serve the customer. Unless a business can identify 
the cultural and demographic background of the consumer, the firm may not be in a po-
sition to identify consumer requirements and satisfy that particular need. Depending on 
their cultural and demographic background, customers like to acquire different types of 
food, shelter, clothing, and entertainment. With increased globalization, consumer tastes 
and behavior will change across cultures more rapidly as foreign cultural norms permeate 
open societies. However, while some cultures may be willing to readily accept and adapt 
to foreign cultures, others may resist them to maintain their national identity. This is par-
ticularly true in the way people dress, eat, and entertain. McDonald’s, for example, has 
tried to adapt its menus to meet the needs of different cultures while maintaining its rela-
tively unique fast-food service quality. Since questions were raised about the nutritional 
value of its food (in terms of portion size and fat and carbohydrate content), the company 
has taken major positive steps like revamping its menu and providing calorie content of 
items to enable consumers to make healthy food choices. Cross-cultural understanding 
and competency are crucial not only for successful global management and marketing but 
also for human relationships. Lack of cultural sensitivity can lead to declining profits and 
stock prices, new-product disasters, and litigation.

Instituting cultural diversity in the workplace can lead to innovation, new-product 
development, and increased corporate profits. At one time, hiring employees of different 
backgrounds was considered good corporate citizenship. However, the globalization of 
business is now making it imperative for firms to have a diverse workforce at all levels 
to achieve corporate success. Employees of different backgrounds help bring new per-
spectives on products, services, and markets that otherwise might have gone untapped. 
Along with diversity come sensitivity to cultural differences and an understanding of 
what motivates consumers to choose one product over another. Firms can no longer use 
a “one-size-fits-all” approach in business if they are to be financially viable. In India, 
with a population of 1.35 billion, Coca-Cola decided to boost profits by reactivating the 
sale of Limca, a popular Indian lemonade drink that it had acquired, rather than force 
Coca-Cola down the throats of Indians! Businesses today need employees at all levels to 
be open to varying ideas and viewpoints, and that can only be brought about by practic-
ing cultural diversity. The success of companies like Apple, Meta, Samsung, Shell, Sony, 
Tesla, Toyota, VW, Microsoft, GE, Merck, Johnson & Johnson, Procter & Gamble, and 
so on can be largely attributed to their commitment to and appreciation of cultural and 
demographic diversity, equity, and inclusion at work and in the marketplace. The key to 
the success of some of these companies (e.g., Intel, Pfizer, Moderna, Tesla) is their ability 
to adapt production (with the help of federal grants—corporate welfare!) to quickly de-
velop and deliver successfully goods like COVID-19 vaccines and electric cars to meet 
national demand.

In the United States, federal laws require organizations to practice non- discriminatory 
policies regarding personnel recruitment, and this produces a diverse workforce (e.g., visit 
www.DiversityInc.com) in terms of race, sex, and national origin. Texas A&M University, 
for example, is committed to equal employment opportunity and affirmative action for var-
ious minorities, women, veterans, and individuals with disabilities. The  university’s affir-
mative action program can be viewed at https://employees.tamu.edu/talent-management 
/managers/affirmative-action.html on its  Human Resources Department home page. The 
program’s objective is to recruit, select, promote, pay, and take all personnel actions on 
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the basis of professional abilities and qualifications. Companies that treated employees 
unfairly have paid a heavy price. For example, Home  Depot agreed to pay $104 million 
in 1997 to settle a class action suit on behalf of 25,000 women who claimed they were 
denied promotions because they were female. Coca-Cola and Texaco, now part of Chev-
ronTexaco, each paid well over $100 million to settle race discrimination cases in 2000.

Measuring Gross National Product, Gross National Income, 
and Gross Domestic Product
Another equally important factor that impacts consumer behavior and business perfor-
mance is income level, which when measured on a national scale is a country’s gross 
 national product (GNP). The GNP is the value of all final goods and services produced by 
a country’s factors of production (regardless of where these factors are located) and sold 
on the market at current prices over a given time, usually a year. The GNP is a summary 
measure of all goods (e.g., food, clothing, books, gasoline, cars, and so on) and services 
(e.g., education, consulting, dry cleaning, haircutting, Wi-Fi, and so on) that a country’s 
factors of production can produce. It is also a measure of a country’s living standard, 
including its health status and educational attainment. The output of goods and services 
is not possible without the help of factor inputs. The expenditures (income earned) tied 
to the employment of each factor—land, labor, capital, and technology—are called gross 
national income (GNI) and are equal to GNP.

Economists generally divide GNP among the four main components for which a coun-
try’s output of goods and services is purchased. These include

n Consumption (the household/personal consumption expenditures of private 
domestic residents)

n Investment (the spending by private firms to build plants and equipment for future 
production; also known as gross capital formation)

n Government expenditure (the amount spent by the government)
n Net exports (the amount of goods and services sold overseas less the amount of 

goods and services bought from abroad)

The term national income accounts is used to describe this fourfold classification be-
cause a country’s income, that is, its GNI, in fact equals its GNP. The reason for this 
equality is that every dollar used to purchase goods or services automatically ends up as 
somebody’s income. A visit to your local hairstylist provides a simple example of how an 
increase in national output (in services) raises national income by the same amount. The 
$15 you pay the hairstylist for a haircut represents the market value of the service that he 
or she provides you, so your visit to the hairstylist raises GNP by $15. But the $15 you 
pay the hairstylist also raises his or her income by that amount. So national income GNI 
rises by $15 as well.

Countries these days report gross domestic product (GDP) rather than GNP as their 
primary measure of national economic performance. The GDP measures the total dollar 
value of all final goods and services produced each year within a country’s borders re-
gardless of who owns the resources (see Exhibit 1.6). For example, a Mexican migrant 

✔ Reality Check
By looking at the businesses 
around you, would you say 
that your hometown is cultur-
ally diverse?

LEARNING OBJECTIVE 9
Discuss why and how national 
output of goods and services is 
measured.

gross national product (GNP)  
The value of all final goods 
and services produced in an 
economy and measured at 
current prices over a given 
time, usually a year.

gross national income (GNI)  
The expenditures that make 
up GNP and are equal to the 
income that the factors of 
production (land, labor, capital, 
and technology) receive.

consumption The amount used 
by private domestic residents.

investment The amount spent 
by private firms on new plants 
and equipment for future 
production and profit.

government expenditure The 
amount spent by the 
government.

net exports Exports minus 
imports of goods and services.

gross domestic product (GDP)  
The total dollar value of 
all final goods and services 
produced each year within a 
country’s borders.

GDP 100%

Investment
17.9%

Government
expenditures

17.6%

Private consumption
68.5%

Net exports – 4.0%

EXHIBIT 1.6 The Components of U.S. GDP, 2021
Note: Figures may not add up to 100% because of rounding error.
Source: US Bureau of Economic Analysis, December 8, 2021.
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worker who works on a California farm will increase U.S. GDP, although she or he is not 
a U.S. citizen. On the other hand, GDP does not include profits earned by U.S. companies 
overseas or the goods and services produced by Americans overseas, since those products 
and services were produced abroad, not in the United States. Thus, GNP (or GNI) equals 
GDP plus net receipts of factor income from the rest of the world. These receipts are what 
domestic residents earn on the wealth they hold in other countries less the payments made 
to foreign owners of wealth located at home.

By breaking down GDP into its components, we could analyze how, for example, 
consumption is affected by a recession and the important role consumers play in the 
U.S. economy. This approach (as well as utilizing the World Development Indicators as 
a source) allows for comparisons across countries and provides evidence about why con-
sumers in some countries are rich while others are not. A major drawback of GDP/ GNP/
GNI analysis is that these indicators do not include nonmarket (unpaid) activities such as 
housework, yard work, or volunteering. Therefore, when a person quits doing housework 
and hires a maid, or you quit doing your own yard work and hire a landscaper to mow 
your lawn, GDP, GNP, and GNI will increase.

The ultimate measure of economic success is a country’s ability to generate a high 
level of and steady growth in the output of goods and services, regardless of whether we 
use the GNP, GNI, or GDP standard. The higher the level and faster the growth rate of 
an economy, the richer and better off the consumers of that country are. The GNI, GNP, 
or GDP can be measured in current prices; this is called nominal GNI, GNP, or GDP. 
We can also measure GNI, GNP, or GDP on an inflation-adjusted basis; this is called real 
GNI, GNP, or GDP. Inflation basically moves the general price level up. Economists use 
a price index number to “deflate” a current, or nominal, GNI, GNP, or GDP to a real GNI, 
GNP, or GDP, using a certain base year (the International Monetary Fund [IMF] currently 
uses 2010 as the base year; that is, the GDP deflator is 1.00 for 2010). (See Exhibit 1.7 
for details.)

Real GDP nominal GDP
GDP deflator

=

nominal GNI, GNP, or GDP  
Economic output measured in 
current prices.

real GNI, GNP, or GDP  
Economic output measured on 
an inflation-adjusted basis.

EXHIBIT 1.7 U.S. Nominal and Real GDP, 2012–2021 (US$ billions)
Nominal GDP grows faster than real GDP because of inflation.

Nominal GDP GDP Deflator Real GDP

2012 16,254.0 1.040 15,628.8

2013 16,843.2 1.058 15,919.9

2014 17,550.7 1.078 16,280.8

2015 18,206.0 1.089 16,718.1

2016 18,695.1 1.100 16,995.5

2017 19,479.6 1.120 17,392.5

2018 20,527.2 1.147 17,896.4

2019 21,372.6 1.168 18,298.5

2020 20,893.7 1.182 17,676.6

2021 22,996.1 1.231 18,680.8

Source: International Monetary Fund, International Financial Statistics, Database 2022.
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For example,

= =

=

U.S. real GDP in 2012 U.S. nominal GDP in 2012
GDP deflator in 2012

U.S. $16,254.0 billion
1.040

U.S. $15,628.8 billion in 2010 prices (real GDP in 2010 prices)

When financial media like the Financial Times or the Wall Street Journal report eco-
nomic growth in the United States or Japan or in any other country, the reference is to 
real GDP growth and not nominal GDP growth. Changes in nominal economic growth 
will include inflation for the period under consideration. Nominal GDP growth rates will 
provide a distorted view of GDP growth, especially for countries with high inflation rates.

Business Cycles
The up and downswings in real GNI, GNP, or GDP levels over time are called business 
cycles. These swings in real national output are not uniform or timely, and often they are 
erratic. The long economic boom of the 1990s in the United States made some people 
think that the business cycle was dead, but the collapse of the dotcom and tech companies 
in 2001 and the 2008 credit crisis followed by COVID-19 proved otherwise. Business 
cycles are a regular feature of the capitalist system, but over the long run, real output 
always tends to show a steady increase. During the upswing, or expansion phase, output, 
employment, and investment all tend to rise, indicating a period of prosperity. Inflation, 
especially in the later stages of an economic upswing, tends to accelerate before the econ-
omy peaks (firms operate at close to full capacity). The country then begins the contrac-
tion phase when output, employment, investment, and inflation begin to fall, reflecting a 
period of hard times before return to normalcy. The economy must reach the bottom, or 
trough, before a new cycle of expansion can begin. Economists have been studying—by 
establishing the causal linkages among various economic activities—business cycles for 
a long time to identify turning points so that appropriate policies could be implemented 
to prevent the boom-and-bust periods and smooth out the cycles. This has not been easy, 
especially since the turning points are apparent only after the fact.

The Digital Era
What is the digital era? Innovations in information technology (IT—computers, software, 
telecommunications, and the Internet) are radically changing the way people live, com-
municate, and work. You have probably noticed that essentially everything we do in our 
daily lives, at home, at school, at play, and at work, is going through fundamental change 
especially since the onset of the pandemic in early 2020. This period of transformation 
and resilience—adjusting our lifestyle to make the 
 Internet and related technologies like Zoom and social 
media a part of our everyday lives—is called the dig-
ital era. While some of us like a slow pace of change, 
today’s realities are different. New information tech-
nologies, of which the Internet is by far the most pub-
licly visible form, are turning the world upside down 
as access to the technology spreads rapidly around 
the globe. The capacity and speed of communications 
networks (5G and 6G) have increased tremendously. 
As bandwidth (the amount of data and other informa-
tion that can be transferred in a second over the Inter-
net) expands and as communications costs fall, more 
and more computers/ cell phones (and people) will be 
linked together. The benefits of online communication 
will increase exponentially with the number of such 
connections. Increasingly, as advanced networks take 

business cycles The up- and 
downswings in real GNI, GNP, 
or GDP levels over time that 
are a regular feature of the 
capitalist system.

✔ Reality Check
Explain what companies in 
your area are involved in the 
export of goods or services?

LEARNING OBJECTIVE 10
Evaluate the impact of 
the digital revolution on 
businesses, governments, and 
societies.

digital era The period of 
transformation within our 
lifestyle to make the Internet 
and related technologies a part 
of our everyday lives.

bandwidth The amount of 
data and other information that 
can be transferred in a second 
via the Internet.

Farmer examining field crops while talking on a smartphone and 
negotiating price with the wholesaler in Mumbai, India.
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hold, they will reshape the way people (all over the world) live, entertain, communicate, 
and work. The fact is, those same technological changes that are transforming the busi-
ness world are also revolutionizing the way government does its business, as well as the 
nature of our own public life.

E-Business
To understand why and how organizations in our economic system are profoundly af-
fected by the IT revolution, we first need to examine the enormous impact of the digital 
economy on business.

Internet-worked technologies are spawning new business models that are radically 
changing the basic operating structure in firms that have served the marketplace well 
for decades. For example, you can purchase music, videos, books, and a whole variety 
of things online from your home computer or smartphone without having to visit a retail 
store. A whole set of companies like Alibaba, Amazon, and eBay have entered the busi-
ness scene to cater to such needs. The value of IT and the Internet lies in their capacity to 
store, retrieve, analyze, and communicate information instantly, anywhere, at negligible 
cost. If IT and the Internet are to be placed in the same league as previous technological 
revolutions (like the Industrial Revolution and the introduction of the railroad system in 
particular), three major questions must be addressed:8

n How radically does the technology change day-to-day life?
n How much does it require businesses to reorganize their operations to become 

more consumer-friendly and efficient?
n What is the impact of IT on conducting business across the whole economy, 

either by allowing existing products and services to be made or delivered more 
efficiently or by creating entirely new products and services?

Around the globe, commercial enterprises are scrambling to avoid being left behind in 
terms of efficiency as suppliers and customers latch on to Internet-related ways of doing 
business. Today, by virtue of Internet-worked communications, the transaction costs of 
many business activities (buying, selling, sourcing) are falling close to zero as the reach 
and speed of communications technologies increase exponentially and tools become more 
robust. E-commerce is only the tip of the iceberg that is remaking the rules of business. 
Several key trends are emerging.9

 1. Companies are being transformed on a massive scale. Established businesses are 
undergoing a radical overhaul in strategy, structure, and process to meet the needs of 
the digital economy. For example, almost all automobile dealerships in the United 
States have introduced Internet sales managers, whose role is to quote a price up-
front over the Internet to customers who are seeking to buy specific automobiles 
and to have a no-hassle buying experience.

 2. Customers are becoming smarter and more demanding. With the vast amount of 
information readily available to them, for example, via smartphones, and with their 
improved ability to share knowledge through social media like Pinterest, consum-
ers are empowered as never before. Consumers expect—even demand—the cus-
tomization of goods and services to meet their individual needs, and they want it 
right away. Again, in the automobile industry, several companies like Carvana or 
 Autobytel, www.autobytel.com, have evolved. Consumers can sit by a computer 
terminal and connect with Carvana or Autobytel to research, buy, or sell automobiles 
on the basis of customized specifications.

 3. Business is becoming nimbler. More than ever before, agility and flexibility drive 
competitive advantage in business. Authoritarian management structures and bu-
reaucratic decision-making processes—in large or small businesses—are all likely 
to suffer in the digital economy. For example, Samsung Electronics’ manufacturing 
philosophy is based on a system of flexible production, which enables the company 
to dominate the cell phone market. Samsung can maintain very low inventories, 
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offer attractive prices, and also adjust production to changing consumer demand 
(by utilizing algorithms), along with the constant introduction of new and powerful 
smartphones (and related components).

 4. Knowledge is the key asset. The abundance of information that is stored in the 
cloud and the speed of communication imply that innovation based on this knowl-
edge and speed will be the key to business success. Because of its quality high-
er-education system, India has an abundant supply of talented IT professionals who 
can provide world-class IT services at competitive rates. Several Indian companies 
like Tata Consulting Services, Infosys, and Wipro have successfully utilized their 
IT and software expertise along with their knowledge of U.S. corporate needs to 
attract outsourcing business to India. Companies in the United States will be forced 
to compete by focusing attention on developing next-generation industries in AI, 
biotechnology, nanotechnology, and digital media.

 5. Transparency and openness are crucial for business success. Increasingly, custom-
ers and markets demand openness (as opposed to secrecy and a strong emphasis 
on turf protection) in company culture and transparency in company information 
(especially accounting and financial). As companies move into the digital era, they 
discover a competitive advantage in making information and knowledge available 
to their networked partners. In the airline industry, for example, special discounted 
fares were in the past disclosed only to travel agents, who charged a fee to the cus-
tomer. Now, discount fares are made readily available on the airline’s website or 
with online travel services like Travelocity.com, Orbitz.com, Cheapfares.com, 
and Expedia.com for easy access by all customers.

In the emerging business models, success will be achieved by those businesses that involve 
their suppliers, their infrastructure providers, and—perhaps most importantly—their cus-
tomers in a network in which they can build value together. The idea of partnership is very 
real in the new e-business world.10

Within the e-business environment, there are several specialized sub-e-businesses that 
deal with certain segments of the economy. Most customers, students in particular, have 
quite a bit of experience purchasing goods (like CDs, books, stereos, etc.) directly from 
online retailers like Amazon.com, www.amazon.com. Transactions between  Amazon 
.com (the business) and you (the customer) are called B2C (business-to-consumer) 
e-commerce. Similarly, when Amazon.com (the business) purchases this textbook from 
Academic Media Solutions (this book’s publisher) and sells it to you, the transaction be-
tween Amazon.com and Academic Media Solutions is called B2B (business-to-business) 
e-commerce. By improving the flow, accuracy, and timeliness of information, secure 
Internet- enabled systems provide greater transparency and efficiency at all points along 
the supply chain (Exhibit 1.8). Simply put, the Internet is a continuation of technologi-
cal improvements that deliver information faster and cheaper, reduce search and trans-
action costs in online markets, and improve the management of product transportation 
and inventories. These savings come from both cheaper information and cheaper inputs 
(through increased competition).11

The Internet is of tremendous importance, but it is only a small segment of a nation’s 
economic output. However, the fact that the Internet is important does not imply that it 
must be profitable. The bursting of the dotcom bubble in 2000 clearly exposed the com-
mon misconception that importance equals profitability.12 As we have noted, there are 
many similarities between the IT-enabled technologies (especially fiber-optic cable and 
related business) of 2000 and the U.S. railway mania of the 1870s. In the 1870s, would-be 
rail millionaires raised vast sums of money on the stock market to finance proposed rail-
way lines by misleading investors on their companies’ business prospects. Most railway 
companies never paid a penny to shareholders, and many went bust (just like Global 
Crossings, WorldCom, and the dotcoms of the early 2000s in the United States), largely 
because irrational exuberance and overinvestment created excess capacity. Even so, the 
railways brought huge economic benefits to the U.S. economy long after their share prices 
crashed. The lesson is that although the IT and Internet bubbles burst in 2000, these may 

B2C Business-to-consumer 
electronic commerce.

B2B Business-to-business 
electronic commerce.
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still produce long-term economic gains. Many investors, however, will have lost their 
shirts in the bargain! It is a sobering thought that 99 percent of the 5,000 railway compa-
nies that once existed in the United States are no longer around. The same is true of 2,000 
car firms that once existed in the United States. According to a study by investment bank-
ers Goldman Sachs, profits and share prices of the early electricity firms in the United 
States were disappointing, despite the industry’s profound effect on the economy.13

Despite the collapse of many IT and dotcom firms and the failure of many 
 e-marketplaces, the fundamentals behind B2B e-commerce remain strong. A major risk 
that has emerged since the COVID-19 pandemic, in B2B e-commerce is the impact 
of production disruption along the supply chain. While efficiency improvements and 
cost savings achieved through B2B e-commerce have already led to higher productiv-
ity growth and lower costs and prices, the ultimate robustness and efficiency of B2B 
e-commerce depends on the strength of the weakest link in the B2B supply chain. 
Trade sanctions imposed on Russia following the country’s special military operations/ 
invasion of Ukraine and Russia’s subsequent trade retaliation are a serious cause for con-
cern since B2B and B2C e-commerce will be critically disrupted, leading to increased 
inefficiencies and rising costs along the value chain. While most of the efficiency loss 
will occur between businesses, the greatest long-term losers of B2B e-commerce will be 
the consumers, who will have to pay higher prices and witness lower living standards.

Careers in Business
Just as the study of business is fascinating, so are careers in business, and they are as var-
ied as the topics of study and as rewarding as the study itself. Successful completion of an 
undergraduate degree in business opens a world of challenges and opportunities for moti-
vated graduates. Careers in business are well-paying, especially in countries that practice 
the free enterprise system. Professional opportunities for business graduates occur in the 
private, public, and not-for-profit sectors of an economy.

In the private sector, careers can be developed in publicly held corporations, in pri-
vately held businesses, or in small businesses as an entrepreneur. In the public and not-for-
profit sectors, career opportunities exist in federal, state, and local government agencies; 
in not-for-profit organizations or nongovernment organizations (NGOs); and in colleges 
and universities. As you can see, business careers span the whole spectrum—domestic 
and international as well as public and private. Yet, for those of you who are enterprising 
and those who crave personal and financial freedom, starting a small business with all 
its challenges may provide you with the greatest chance for fulfilling the dream of doing 

✔ Reality Check
Explain how the Internet 
impacts your daily life.
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Search and information costs;
bargaining and decision costs;
policing and enforcement costs

Order lead times

Delivery lead times
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EXHIBIT 1.8 The Supply Chain
Source: Based on Thomas F. Siems, “B2B E-Commerce: Why the New Economy Lives,” Southwest Economy, Federal Reserve Bank of Dallas.
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what you want and achieving financial independence. However, starting your own busi-
ness, one that meets your long-term goals and consumer demand, calls for hard work and 
dedication. Your success can be measured by the personal freedom, financial well-being, 
and job satisfaction that come with being an entrepreneur.

At the end of each chapter of this text, there is a brief write-up on career opportunities 
in a functional area of business (accounting, consulting, finance, information systems, in-
ternational business, management, and marketing) considered in that chapter. For those of 
you who would enjoy working for large corporations like Apple, Amazon, Google, IBM, 
Ford, McDonald’s, Samsung, Shell, and so on, either domestically or internationally, the 
first thing you may want to do is to identify the industry that interests you. The 500 
largest U.S. corporations are called the Fortune 500 companies and the list is published 
by Fortune magazine each year. If you are interested in working for any of the world’s 
largest 500 corporations, you may want to investigate the Financial Times Global 500, 
which is published by the Financial Times newspaper of London. Details of the activities 
of all these companies can be found on their corporate websites, and most of them also 
list career opportunities there as well. Major privately held businesses, although few (e.g., 
Bechtel, www.bechtel.com), also have their own websites that you can surf to identify 
job opportunities. Not-for-profit organizations, domestic and international, offer chal-
lenging opportunities for business graduates as well. Organizations like the Red Cross, 
the United Way, and CARE offer interesting and fulfilling business career opportunities. 
International institutions like the United Nations and the World Bank Group offer global 
career opportunities with attractive (income tax free) salaries; however, the work envi-
ronment can be quite demanding, especially when one works overseas. Finally, federal, 
state, and local governments also offer interesting and stable career opportunities. Since 
government agencies are not driven by profits or competition, they generally tend not to 
lay off employees. However, while careers in government do offer job security, salary 
levels may not match those of the private sector.

There are numerous websites that focus on business careers. One site that you may want 
to visit is indeed.com, which has a number of very useful links for careers in business.

Summary n
In this introductory chapter, the objective is to acquaint 
you with the basic concepts of business operations.

LEARNING OBJECTIVE 1
Identify the three major factors that impact business to-
day and discuss the roles of for-profit and not-for-profit 
organizations in an economy.
The three major issues that are significantly impacting 
business today, which are the themes of this textbook, are 
globalization, technology, and ethics. As more countries 
adopt open trading systems, business is becoming increas-
ingly global in nature. Rapid advances in information tech-
nology and the Internet are also encouraging the growth 
of new business and changing the way business is done. 
Finally, firms must be ethically managed if they are to sur-
vive and deliver value to investors and customers alike in 
the long term. The primary role of business is to create 
value for the customer and meet the consumer’s unmet 
needs in a profitable manner. If a firm is not profitable, 
it will not be able to remain in business. However, not all 
firms have a profit motive. The primary objective of not-
for-profit organizations like educational institutions and 

charitable organizations is to serve the public. Even not-
for-profit organizations need to cover costs, or they will be 
forced to shrink or close operations. The two other major 
elements are technology and ethics. Advances in technol-
ogy have moved the United States from an agrarian to a 
manufacturing to a service and now to a knowledge-based 
economy. The future of U.S. business will be heavily in-
fluenced by the successful retraining of a diligent work-
force and the evolution of its knowledge workers and by 
how ethically its managers function in the global economy.

LEARNING OBJECTIVE 2
Summarize the evolution of business in the United States 
and explain the key issues that influence its outlook for 
the future.
The evolution of business in the United States can be traced 
from the time when the first settlers from Europe crossed 
the Atlantic Ocean. The initial business climate largely re-
flected a free-market, or laissez-faire, system, coupled with 
the availability of abundant land (and natural resources) 
and a constant and growing inflow of labor and capital, 
in the beginning from Europe. The Industrial Revolution 



36 Part 1 The Nature of Contemporary Business

(1815–1875) transformed the United States from an agrar-
ian economy to an industrial giant that fostered the growth 
of the factory system, which involved efficient mass pro-
duction of standardized products under one roof. Business 
prospects accelerated with the introduction of the railroad 
(1875–1913), which led to the westward (coast-to-coast) 
expansion of the United States and increased the need for 
goods and services. This was also an era of mergers and 
acquisitions that resulted in the growth of huge companies, 
which dominated the U.S. market. Public concern over mo-
nopoly profits and pricing enabled the introduction of an-
titrust policies to curb anticompetitive business practices. 
A new era (1913–1944) of manufacturing began in 1913 
when the Ford Motor Company initiated assembly-line 
manufacturing using scientific management techniques. 
Finally, at the end of World War II, the United States and 
other major nations of the world saw the need to work to-
gether to increase trade and investment among countries as 
a way to propel global business growth. Several interna-
tional organizations were set with U.S. leadership to facili-
tate the process, and this started the globalization era—the 
first major element impacting the outlook for U.S. busi-
ness. A new era of reimagining globalization commenced 
with the China trade war initiated by the Trump admin-
istration in 2018 that was reinforced by the COVID-19–
related supply chain realignments and trade/investment 
embargo, followed by retaliation related to Russia’s special 
military operation/invasion of Ukraine. Globalization has 
now stalled as countries try to align themselves based on 
common national interest and businesses try to navigate 
the new multipolar world economic order.

LEARNING OBJECTIVE 3
Explain the fundamental features of the free enterprise, 
or capitalist, system that make it efficient and dynamic.
The free-market system, also called the laissez-faire or 
capitalist system, is based on private property rights, the 
pursuit of profits, and the freedom to choose. The system 
espouses two major principles. First, it calls for minimum 
government intervention in the marketplace; that is, entre-
preneurs should be allowed to participate in any commer-
cial venture they see fit with ease of entry into and exit out 
of the industry. Since entrepreneurs take a risk by investing 
their time and resources to develop business and profits, 
the role of government is to ensure that these enterprises 
do not get involved in illegal (drugs, money laundering, 
environmental pollution, employee discrimination) or 
anti competitive activities. Second, the free-market system 
operates on the basis of supply and demand, where con-
sumers are the source of demand and producers are the 
source of supply. In the marketplace, supply and demand 
interact to determine the price of goods and services. The 
free-market system is efficient because supply will always 
(in the medium term) equal demand and there will be no 
surplus or shortage. In the short term, if there is a surplus 

(supply exceeding demand), price will fall until the sur-
plus vanishes. Similarly, if there is a shortage (demand ex-
ceeding supply), price will rise until the shortage vanishes. 
From this discussion, it is clear that the free-market system 
is both efficient and dynamic.

LEARNING OBJECTIVE 4
Discuss the meaning of market structure and explain 
why most industries fall under the banner of monopolis-
tic competition.
Market structure describes the level of competition (num-
ber of producers of goods or services) within an industry. 
In the free enterprise system, there are four different forms 
of market structure: pure competition, monopolistic com-
petition, oligopoly, and monopoly. In pure competition 
there are several producers of identical products; in mo-
nopolistic competition there are several producers of sim-
ilar (differentiated or not identical) products; in oligopoly 
there are few producers of similar products who supply a 
significant share of the market demand; and in monopoly 
there is only one producer who supplies the whole market. 
Producers have an influence over prices, depending on the 
level of competition in the industry. The monopolist has 
the power to set market prices, while a producer under pure 
competition will not be able to influence market prices at 
all. In the real world, most of the goods and services that 
are produced are not identical; they are similar, and that is 
the reason why most industries fall in the category of mo-
nopolistic competition. While pure competition is best for 
society, in practice, firm concentration ratios (especially in 
the United States) seem to indicate that most industries fall 
within the monopolistic competition framework.

LEARNING OBJECTIVE 5
Discuss the rationale for countries wanting to choose 
other forms (rather than capitalism) of economic systems 
and explain what direction most countries are moving 
toward.
Apart from the free-market system, the other major eco-
nomic systems today are the command, or planned, eco-
nomic system; the mixed economic system; and the 
transition economic system. In the command economic 
system, the government plans the production of goods and 
services based on national goals and an elaborate analysis 
of sources and uses of resources available to the domes-
tic economy. The government’s objectives are to utilize as 
many domestic resources as possible, employ whoever is 
willing to work to solve unemployment and poverty, and 
minimize income inequality among workers by diminish-
ing wage differentials. In so doing it provides little choice 
to workers about where to work and what type of work they 
can undertake. The command economic system is based 
on the elimination of wasteful conspicuous consumption. 
The government decides how much of the goods and ser-
vices are produced, what consumers can purchase, and at 
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what prices. While the command economic system seeks 
to minimize the exploitation of workers, it does so at great 
expense to efficiency and consumer choice.

A mixed economic system is one that exhibits elements 
of both the capitalist and the planned (or command) sys-
tems. Not all services (e.g., defense, infrastructure, and 
social welfare) can or will be provided in a purely capital-
ist system; in the mixed economic system the government 
plays a crucial role in providing these basic services while 
at the same time procuring goods (fighter aircraft, naval 
fleets, ammunition, etc.) from private companies. The 
trend these days in mixed economies is to gradually move 
away from state enterprises to private sector-oriented busi-
nesses. This is being achieved through the sale of state 
enterprises to private entrepreneurs—a process called 
privatization. In 1989, after years of state control of all 
productive assets, the Soviet Union broke up. This started 
market-oriented reforms in Russia and the former commu-
nist economies of Central and Eastern  Europe and Central 
Asia. The move from central planning to market- oriented, 
open trade economies is called economic transition and is 
aimed at ending the inefficiencies of central planning.

LEARNING OBJECTIVE 6
Explain how the factors of production affect the supply 
of goods and services in an economy.
Every output of goods and services requires two or more 
inputs. Economists define inputs as factors of production 
that are used by firms in their production processes. Tradi-
tionally, the factors of production have been divided into 
four major categories. First there is land and the natural 
resources beneath it. The quality of the land and the re-
sources beneath it determine how productive it can be. 
Second is labor, which consists of human time spent in 
productive activities. Entrepreneurs play an important role 
in business creation and development. Third is capital, 
which comes in two major forms: money that is utilized to 
set up a business and pay for its operation (paying salaries 
and buying raw materials) and durable goods like machin-
ery that are produced by the economy in order to make yet 
other goods. Finally, there is technology, which makes the 
production process more efficient through the introduction 
of better and cheaper ways of getting things done.

LEARNING OBJECTIVE 7
Discuss how business performance is measured in a 
capitalist system versus a socialist system and how the 
objectives of for-profit businesses differ from the ob-
jectives of state-owned enterprises and of not-for-profit 
organizations.
In the free-market system, businesses exist to meet spe-
cific consumer needs and to maximize profits. In addition, 
firms try to maximize shareholder wealth (dividends plus 
increase in stock prices) over time. Many socialist manag-
ers believe in a broader corporate objective than just max-

imizing shareholder wealth. These business leaders would 
like to maximize stakeholder wealth, which encompasses 
the welfare of all a business’s constituents: customers, 
management, employees, suppliers, and society.

In several developing countries, governments consider 
state enterprises a source of employment generation. A 
related objective of these governments is to minimize in-
come inequalities. In state enterprises, most employees are 
paid relatively the same.

The primary objective of not-for-profit organizations 
is to serve society. They provide goods and services that 
would otherwise not be made available and without which 
society as a whole would be worse off.

LEARNING OBJECTIVE 8
Explain the important role consumers play in determin-
ing corporate performance and show how businesses try 
to identify consumer needs.
Firms are in the business of providing goods and services 
to customers for profit. Without customers, businesses 
will cease to exist. Businesses constantly try to identify 
consumer needs to develop products and services that can 
be sold profitably. Given the crucial role consumers play 
in an economy, businesses are eager to know how well 
consumers feel about themselves and their environment. 
Businesses also spend significant amounts of money to 
research and analyze consumer cultural diversity, demo-
graphics, and psychographics to identify the needs of 
specific consumer groups and to study the minds of con-
sumers to influence their perception of those needs.

LEARNING OBJECTIVE 9
Discuss why and how national output of goods and ser-
vices is measured.
An important factor that impacts business performance is 
income level, which when measured on a national scale is 
a country’s gross national product (GNP). The GNP is the 
value of all final goods and services produced by a coun-
try’s factors of production (regardless of where these fac-
tors are located) and sold on the market at current prices 
over a given time, usually a year. It is also a measure of a 
country’s living standard, including its health status and 
educational attainment. By breaking GNP down into its 
components, we could analyze how, for example, con-
sumption is affected by a recession and the importance of 
the role consumers play in an economy. The higher the 
level and faster the growth rate of an economy, the richer 
and better off the consumers of that country are.

LEARNING OBJECTIVE 10
Evaluate the impact of the digital revolution on busi-
nesses, governments, and societies.
Innovations in information technology (IT—computers/ 
cell phones, software, telecommunications, and the  Internet) 
are radically changing the way people live, communicate, 
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and work. This period of transformation—adjusting our 
lifestyle to make the Internet and related technologies a 
part of our everyday lives—is called the digital era. In-
formation technologies, of which the Internet is by far the 
most publicly visible form, are turning the world upside 
down as access to the technologies spreads rapidly around 
the globe. These technologies are having an enormous 
impact on business, spawning new business models that 
are radically changing the basic operating structure in 
firms that have served the marketplace well for decades. 
Several key trends are emerging: Companies are being 
transformed on a massive scale; customers are becoming 
smarter and more demanding; business is becoming more 
nimble; knowledge is becoming a key asset; and trans-
parency and openness are becoming crucial for business 
success. In the emerging business models, success will 
be achieved by those businesses that involve their sup-
pliers, their infrastructure providers, and—perhaps most 
importantly— their customers in a network where they can 
build value together.

The Internet and related technologies are not only here 
to stay; they will also play an extremely important role 
as an engine of economic growth and development in 

countries. The key issue is how fast Internet and related 
technologies diffuse across national boundaries from de-
veloped to developing countries. With information tech-
nology advancing in leaps and bounds, and the price of 
semiconductor chips and software falling all the time, de-
veloping countries that have just started investing in IT are 
obtaining a lot more for each dollar invested in this tech-
nology than did countries that invested earlier. The impact 
of these technologies on education, family planning, and 
health care, as well as business, in developing countries is 
remarkable. The Internet will help bridge the gap between 
the developed and developing countries, but the latter will 
need to keep their markets open and allow new technolo-
gies to come in while at the same time implementing re-
forms that raise the level of education in their countries.

The success of Internet and related technologies de-
pends on how effectively and widely these technologies 
can be put to use by businesses to boost efficiency and 
growth. Countries with open economic and political sys-
tems will see big gains overall. The IT industry’s rapid 
growth in any country will have to go hand in hand with 
minimal government controls and regulations.
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Supply curve (p. 13)
Surplus (p. 14)

Target group (p. 26)
Tariffs (p. 16)

Theory or law of demand (p. 12)
Theory or law of supply (p. 13)

Chapter Questions n
 1. What is profit? How might you try to improve profits 

if your company is not doing as well as you think it 
should?

 2. Historically, business evolved in the United States 
through five distinct periods. List the periods and 
mention one or two key factors that influenced busi-
ness development during each. Pick one of the periods 
and explain in detail what type of business develop-
ment took place then.

 3. What is globalization, and what are the origins and 
effects of globalization on U.S. business?

 4. What is capitalism? How are resources allocated 
in a free-market system? Is this an efficient system 
for business? Is the United States a purely capitalist 
country?

 5. Why is a “pure competition” market structure best for 
consumers and society alike? Is it good for business as 
well?

 6. What is a monopoly, and why are consumers and 
governments opposed to having monopolies in their 
economies?

 7. What are the major flaws of the command economic 
system? Explain how this system essentially led to the 
downfall of economies like the Soviet Union.

 8. Although many countries claim to be capitalist, none 
of the countries practice pure capitalism. Why? So, 
what system do the majority of countries practice? 
Where do the transition economies fit in the scheme 
of things?

 9. Explain what the major factors of production are. 
Which factor do you think will play a crucial role in 
the United States’ business future, and why?

 10. Compare shareholder wealth maximization with 
stakeholder wealth maximization. Which approach do 
you prefer, and why?

 11. What are the pros and cons of keeping state-owned 
enterprises? Would you suggest that all state-owned 
enterprises be privatized? Why?

 12. Not-for-profit organizations play extremely important 
roles in countries. Pick a not-for-profit organization 
that you are familiar with and determine its primary 
objectives, organization, and recent performance.

 13. Culture’s role in business is extremely important, 
both domestically and internationally. Identify a prod-
uct that you use or see every day and trace the role 
of culture in its design, development, and promotion 
(advertising).

 14. What are the four major components of GDP? Which 
component drives U.S. economic growth, and why? 
What is the “bellwether” indicator that businesses 
closely watch to determine the outlook for their 
industry?

 15. Pick any Latin American country and develop a table 
like Exhibit 1.7. Graph nominal and real GDP over 
time for that country. How does the country’s real 
GDP compare with its nominal GDP, and why?

 16. Explain and analyze the impact of the Internet on 
business.

 17. We have seen a number of e-businesses come and 
go. Why do you think that some of these companies 
failed? Do you see any challenges that e-commerce is 
likely to face? How may they be overcome?

Interpreting Business News n
 1. Business newspapers such as the Financial Times and 

the Wall Street Journal may at times state that “Con-
sumer confidence is at [say] a 5-year low: Signs of 
crumbling faith in the U.S. economy fuel prospect for 
interest rate cut by Fed.” How will a cut in interest 
rates help businesses, consumers, and the U.S. econ-
omy in general?

 2. Because business is global, you will come across re-
ports from companies indicating that they anticipate 

rising sales revenue globally but at the same time ex-
pect profits to decline. What do you think is going on 
in the marketplace?

 3. On several occasions, the Federal Reserve Bank chair 
has expressed confidence in U.S. productivity growth 
because of rising corporate spending on technology. 
What does productivity growth mean? How does 
technology spending by companies help productivity 
growth?

Web Assignments n
 1. Visit McDonald’s website, www.mcdonalds.com, 

surf that website, and go to some of the company’s 
country sites and study their menus. What can you say 
about  McDonald’s menus in foreign countries? Pick a 
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Portfolio Projects n
Exploring Your Own Case in Point
Throughout this text you will find many examples of 
real companies to help illustrate how the concepts you 
are learning are applied in real business situations. In 
particular, we will follow three globalized companies— 
Samsung,  McDonald’s, and Shell—in detail through the 
Case in Point boxed features. The Portfolio Project at the 
end of every chapter takes that Case in Point concept to 
the next step by helping you explore a company of your 
own choosing (e.g., Airbnb,  Carvana, Dropbox, Facebook, 
Google,  Instagram, Lyft,  Monster.com, Netflix, Shake 
Shack, Uber, Zara) and enhancing your understanding of 
basic business principles.

The objective of this project is to enable you to conduct 
an independent comprehensive analysis of a large com-
pany (e.g., a Fortune 500 company). Select a company that 
you admire, a company that intrigues you, or a company 
that you would like to work for in the future. Hopefully, 
that company is publicly traded (such as one listed on the 
New York Stock Exchange), so that various types of infor-
mation (financial and otherwise) are readily available. You 
should be able to obtain information from web searches 
and from your library. Library sources include The Inter-
national Directory of Company Histories (Chicago: St. 
James Press), company annual reports, and reports from 
rating agencies such as Standard & Poor’s, Moody’s, and 
Fitch. By answering questions at the end of this section 
of each chapter, you should be able to understand your 
company better. Each chapter focuses on a specific topic, 
and the Case in Point questions will encourage you to an-
alyze how that particular topic relates to your company. 
You will follow your company through every chapter of 
the book, and by the time you have completed Chapter 18, 
you will have learned almost everything you wanted to 

know about your chosen company! (Hint: Be sure to keep 
a bibliography of all the sources you use—both print and 
electronic. This bibliography will provide useful resources 
as you answer questions in later chapters. Also, your in-
structor may require a complete bibliography as part of 
this assignment.)

After reading this chapter, you should be prepared to 
answer some basic questions related to the type and nature 
of company that you have chosen to follow.

 1. Determine when and where your company was es-
tablished and its line of business. What are the ma-
jor products/services provided by your Case in Point 
company? Does your company operate outside the 
United States as well? Where and why?

 2. Is your company a private, public, or state-owned 
firm? How is business performance measured in your 
company? Is your company a for-profit or not-for-
profit company?

 3. What is the market structure of the industry in which 
your company operates? How did you come to that 
conclusion? Who are its major competitors? How has 
information technology impacted your company?

 4. Who is the target audience of your company? How 
would you break down your company’s consumers 
based on demographics and geographic location?

Starting Your Own Business—An Entrepreneurial 
Approach
Many students who take an introductory business course 
do so because they are considering starting their own busi-
ness. Many instructors use a business planning project as 
a way to help students understand the interrelatedness of 
all the topics that are covered during the course. An es-
sential first step to starting a new enterprise is develop-

particular non-U.S. and non-European country where 
 McDonald’s does business and explain that country’s 
menu from a cultural perspective.

 2. Visit Coca-Cola’s home page, www.coca-cola.com, 
select a foreign brand product Coca-Cola has ac-
quired, and write a one-page (double-spaced) report 
on that product. Did you know that Coca-Cola owns 
and sells many foreign brands that you have never 
heard of in the United States?

 3. The Economic Report of the President, which is an 
annual report on the state of the U.S. economy, is 
prepared by the President’s Council of Economic 
Advisors and delivered by the president to the U.S. 
Congress. It is an extremely important document with 
a lot of facts and figures. Thanks to the Internet, is-
sues of this document are now available on the Web 
at https://www.govinfo.gov/app/collection/erp. Pick 

the section that deals with the United States in the in-
ternational economy. How would you determine that 
the U.S. economy is integrated into the rest of the 
world?

 4. Visit Tesla’s home page, www.tesla.com, which shows 
how diverse that company is. Where is Tesla’s corpo-
rate headquarters? Visit its corporate site and write a 
one-page (double-spaced) report on Tesla’s corporate 
vision and how the company plans to achieve it. What 
are the types of consumers most important to Tesla 
and why?

 5. Visit Shell’s global home page at www.shell.com. 
What is Shell’s line of business? Were you surprised 
to learn about that company’s national origin? What is 
Shell trying to do on the climate change front to make 
the company greener?
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ing a business plan. The business plan reflects the goals, 
strategies, and daily operations of the firm. Business plans 
are composed of several components. Following the or-
ganization of your text, these broad components could in-
clude the nature of contemporary business (Chapters 1–4), 
which covers issues related to the macro- and microeco-
nomic environments in which your business will operate; 
management (Chapters 5–7), which delves into firm-level 
organizational issues; marketing (Chapters 8–10), which 
addresses the selling of goods and services; accounting 
(Chapters 11–12), which emphasizes the importance of 
bookkeeping in a firm; finance (Chapters 13–15), which 
identifies the various funding options available to firms; 
and operations and information technology (Chapters 
16–18), which explores the role of information technology 
and supply chain management in facilitating day-to-day 
business operations.

The Portfolio Project at the end of every chapter lists 
questions on “Starting Your Own Business.” These ques-
tions are intended to provide you with the opportunity to 
design your business plan. In addition, Chapter 4 is de-
voted to addressing issues related to small businesses and 
entrepreneurship. Furthermore, you can find web-based 
information on how to compose a business plan by con-
necting to the Small Business Administration’s website 
(www.sba.gov) and clicking on “Starting Your Business.” 
Before you begin this project, think about a business that 
you would like to start. Perhaps you have an idea for a 
completely new product or service; or maybe you have 
thought of a way to improve on an existing one. Whatever 

your business idea might be, questions in this section will 
help you think it through in detail. Perhaps you too could 
be an entrepreneur!

After reading this chapter, you should be able to address 
some basic issues related to the input and output of your 
firm, the firm’s performance measures, and the impact of 
technology.

 1. Describe the major inputs that will be used by your 
firm and the sources of these resources. Is the supply 
of inputs stable or is it volatile? What is your strategy 
for maintaining an uninterrupted supply chain for in-
puts at relatively stable prices?

 2. How will you determine the market for your products 
or services? Will you analyze consumer diversity and 
demographics? What are the factors that will help you 
decide on an ideal location for your business?

 3. Is yours a for-profit or not-for-profit business? Will 
your business be private or go public later? How do 
you plan to reinvest and grow your business? How 
will you determine success or failure in your busi-
ness? How would you handle business failure, that is, 
what is your exit strategy?

 4. What ethical standards have you set for your busi-
ness? Are you diligent enough to keep your business 
sustainable in the long run?

 5. Describe how you will use information technology 
to make your business efficient. What is the scope of 
competition from abroad?
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F
True/False Questions
Please indicate if the following statements are true or false:

_____  1. Business is global in nature.
_____  2. The goal of every business is to make a profit.
_____  3.  Profit is the difference between revenue and 

expenses.
_____  4.  When companies merge, the level of competi-

tion in the industry increases.
_____  5.  The economic system followed by the United 

States is called democratic socialism.
_____  6.  Transition economies are countries that are 

moving away from a system of free markets 
toward greater government control of produc-
tive assets.

_____  7.  Business ethics is not an issue as long as com-
panies conduct business legally.

_____  8.  Selling products and services at a low price is 
more important than understanding consumer 
needs for business to be successful.

_____  9.  It does matter whether business uses nominal 
GNI or PPP-based GNI to determine market 
potential in countries.

_____ 10.  The digital era is a fad and is unlikely to im-
pact how business is conducted today or in the 
future.

Multiple-Choice Questions
Choose the best answer.

 1. Peter Drucker defined business as organizations that 
create

 a. profit.
 b. goods and services.
 c. risk.
 d. value for the customer.
 e. revenue.
 2. Which of the following statements is not true about 

the U.S. economy?
 a. The Industrial Revolution transformed the United 

States from an agrarian economy to an industrial 
giant.

 b. The factory system led to specialization of labor.
 c. The railroad era turned the United States into a uni-

fied market from coast to coast, leading to antitrust 
issues.

 d. The assembly-line era became incompatible with 
the formation of labor unions.

 e. The post–World War II era started the age of 
globalization.

 3. The free-market system is based on all of the follow-
ing except

 a. the theory of supply and demand.
 b. the notion of private property.
 c. the freedom to choose and enter into and exit out of 

industry.
 d. the assumption that the government knows best.
 e. the notion of property rights.
 4. The key issues that affect the market structure include 

all of the following except
 a. the number of firms that operate in that industry.
 b. the ease of entry into that industry.
 c. the suppliers’ control over prices in that industry.
 d. the similarity of products or services in that 

industry.
 e. the ownership of businesses in the industry.
 5. Which of the following statements regarding the com-

mand economic system is not true?
 a. The government decides what, how much, and at 

what price goods and services are to be provided.
 b. The government’s goal is to employ whoever is 

willing to work.
 c. The government allocates resources efficiently.
 d. The government tries to minimize income 

inequality.
 e. Consumers have little say in the system.
 6. Which of the following is not a factor of production?
 a. Land and the natural resources beneath it
 b. Labor, including entrepreneurs
 c. Money and capital goods
 d. Government regulations
 e. Technology

TEST PREPPER

You’ve read the chapter, studied the key terms, and the exam is any day now. Think you are ready to ace it? 
Take this sample test to gauge your comprehension of chapter material. You can check your answers at the 
back of the book.
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 7. Several countries would like business to maximize 
stakeholder wealth for all the following reasons except

 a. it takes into consideration the welfare of all busi-
ness’s constituents: customers, employees, suppli-
ers, and society.

 b. it focuses more on long-term benefits than maxi-
mizing shareholder wealth does.

 c. it treats labor as more than a mere factor of 
production.

 d. it means that employees can be hired and fired 
easily.

 e. it is more responsible than maximizing shareholder 
wealth.

 8. Business success depends heavily on understanding 
the consumer, whose consumption pattern depends on 
all of the following except

 a. how positive consumers feel about themselves and 
their jobs.

 b. population demographics.
 c. cultural diversity.
 d. inventory levels.
 e. psychographics.

 9. PPP-based national income level is important for all 
of the following reasons except

 a. it is a good measure for comparing potential busi-
ness opportunities across countries.

 b. it is a true measure of the size of an economy.
 c. it is a realistic measure of the wealth of the citizens 

of a country.
 d. it identifies the value of all goods and services pro-

duced by a country.
 e. it allows for comparison of GNI between countries.
 10. The impact of the digital era on business is apparent 

from all of the following facts except
 a. companies are being transformed on a massive 

scale.
 b. customers are becoming smarter by using the In-

ternet and social media.
 c. business is becoming more nimble.
 d. developing countries have been able to adopt the 

latest technology at lower cost.
 e. developing countries are being left behind.
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APPENDIX
Purchasing Power Parity
Exhibit 1.9 lists the world’s ten largest economies in terms of their nominal GNI levels 
(after converting local currency GNI into U.S. dollars) in 2021. The third data column of 
the table provides the midyear population in 2021, and the GNI per capita is computed 
in column four. This table clearly brings home the fact that both the size of an economy 
and its per capita income are important factors that businesses must consider. Because 
nominal official exchange rates (that you see in business newspapers daily) of foreign 
currencies with respect to the U.S. dollar do not always reflect differences in inflation 
rates between the country under consideration and the United States, a country’s GNI 
needs to be converted into international dollars using purchasing power parity (PPP) 
conversion factors.

At the PPP rate, one international dollar will have the same purchasing power in any 
country as one U.S. dollar has in the United States. Hence, when foreign country GNI 
is converted to the PPP basis, it allows for realistic comparison of GNIs among coun-
tries. The PPP approach is a true measure of the economic well-being of the citizens of 
a country. Exhibit 1.10 lists the world’s top ten countries in terms of their GNI based on 
PPP. When you carefully evaluate Exhibit 1.10, you will understand why businesspeople 
consider Brazil, China, India, Indonesia, and Russia to be important markets and com-
petitors for the future. The greater the GNI per capita (PPP basis) in a country, the greater 
the purchasing power of the citizens in that country. The GNI (PPP basis) of the country 
as a whole is also important, since it gives businesses a feel for the country’s potential 
market size.

Impact of IT on Globalization, Culture, Society, and Politics
Although developing countries are widely thought to be losing out from ever-faster 
technological change, the Internet and related technologies are getting cheaper all the 
time, making timely information available instantaneously and globally. For example, 
IT Schools Africa, itschoolsafrica.org, a not-for-profit British organization, ships older 
PCs (as they get replaced by their sophisticated British owners) to African countries like 
Burkina Faso for reuse. Such programs of computer recycling enhance the computer 
skills of people in developing countries and improve their employment prospects. Every-
one benefits. Countries with poor fixed IT infrastructure need not despair. Cell phones 
are popular everywhere, even in developing countries. In these countries, wireless IT has 
extra advantages, since fixed-line telephones are woefully inadequate and inefficiently 
run by state-owned monopolies. Some developing countries have created better commu-
nications infrastructures than rich countries, since they started late but adopted the latest 
wireless technology at lower cost. The Internet allows the adoption of outside technolo-
gies faster and helps the development of homegrown technologies that often use open-
source (free, e.g., Linux) software. It also enables closer collaboration within and among 
countries. Governments need to remove obstacles and pursue transparent policies that 
encourage foreign investment and competition.

The IT revolution has barely started, yet its impact is being felt globally. Unlike 
changes brought about by such technological revolutions as electricity and the railroad, 
which took decades to spread around the globe, the IT revolution has been almost instan-
taneous. This reinforces the fact that IT and globalization are closely related. By reducing 
communications costs, IT has helped to globalize production and has encouraged a freer 
flow of goods and services, including capital, across national boundaries. In fact, IT acts 
as a catalyst in the globalization process by bringing down operating costs.

Internet and related social media technologies make many societies (especially po-
litical authorities in such societies as China, Central Asia, and the Middle East) uneasy. 
Political authorities in some societies, especially in nondemocratic or authoritative ones, 
wonder if uncensored information from countries abroad will corrupt local cultures and 

purchasing power parity (PPP)  
The purchasing power of an 
international dollar, which 
will have the same purchasing 
power in any country as the 
U.S. dollar has in the United 
States.
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bring about social and political instability. Advances in communications technology, for 
example, social media, could also shift the balance of power between ordinary people and 
their government and make dissent and tax avoidance safer. Internet-related communica-
tions help make societies and corporations less hierarchical because of greater access to 
everyone concerned. However, it is unlikely that Internet and related technologies will 
remain or even thrive completely free of government interference, even in industrialized 
countries. Most people like what modern technology has to offer. Developing countries 
are now making the same transition that the United States, Europe, and Japan made ear-
lier, only they’re making it faster and cheaper. In the transition period, this could cause 
political strain, especially in nondemocratic societies. Failure to adapt is bound to hurt 
some countries more than others. As current technologies get cheaper, they will spread 
faster the world over. While some governments will hold their countries back, the vast 
majority will move them forward.14

EXHIBIT 1.9 World’s Ten Largest Economies, U.S. Dollars 2021

Country GNI (US$ billions) % of World GNI Population (millions) GNI/Capita US$

United States 23,393  24.35   331.9 58,270

China 17,577  18.30 1,412.4  8,690

Japan  5,125   5.33   125.7 38,550

Germany  4,351   4.53    83.1 43,490

United Kingdom  3,170   3.30    67.3 40,530

India  3,124   3.25 1,393.4  1,820

France  3,002   3.12    67.5 37,970

Italy  2,125   2.21    59.1 31,020

Canada  1,976   2.06    38.2 42,870

Russia  1,733   1.80   143.4 12,085

World 96,067 100.00 7,836.6 12,259

3.25 3.12

3.30

2.06

5.33

4.53

2.21 1.80

24.35

18.30

United States
China
Japan
Germany
United Kingdom
India
France
Italy
Canada
Russia

Source: World Bank, World Development Indicators, 2022, Table-1 World View.
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2.31

China
United States
India
Japan
Germany
Russia
Indonesia
Brazil
France
United Kingdom
Others

18.51
36.85

2.35
2.56 3.66

4.25 7.42
16.42

3.222.46

Note: The PPP conversion factors used here are from the World Bank’s World Development Indicators 2022 database, and are derived from 
the most recent round of price surveys conducted by the International Comparison Program, a joint project of the World Bank and the regional 
economic commission of the United Nations.
Source: World Bank, World Development Indicators, 2022 Database.

EXHIBIT 1.10 World’s Ten Largest Economies 2021, PPP Basis (Constant 2017 International Dollars)

Country
PPI GNI 

(US$ billions) % of World PPI GNI Population (millions) PPI GNI/Capita US$

China  22,835  18.51 1,412 16,168

United States  20,251  16.42   332 61,015

India   9,156   7.42 1,393  6,571

Japan   5,239   4.25   126 41,679

Germany   4,516   3.66    83 54,344

Russia   3,971   3.22   143 27,692

Indonesia   3,158   2.56   276 11,425

Brazil   3,029   2.46   214 14,161

France   2,901   2.35    68 42,978

United Kingdom   2,852   2.31    67 42,377

Others  45,460  36.85 3,722 12,215

World Total 123,368 100.00 7,837 15,743


