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Caught Up in the Economy
Cam had always wanted to own his own business. He wanted the
challenge of making the decisions that determined whether he would
succeed or fail. He sorted through many ideas before settling on a deliv-
ery service for local retailers. Many of the local businesses were losing
sales to online businesses. Customers liked the convenience of shop-
ping from home and having products delivered to their doors by UPS
or FedEx.

He developed a win-win idea for local businesses and their cus-
tomers. He would deliver any order of $25 or more to a local customer.
He would charge the retailer 10 percent less than the shipping cost that
would be charged by the major parcel shipping companies. And he
guaranteed same-day delivery for orders placed before noon, overnight
delivery for afternoon orders during the week, and Monday morning
delivery for any weekend order.

Cam’s business grew quickly as customers had positive experiences
with his rapid delivery service. Businesses that had not used his service
before began to call him for local delivery. Customers got to know Cam
and his reliable service. He had never had a complaint of a late or dam-
aged delivery. He added a part-time assistant so he did not have to work
long hours every day and felt he would soon be able to add another de-
livery vehicle and a full-time employee. 

As Cam celebrated the first anniversary of his business, he was
beginning to feel some pressure due to two unplanned and uncontrol-
lable circumstances. Due to a world-wide energy crisis, gas prices had
jumped 20 cents a gallon during the year and experts predicted they
would continue to rise over the next six months. At the same time, a
new national parcel delivery service had entered the competition with
FedEx and UPS. To fight the new business, the established companies
had temporarily reduced the shipping rates they charged by an average
of 10 percent. While Cam believed the price cut was temporary, he was
receiving less for each delivery based on the way he calculated his fees.
He knew the larger companies could maintain lower prices longer than
he could as the owner of a new small business. Based on those two
events, Cam’s plans to expand his business were on hold. In fact, they
had him teetering on the edge of an unprofitable business.

Think Critically
1. What are the similarities and differences between the two events

Cam is facing and their effect on his business? 

2. What alternatives are available to Cam for dealing with rising gas
prices and reduced delivery charges?

Case STUDY

33
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34 Chapter 2 >>> Financial Environment of Business

IUnderstanding Economics
The economy and the factors that drive the economy have a major effect
on both businesses and consumers. Financial decisions are influenced as
much by the state of the economy as by any other factors. Effective finan-
cial planning and decision making requires an understanding of the econ-
omy and economic principles.

You can’t watch a news program on television or read the headlines of
a newspaper without encountering the term economics. Yet ask almost any-
one the meaning of economics or how economics affects their daily lives
and you may have a hard time getting a meaningful answer. What is it that
makes economics so important yet so difficult to understand? 

DEFINING ECONOMICS
Economics is defined as a science, meaning that it is based on facts and
principles. The principles can be used to explain events and predict what is
likely to happen in the future if certain things occur. Since economics is a
science, it can be used to make decisions. 

is the science of decision making about the allocation of
scarce resources. If people had everything they needed, there would not be
a need for economics. In reality people have a large number of needs and
limited resources to fill those needs. Economists are scientists who study
how decisions can be made that result in the best match of needs and re-
sources. The science of economics can help an individual decide how to
plan a personal budget in order to satisfy both immediate needs and long-
term needs. Economics can help politicians and bureaucrats decide on the
best monetary policies to increase a country’s standard of living. 

There are great differences in needs and the availability of resources. In
your own neighborhood, some people need very little to be satisfied while
others are not satisfied even as they spend large sums of money on a variety
of products and services. Some people have large sums of money and other
resources, while others have almost none. The same differences in needs and
resources occur in your community and state as well as in various countries
and regions of the world. In some areas people have high levels of consump-
tion and a wealth of resources, while in other places people have difficulty
surviving and almost no useful resources. Because of the great differences in

Economics

Terms
• economics

• scarcity 

• choice

• resources 

Goals
• Identify and describe

basic economic principles.

• Discuss how economic
decisions are made.

2.1 Basic Economic Systems and Principles

• demand

• supply

• market price

• market economy
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needs and the availability of resources, economic decision making can be
difficult and complex.

ECONOMIC PRINCIPLES 
Several important principles define the science of economics.

Scarcity and Choice means that people have wants and
needs that are greater than can be satisfied with the available products and
services. Because of scarcity, individuals have to make choices. 
means deciding which wants and needs will be satisfied and which will go
unsatisfied.

Limited Resources are the means available to develop
solutions for unsatisfied wants and needs. An individual’s resources are
time, money, and skills. People can use their personal resources to create
solutions for their needs. They can use their time and skills to earn money
so they can purchase the products and services they want. 

Companies and
countries also have
resources. There are
three categories of those
resources. Natural re-
sources are the materials
in the world around us.
They include land, water,
minerals, forests, and
even animals. Some
natural resources such
as timber and water are
renewable if managed
wisely. They can be re-
placed or renewed for
a continuing supply.
Other resources are non-
renewable with a limited
supply. Examples of im-
portant non-renewable
resources are oil and coal. There is no exact replacement for non-renewable
resources when their supply is gone.

The second category of resources available to countries and businesses
is capital resources. Capital resources are the human-made goods used in the
production of other products and services. Examples of capital resources in-
clude factories, machines, tools, and vehicles and the many products used
by businesses in their operations. Money used by businesses to purchase
the things they need is also considered a capital resource. 

The final category of economic resources is human resources. Human
resources are people and their skills, including both physical and mental
abilities. In economics, human resources are sometimes referred to as
labor. Entrepreneurs, managers, and employees use their abilities to plan,
produce, and sell the products and services needed by consumers.

Resources

Choice

Scarcity

352.1 >>> Basic Economic Systems and Principles

Natural resources such as land and forests must be managed wisely.
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The world’s richest
250 people have a
greater income than
the total incomes of
50 percent of the
world’s population.
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36 Chapter 2 >>> Financial Environment of Business

c h e c k p o i n t

Describe three important principles of economics. 

✓

Supply and Demand is the amount of a product or service
that individuals want to buy to satisfy their wants and needs. is the
quantity of a product or service that has been produced by businesses with
the hope of making a profit from sales to customers. Several things can
affect the demand and the supply of products and services. If products or
services do not meet the needs of individuals or if there are better alter-
natives, the demand for those products or services will be low. If businesses
cannot obtain the resources needed to produce a product or service or if
those resources are very expensive, the supply will be low.

The supply and demand of goods and services are not usually in bal-
ance. People have unlimited wants and needs. The availability of resources
limits the supply of products and services. Individuals use their available
money to buy goods and services, and they want to get the greatest amount
of needs satisfaction for the money they spend. Businesses use their finan-
cial and nonfinancial resources to produce and sell goods and services.
They obtain money from their customers when products are sold. They
want to sell products that will provide the greatest return on the money
they invested to produce and sell the products. 

The price of a product or service provides the balance between supply
and demand. If the price of a product is low, more people will be able to
purchase it and will see it as a greater value. Demand for the product will
increase. The lower price results in a greater demand. If the price of a prod-
uct is high, businesses will make a higher profit and will be willing to
provide more products for sale. The higher price results in a higher supply.
The price at which an equal number of products will be produced and pur-
chased is known as the Prices of goods and services rise and
fall based on supply and demand. 

market price.

Supply
Demand

topicstechnology

Technology and Economics
Technology plays a very important role in economics. New technology
can affect the availability of products and services. Technology may allow
a greater number of products to be produced faster and at a lower cost.
It may also result in superior products that make older products obsolete.
Technology can also change the demand for products and services. Indi-
viduals with technology skills can work for higher salaries and wages,
giving them more money to spend. Technology such as the Internet can
make people aware of products and services that weren’t available in the
past and can make it easier and often cheaper to purchase them.

Think Critically
1. Identify specific technologies that have resulted in major changes in

the following industries: agriculture, transportation, entertainment. 
2. What are some negative economic effects that technologies have had

on individuals, businesses, and countries?

t e a m w o r k
The prices of some
products tend to rise
over time while others
decline. Make a list of
products where the
market price is rising
and another list of those
with declining prices.
Compare the lists and
discuss what might in-
fluence whether prices
rise or fall.
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372.1 >>> Basic Economic Systems and Principles

IMaking Economic Decisions
There are two levels of economic decisions. Businesses and individuals
make decisions about what to produce and what to consume. Businesses
must decide how to use the resources they have available to produce and
sell products and services. Their goal is to make the most profitable deci-
sions. Individual consumers must decide how to use the resources they have
available to purchase products and services. Their goal is to get the greatest
satisfaction from their decisions. The level of economic decisions related to
the choices of individuals and businesses is known as microeconomics.

The second level of economic decisions is known as macroeconomics.
Macroeconomics relates to economic decisions made at a national level.
Countries have limited resources and must be able to use those resources to
meet the goals of the country and provide a reasonable standard of living
and quality of life for their citizens. To do that, the people responsible for
economic planning for the country must make three important decisions.

1. What products and services will be produced?

2. How will the needed products and services be produced? 

3. For whom will the products and services be produced? 

TYPES OF ECONOMIC SYSTEMS
The way a country makes the three economic decisions determines the type
of economy it has. In a traditional economy, economic decisions are made in
much the same way they always have been. There is very little government
influence or control in a traditional economy. The basic needs of individu-
als and families are unchanged for generations. They do the same work
using many of the same tools and procedures that their ancestors did. Peo-
ple use their time, skills, and tools to meet their basic needs and sustain
their lives in the best way they know how.
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In a traditional economy, the same methods of production have been used 
for generations.
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38 Chapter 2 >>> Financial Environment of Business

In a command economy, the government
has the primary influence on economic deci-
sions. Government decision-makers determine
what goods and services are needed and how
and when they will be produced. They influ-
ence the work people do since the work will
be devoted to producing the needed products
and services. The government also determines
what is available for consumers to purchase as
well as the prices that will be charged.

A is based on the com-
bination of the decisions made by individual
consumers and businesses. All businesses can
decide what they will produce and how. They
also have the freedom to set the price they 
think is appropriate for their products and

services. Individual consumers can also decide how they will spend their
money. They are free to buy the products and services they want and deter-
mine how much they are willing to pay for each choice.

THE U.S. FREE ENTERPRISE ECONOMY
Most countries do not have a pure form of any of the three economic sys-
tems. Developing countries in Africa and Eastern Asia that had traditional
economies are now using more central government planning as well as exper-
imenting with a market economy. Strong central economies in countries such
as China are allowing some individual land ownership for farmers as well as
the development of small businesses while still maintaining many govern-
ment controls. European countries that have market economies also have
government ownership or control of many social and human service activities.

The United States has always had a commitment to a market economy,
maintaining principles of individual ownership of property and freedom
for consumers and businesses to control their own economic decisions.
However, laws developed and enforced by federal and state governments
regulate the economy and maintain balance and fairness in the market-
place. Government restricts some economic activities that are considered
harmful to citizens and regulates others to make sure consumers have
access to essential products and services such as water and electricity. The
government even owns and operates some business activities such as
schools, police and fire protection, and the postal service when it is deter-
mined that government ownership is for the public good. 

The mixed economy of the United States is often referred to as a free
enterprise economy. It is based on several important principles designed to
protect and promote the economic freedoms of individual consumers and
businesses. Those principles include:

1. Right of Private Ownership People have the right to own property.
They can buy and sell property including homes, cars, businesses, and
other material goods. The ownership and use of individual property is
protected by law as long as it doesn’t interfere with the rights of others.
Businesses own the resources needed to produce products and services
so they can control the basic economic decisions of what will be pro-
duced and how it will be produced.

market economy

The U.S. federal government web site for
consumers provides information on
making good economic decisions. Access
thomsonedu.com/school/busfinance and
click on the link for Chapter 2. What types of
information are available? Find information
on being a smart consumer. 

www.thomsonedu.com/school/busfinance

45092_02_ch02_p032-063.qxd  2/10/07  10:51 AM  Page 38



2. Freedom of Choice Each consumer and each businessperson has
freedom of choice. Consumers can decide what and when to buy and
how much money to spend. Businesses are free to enter into or end
any business activity. They can decide what to produce, the quantity to
produce, and the prices they want to charge.

3. Competition among Businesses Anyone can start and operate a
business if they have the resources and ability. If there is a strong con-
sumer demand for a product or service, it is likely that several businesses
will offer it. If a business is profitable, it can expect that other businesses
will compete for those profits. Competition increases the number of
product choices and helps to control the prices at which products and
services are sold. 

4. Consumer Influence on Economic Activity There are few restric-
tions on how consumers spend their money. Because of competition,
consumers usually have choices among several businesses for the
products and services they want. There will be differences in the variety,
quality, and price of products. Consumer decisions determine which
products and services are sold as well as which businesses are successful.

5. A Limited Government Role in the Economy Due to the individ-
ual freedoms in a free enterprise economy, the government plays a very
limited role. The primary purpose of government is to help ensure the
long-term health and stability of the economy. The government exerts
some economic influence through laws regulating business practices
and competition. A federal monetary policy influences business deci-
sions and consumer spending by raising and lowering taxes, regulating
the amount of money in circulation in the economy, and influencing
interest rates charged to businesses and consumers.

392.1 >>> Basic Economic Systems and Principles

Consumers can decide what to buy and how much to spend.
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c h e c k p o i n t

What is the difference between microeconomics and
macroeconomics?

✓
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40 Chapter 2 >>> Financial Environment of Business

2.1 Lesson Assessment

UNDERSTAND CONCEPTS
Determine the best answer for each of the following questions.

1. The science of economics is needed because
a. today people have everything they need
b. governments must make all economic decisions
c. people have unlimited wants and needs and limited resources
d. people can’t be trusted to make good decisions

2. The economic principle that people have more wants and needs
than can be satisfied with the available products and services is 
a. choice c. limited resources
b. scarcity d. supply and demand

3. The ? of a product or service provides the balance
between supply and demand. 
a. available money c. market price
b. resources d. unlimited wants

4. True or False? The level of economic decisions related to the choices
of individuals and businesses is known as microeconomics. 

5. In a ? economy, the government holds the primary influ-
ence on economic decisions. 
a. traditional c. command
b. market d. free enterprise

MAKE ACADEMIC CONNECTIONS 
6. Economics List three examples of each type of economic resources.

7. Visual Art The relationship of supply and demand is often pictured
as a graph by economists. Use an economics textbook or the Inter-
net to locate a graph illustrating a supply and demand relationship.
Show the graph to the other students in your class and orally de-
scribe the meaning of the information in the graph.

8. Research Identify three countries each of which provides an
example of one of the three types of economic systems. Use the
Internet or resources from your school library to gather economic
information about the countries. Prepare a table that compares the
three countries to illustrate the differences in their economies.

9. Critical Thinking Briefly describe what each of the principles of
free enterprise means to you as an individual. 

10. Communication Review recent newspapers and business maga-
zines. Identify and study three articles describing actions taken by
federal or state government related to the economy. Prepare a one-
paragraph summary of each article, describing the action of the
government and the reason the action was taken.
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IOrganizing a Business
A business is easy to form in a free enterprise economy. If a person wants to
start a business, it is a matter of deciding what will be bought and sold and
how to attract customers. Thousands of people operate small enterprises
from their own homes with little thought about how the business is orga-
nized and whether it is following proper business procedures. The form of
business ownership determines the financial, managerial, and legal responsi-
bilities of business owners. 

IMPORTANCE OF THE ORGANIZING DECISION
There are several factors that should encourage any business owner to be
thoughtful about how their business is organized and operated. All business
owners, even those with small businesses requiring little time and money
to operate, want their businesses to be successful. That means they want to
make a profit and have the business grow. Most new businesses fail due to
poor financial planning and lack of adequate financial resources. 

The way a business is organized plays a major role in its financial condi-
tion. It will determine how much money is available to start the business,
how additional funds can be obtained when needed, how income and ex-
penses are allocated and accounted for, and even the amount of taxes paid
by the business and business owner. The way a business is organized also
determines how investors are compensated for their risk. 

ROLE OF GOVERNMENT
Government plays a limited role in a free enterprise economy. The two pri-
mary ways governments are involved in the organization of businesses are
in legal requirements and taxation. 

Government has a responsibility to protect the health and safety of
citizens, prevent a major imbalance of competition among businesses and
between businesses and consumers, and encourage economic growth. Gov-
ernments pass laws and regulations related to those responsibilities. Many
business activities must be licensed and must conform to specific condi-
tions and procedures. The government may inspect business operations

412.2 >>> Legal Forms of Business

• Explain financial implica-
tions of the business
ownership decision.

Goals
• Recognize differences in

the legal forms of
business ownership and
organization.

2.2 Legal Forms of Business
Terms
• sole proprietorship

• partnership

• corporation

• limited liability company
(LLC)
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42 Chapter 2 >>> Financial Environment of Business

or require businesses to report information about their organization and its
operations. 

Taxes are a fact of life for almost everyone, and businesses are no excep-
tion. Governments collect various types of taxes to fund their operations
and services. Depending on the type of business organization and business
activities, businesses and business owners may be subject to

■ Taxes on business and personal income

■ Sales tax on products and services sold

■ Employment taxes for Social Security, Medicare, and Medicaid 

■ Property taxes on real estate and other assets

■ Special taxes imposed on particular types of businesses, products and
services, or operations

LEGAL FORMS OF BUSINESS OWNERSHIP
Determining the legal form of organization for a business should be done
carefully to obtain the best circumstances for financing the business, main-
taining profitability, and meeting government operating and taxation
requirements. The four most common forms for U.S. businesses are sole
proprietorship, partnership, corporation, and limited liability company. 

Sole Proprietorship A is a business owned and
managed by one person. All financial and operating decisions are made by
the owner of the business. The single owner is totally responsible for the
success or failure of the business. A sole proprietorship can be formed with
almost no legal requirements. 

Partnership A is a business owned and managed by two or
more people under the conditions of a legal written agreement. The agreement
identifies each partner’s financial obligations, managerial and operational
responsibilities, and how the partnership can be expanded or dissolved.

Corporation A is a distinct legal entity formed by complet-
ing required legal documents in a specific state. It is owned by one or more
shareholders who have invested in the business and is managed by a board
of directors. A corporation is treated legally as if it were an individual, mean-
ing it can enter into contracts and is subject to taxes and business laws. 

Limited Liability Company A newer legal form of business ownership
is the Limited liability companies com-
bine features of the partnership and corporation, offering some of the
advantages of each. They are formed with a written agreement that is sim-
pler than the documents required of a corporation and more like a partner-
ship agreement. LLCs offer more financial protection for investors than a
partnership and similar to that given to stockholders of a corporation. 

limited liability company (LLC).

corporation

partnership

sole proprietorship

c h e c k p o i n t

Why should business owners carefully consider the legal form of
ownership for their business? 

✓
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432.2 >>> Legal Forms of Business

IAnalyzing Forms of Business
Ownership

Why would a business owner want to operate a business as a corporation
rather than a sole proprietorship? What advantages are offered by forming
a limited liability company rather than a partnership? Many factors enter
into the decision, including the amount of individual responsibility and
control, the simplicity or complexity of forming and managing the busi-
ness, and differences in legal requirements and liability. One of the major
considerations is the financial implications of owning and operating each
type of business.

SOLE PROPRIETORSHIP
In a sole proprietorship, the owner has total responsibility for and control
over the business. The proprietor must provide financing to start the busi-
ness from his or her own savings or obtain additional financing from in-
vestors in the form of loans, credit, or other financial arrangements. The
owner is also responsible for all business debts. If the business fails, the
owner is personally liable for the full amount of losses. That amount may
be greater than the amount originally invested by the owner.

In return for those financial risks, the sole proprietor receives all profits
made by the business but must pay any required income and employment
taxes on those profits. Those taxes will be assessed at the individual income
tax rates of the federal, state, and local governments. Depending on the
level of personal income of the owner, those tax rates may be higher than
tax rates for other ownership forms.

Because there is only one owner, it may be difficult to obtain financing
for the sole proprietorship. Banks and other investment sources may be
concerned about the capabilities of the sole owner as a manager, especially
for a new business. They may consider it too much of a risk to loan money
since there is nothing
more than the assets of
the business and the per-
sonal resources of the
owner to pay back the
loan. The life of the
business is dependent
on one person. If the
owner dies or is unable
to continue business
operations, the business
must close or be sold,
creating immediate
financial pressure. The
capital resources of a
sole proprietorship may
be limited based on the
financial standing of the
owner.
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A sole proprietor takes on all the risks and all the benefits of ownership.
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44 Chapter 2 >>> Financial Environment of Business

PARTNERSHIP
Partnerships are similar to sole proprietorships from
a financing viewpoint. The individual partners are
responsible for providing and obtaining the financ-
ing. Each partner has responsibility and liability for
the debts of the business. If one partner is unable to
pay his or her share of those debts, another partner
can be required to pay from personal resources. 

The advantage of a partnership is that there are
more financial resources from two or more people
than from one owner. Because the combination of
partners adds expertise and skill as well as greater
coverage for any business liabilities, it may be eas-
ier to obtain financing from banks, suppliers, and
other investors. A disadvantage is that management
decision making is shared, sometimes complicating
business matters.

The life of a partnership is generally limited to
the life of any partner or the decision by one partner
to end the business relationship. In that way, part-
nerships are similar to sole proprietorships. The

business could come to a sudden end, making it more risky for those provid-
ing financing. Most partnership agreements include procedures for ending
the partnership, adding partners, or selling the ownership of one partner. In
that way, while the specific partnership may end, the business may continue
under a new partnership agreement.

Partnership income is passed through to each partner under the terms
of the partnership agreement. Taxes are assessed at the individual tax rates
of each owner. 

A special form of partnership is the limited partnership. A limited
partnership includes one or more general partners and other limited part-
ners. General partners have operating responsibilities and are liable for all
of the business’s debts. Limited partners are investors. They cannot partici-
pate in day-to-day operations and management decisions. In return, their
liability is limited to the amount of their investment. Limited partnerships
add financial strength, but may raise questions for other investors due to
the limited financial liability of many of the partners. 

CORPORATION
Most large businesses and an increasing number of small businesses organize
as corporations. Because of the legal status of corporations, they offer many
financial advantages to owners as well as to those who have financial rela-
tionships with the business.

The ownership of a corporation is controlled by the sale of stock. A pri-
vate corporation can limit the number of owners and who is allowed to pur-
chase stock. A public corporation issues stock that is sold on the open market,
so anyone with the money to pay for a share of stock can be an owner. Be-
cause stock can be bought and sold, the life of the corporation is unlimited.
It can continue as long as the company is financially successful.

The ownership and management of a corporation is separated. Overall
direction of the corporation is in the hands of a board of directors. Day-to-
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Business partners share the risks and rewards 
of ownership.

t e a m w o r k
Develop a simple part-
nership agreement for
a business. Prepare four
statements that de-
scribe your agreements
about financing, man-
agement and oper-
ations responsibilities,
and the sharing of
profits and losses. How
do the interests and
skills of each partner in-
fluence your decisions?
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day leadership and operations is handled by people with management
expertise hired by the directors. Due to the breadth of involvement and
specialized expertise, the success rate of corporations is much greater than
sole proprietorships or partnerships. They have a much lower financial risk
for investors and other companies offering financing to the business. 

Initial financing is easier to obtain for public corporations since it is ac-
complished through the sale of shares of stock. One investor does not need
a great deal of money to become an owner. Hundreds of individuals as well
as other businesses and organizations can purchase stock with different lev-
els of investment. A major benefit of investing in a corporation is that the
liability of a stockholder is limited to the amount invested. Even if the cor-
poration has losses well beyond the value of its assets, investors will have
no greater liability than the cost of their stock.

The major financial disadvantage of corporations is that profits can be
taxed twice. First, corporations must pay taxes on their profits. The corpo-
rate tax rate may be lower than many individual tax rates. Stockholders also
expect corporations to pay dividends. Dividends are a percentage of corpo-
rate earnings allocated to each share of stock. Stockholders must pay indi-
vidual income tax on the value of dividends received. Also, when stock is
sold, the owner may have to pay taxes on any increase in value of the stock
from the time it was purchased. 

Most corporations are legally known as Subchapter C corporations. That
name comes from Subchapter C of the Internal Revenue Service code, which
regulates how the income and expenses of most corporations are treated for
purposes of taxation. A special circumstance that avoids the double taxation
is a Subchapter S corporation. Subchapter S corporations are smaller corpora-
tions that have special tax rules from the Internal Revenue Service and many
states. Paperwork is simplified and profits are not taxed at the corporate rate.
Instead, earnings flow through to the stockholders. The stockholders then
pay individual taxes on their earnings. Stockholder liability is still limited to
the amount of the original investment. Because of the special rules and limi-
tations on size, access to large amounts of financing is reduced.

LIMITED LIABILITY COMPANY (LLC) 
The limited liability company is a unique form of business ownership that
combines advantages and disadvantages of partnerships and private corpora-
tions. Ownership is restricted to the partners. Similar to a corporation, the
partners have limited liability for the debts of the firm. Like a partnership, in-
come is taxed at the individual rate of each owner based on the profits dis-
tributed. The LLC is relatively new and has not been fully legally tested in
many states. Many investors are reluctant to provide financing until those
legal concerns are clarified. The financial health of the business is very depen-
dent on the resources of the owners and their management capabilities. 

452.2 >>> Legal Forms of Business

c h e c k p o i n t

Why does the corporate form of ownership offer more likelihood
of greater initial financing than either the sole proprietorship or
partnership?

✓

In a recent year, 25 mil-
lion U.S. businesses
filed tax returns. Of the
total, 72 percent were
sole proprietorships,
20 percent were corpo-
rations, 5 percent were
partnerships and 3 per-
cent were LLCs. The
combined annual rev-
enue of all businesses
was over $20 trillion. 
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in actionbusiness

Financial Activities of a Business Start-Up
Many people think about starting their own business but most do not.
The most common reason given is “I didn’t have enough money to get
the business started.” It is true that many businesses require thousands
of dollars just to open the doors and many thousands more to continue
operations long enough to make a profit. And it is also true that most
people who want to start a business do not have the personal savings,
cannot find investors, and are unable to get a start-up loan from a bank.

Some creative entrepreneurs have found innovative ways to obtain
the money they needed to start their businesses. Here are some examples.

Jon was able to start a lawn care business by bartering. He traded
services with other businesses when he didn’t have enough money on
hand to buy them. He provided an equal value of lawn care services in
exchange for printing of brochures and business cards, legal expenses,
and repair and maintenance of his equipment. He didn’t receive any
cash for that work but also didn’t have to directly pay for those expenses.

Ervin had restored an antique car that had increased in value over
the years. He sold the car for over $40,000, which he used to start a web
design business. Ervin knew he would miss the car but felt the sale was
worth it to be able to open his business.

Sheila and her husband owned a home on which they had paid over
40 percent of the mortgage. They obtained a home equity loan equal to
50 percent of their home’s current value. Sheila used the money to open
a day care center. She knew they were risking the loss of their home if
the business didn’t succeed, so she planned carefully for the business. 

Eunice used much the same strategy when she borrowed against a
paid-up life insurance policy. The insurance policy remained in effect and
the amount of the loan would be deducted from the payout to her bene-
ficiaries in the event of her death.

Nadji was particularly creative when locating funding to start a busi-
ness to build custom outdoor furniture. He had a very good credit rating
with high credit limits on his two credit cards. He used the credit cards
to purchase needed tools and materials. He already had three orders
from customers and asked them for a 10 percent deposit which he used
for his other immediate expenses. While the interest rate on the amount
financed with his credit cards was high, he was able to complete the or-
ders in three months. He earned enough money from those sales to pay
off his credit card balances and purchase materials and supplies for the
new orders he had received. 

Think Critically
1. Each of the creative financing methods is risky. How would you deter-

mine if the risk was worth taking to start a new business? 
2. Identify several other innovative ways that a prospective business

owner might obtain several thousand dollars to help finance a new
business.

45092_02_ch02_p032-063.qxd  2/10/07  10:52 AM  Page 46



472.2 >>> Legal Forms of Business

2.2 Lesson Assessment

UNDERSTAND CONCEPTS
Determine the best answer for each of the following questions.

1. The form of business ownership determines which type of responsi-
bility of the owner?
a. financial c. managerial 
b. legal d. all of the above

2. Most new businesses fail due to poor ? planning.
a. financial c. managerial
b. production d. none of the above 

3. A ? is a business owned and managed by two or more
people under the conditions of a legal written agreement.
a. sole proprietorship c. corporation
b. partnership d. none of the above 

4. True or False? Ownership in a limited liability company (LLC) is
controlled through the sale of stock.

5. The major financial disadvantage to the ownership of a corporation is
a. each owner is individually liable of all losses
b. corporate tax rates are usually higher than individual rates
c. corporate profits are subject to double taxation
d. stock prices can decrease in value as well as increase

MAKE ACADEMIC CONNECTIONS
6. Technology Prepare a computer presentation of at least three

slides describing reasons that business owners should carefully
consider the legal form of business ownership and organization. 

7. Debate Form two teams and prepare for a debate on the topic
“The U.S. federal government should take a more active role in
protecting consumers and increasing business competition.” Your
teacher will explain the debate rules and assign the position each
team will take. 

8. Communication Write a one-page persuasive paper discussing the
form of business ownership that you would use to start a business.

9. Math Use the Internet to determine the federal tax rates for indi-
vidual income and corporate income for the most recent year. Cal-
culate the amount of taxes that would be paid by a sole proprietor
and by a corporation (no stockholder dividend) for the following
taxable incomes.
a. $50,000 b. $295,000 c. $916,000

10. Math If each of the above incomes is divided between two part-
ners rather than a sole proprietor, how much tax would each part-
ner pay based on the individual tax rates? What is the difference
between the total taxes paid by both partners and the taxes paid
by the sole proprietor for each of the taxable incomes?
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IThe Need for Financial Markets
“Money makes the world go around” is more than the lyrics of a song.
Money really does make the financial world go around. Money allows
companies to obtain the resources they need to operate their businesses.
Companies use money to build factories and assembly lines; purchase
equipment, raw materials and supplies; and pay the salaries of the personnel
needed to produce goods that can be sold to customers.

Consumers need money for large and small items, one-time and every-
day purchases. Homes, automobiles, food, clothing, entertainment, and
vacations all require money. From inexpensive daily purchases to the very
costly items that require both savings and loans, money is the resource that
allows consumers to meet their wants and needs.

EXCHANGING 
FINANCIAL
RESOURCES
Some people need
money while others
have money. For peo-
ple who have a short-
or long-term financial
need, the options are
to earn the money or
to borrow from those
who have money in
order to meet those
needs. People who
have money can use
their financial assets to
earn even more. They
can invest or loan the
money to those with
financial needs in order
to get a financial return.

48 Chapter 2 >>> Financial Environment of Business

For most people, buying a home involves a 
long-term loan. 
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Terms
• financial market

• financial return

• financial risk

• term

Goals
• Discuss the purpose and

general structure of
financial markets.

• Describe the major types
of financial markets.

2.3 Types of Financial Markets

• commodity markets

• capital markets

• stock market

• money markets
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While it is possible for individuals who need money and those who
have money to make individual agreements on the terms of their exchange,
that procedure would be difficult and certainly time-consuming. Financial
markets and financial institutions have developed to make those exchanges
easier and more convenient. A is an organized process
for the exchange of capital and credit. Common financial markets are stock
markets, bond markets, commodity markets, and currency markets. Some
basic principles of financial exchange guide the activities of those markets
and institutions.

PRINCIPLES OF FINANCIAL EXCHANGE
People who need to borrow money from others must pay to do so. People
who loan or invest money with others do so to obtain a financial return. A

is a profit earned from an investment. Most investments
are made to gain the greatest financial return. However, investments come
with financial risks. A is the possibility that an expected
profit will not be achieved. Investments are evaluated to determine the
level of risk. Investments with higher financial risks offer the opportunity
for a greater financial return, while low-risk investments offer a lower
return. With greater risk, there is a higher probability that the expected
return will not be realized. The low-risk investments pay less but have a
greater likelihood of achieving the expected return.

The of an investment is the length of time the invested money is
controlled by others. Long-term investments may be made for many years
or even without an ending date identified. Short-term investments may
only have a term of a few days or a few months. 

Businesses use money to pay for the resources needed to run the busi-
ness. Money can be obtained by offering ownership in the business or by
obtaining long- and short-term financing from non-owners. Ownership
financing in sole proprietorships, partnerships, and limited liability compa-
nies comes directly from the resources of the owners. Those ownership
investments typically are made for the life of the business. Ownership financ-
ing in corporations comes from the sale of stock. Stock in public corporations
is bought and sold regularly. Some stock owners hold their stock in compa-
nies for many years, while others hold the stock for only a short time. 

Non-owners provide both short-term and long-term financing for busi-
nesses. A typical way for businesses to obtain financing without offering
ownership is to borrow money from financial institutions. Short-term and
long-term loans to purchase raw materials, inventory, supplies, and equip-
ment or to pay ongoing operating costs are often obtained from banks or
from the suppliers of the goods purchased. Expensive purchases of property
such as land or buildings are financed with mortgages. Companies and other
organizations such as state and local governments, schools, and universities
may issue bonds that promise to pay investors an identified interest rate for
a specified time period.

term

financial risk

financial return

financial market

492.3 >>> Types of Financial Markets

t e a m w o r k
With your team,
consider the following
questions: Under what
circumstances might
an investor choose to
assume a greater finan-
cial risk for a higher
possible return? When
is it better to choose a
lower risk but a lower
return? 

c h e c k p o i n t

How is financial risk related to financial return? 

✓
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ICommon Financial Markets
Financial markets assist in the exchange between buyers and sellers. When
a large group of people have interests in the same products and financial re-
sources, a market serves as a common location where those resources can
be bought and sold. Sellers want to obtain the highest possible price for the
resources they own. Buyers want to purchase those resources at the lowest
possible price. Financial markets help to identify the supply and demand
for a specific resource in order to determine its current market price. The fi-
nancial market also manages the exchange between buyers and sellers with
policies and procedures for placing orders, making payments, and transfer-
ring ownership. 

COMMODITY MARKETS
trade raw materials and other basic production

resources. Oil, electricity, grain, livestock, chemicals, metals, and gold are
examples of commodities. Major commodity markets include the Chicago
Board of Trade, the New York Mercantile Exchange, the London Metal Ex-
change, and the International Petroleum Exchange of London. There are
even very specialized commodities exchanges such as the New Orleans
Cotton Exchange and the Coffee, Sugar, and Cocoa Exchange in New York.

Two types of markets exist for the sale of commodities. Spot markets buy
and sell products for immediate (on-the-spot) delivery. Futures markets are
contracts negotiated for the sale of products at some future date. For example,
an airline may negotiate a futures contract for a large amount of aviation fuel
to be delivered in six months so they will have an adequate supply at a guar-
anteed price. A farmer may negotiate a futures contract to sell cattle at a spe-
cific price to be delivered in four months. By negotiating a certain future price
for each of the commodities, the airline knows what its fuel costs will be and
the farmer knows what price he will receive for the cattle when they are ready
for market. Negotiated prices reduce some of the risk in the purchase and sale
of commodities.

Commodity markets
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Sugar is traded at a specialized commodity exchange.
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STOCK MARKETS
A is the organized exchange of the ownership shares of public
corporations. The buying and selling of stock occurs in stock exchanges. Stock
exchanges used to be physical locations where representatives of buyers and
sellers actually met to negotiate for the purchase and sale of stocks. Today
with the development of computer technologies and the Internet, sales are
often completed electronically. The New York Stock Exchange still places buy
and sell orders on the trading floor of the exchange located on Wall Street in
New York City. Another major U.S. stock exchange, NASDAQ, is a virtual ex-
change. There is no physical trading floor at its New York office. All offers
and bids between sellers and buyers are matched electronically. 

OTHER FINANCIAL MARKETS
Companies use other methods to obtain financing. are
used to finance intermediate or long-term debt of one year or longer. Stock
markets are one type of capital market. Another is the bond market. A bond
is a financial instrument that obligates the issuer to pay the bondholder the
principal plus agreed-upon interest at the end of a designated period. Bonds
are often issued for terms of 5, 10, and 20 years or even longer. Bond markets
offer newly issued bonds of companies and government agencies for sale as
well as buying and selling existing bonds. 

specialize in buying and selling financial instruments
for short time periods of a year or less. The federal government offers short-
term securities known as treasury bills. Some cities offer municipal notes to
obtain cash for city operations. The government securities are repaid from
taxes or other revenues. 

A common form of money market financing familiar to many individu-
als are certificates of deposit (CDs) offered by banks and other financial insti-
tutions. Businesses raise money needed for short-term operating expenses
by selling commercial paper. The various types of short-term securities are
sold and traded through banks, government offices, and securities dealers. 

PRIMARY AND SECONDARY OFFERINGS
When an organization makes stock available for the first time or issues new
bonds, it is known as a primary offering. The primary offering is also referred
to as the initial public offering (IPO). Primary offerings are used to raise new
capital for an organization. That organization receives the proceeds from
the sale of the IPO. 

Buyers may choose to hold the stock and bonds or they may decide to
resell them. When an investor offers stocks and bonds for resale, they are
known as a secondary offering. The original organization is not involved in
the secondary sale, so it does not receive any money. The value of securities
increase and decrease based on supply, demand, economic conditions, and
other market factors. Investors buy and sell securities on the secondary
market with the hope of making a profit on their eventual sale.

Money markets

Capital markets

stock market

512.3 >>> Types of Financial Markets

c h e c k p o i n t

What is the difference between a primary and a secondary
offering? 

✓
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2.3 Lesson Assessment

UNDERSTAND CONCEPTS
Determine the best answer for each of the following questions.

1. The uncertainty that an expected profit will not be achieved is a
financial ? .
a. market c. risk
b. return d. investment

2. True or False? The term of an investment is the interest rate to be
paid.

3. A typical way for businesses to obtain financing without offering
ownership is to ? money from financial institutions.

4. A ? exists to facilitate the exchange of things of value
between buyers and sellers. 
a. stock c. bank
b. financial market d. none of the above

5. True or False? Stock exchanges need to have physical locations
where representatives of buyers and sellers actually meet to negoti-
ate for the purchase and sale of stocks. 

MAKE ACADEMIC CONNECTIONS
6. Research Review a daily newspaper and identify five different

opportunities for investing money identified in articles, advertise-
ments, or special features. Describe each of the types of invest-
ments, the organization or company offering the investment, and
the level of risk and return of the investment. 

7. Math Recently the U.S. government offered Series EE Savings
Bonds at an interest rate of 3.70 percent. Interest is compounded
semiannually, meaning the interest is added to the principal every
six months. If you purchase $2,500 of the bonds, calculate the
interest earned and the total value of your investment at the end of
each year for a five-year period. 

8. Critical Thinking Write a two-page report discussing and com-
paring the use of ownership and non-ownership financing to expand
a small business that is currently organized as a sole proprietorship. 

9. Visual Art Prepare a table that identifies 10 different commodities
that are publicly traded. Develop a separate column for the type of
commodity, the name of the commodity exchange, the city and
country where the exchange is located, and the current price of the
commodity. 

10. Communication Prepare a two-minute speech on the risks and
rewards of the stock market as a way for individuals to invest some
of their money.
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IGoing Global
It is difficult today for most businesses to operate without being affected by
the global business environment. Changing technology in communications
makes information exchange around the world almost instantaneous. Im-
provements in production processes and distribution methods make it pos-
sible to move raw materials, supplies, and finished goods quickly from
place to place. This allows lower-cost production and access to customers
in many countries. Trade agreements negotiated between countries and
regions of the world reduce trade restrictions and encourage free trade. 

Corporate ownership is often multinational. Business investments are
made with little regard for country boundaries. Whether by choice or not,
businesses are facing global competition and are adjusting their decisions
and operations to reflect the global marketplace. A or
multinational business, is a company that transcends national boundaries
and is not committed to a single home country.

IMPORTANCE OF
INTERNATIONAL
BUSINESS
Over the past 20 years, U.S.
business investments in
other countries have grown
from under $500 billion to
nearly $2.5 trillion. At the
same time, foreign com-
panies have made business
investments in the United
States. Those foreign invest-
ments have grown from
about $200 billion to over
$1.5 trillion over the 20-year
period. Multinational invest-
ments have been made in
almost all industries.

global business,

Terms
• global business

• foreign currency 

Goals
• Recognize the impor-

tance of global business.

• Identify several types of
international financial
activities.

2.4 Global Financial Activities

• exchange rate

• foreign exchange market

Many businesses today operate internationally. 
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Those investments are not limited to ownership of companies in other
countries. Businesses may form formal partnerships or less formal working
agreements. One company may share a technology or process with another,
offer management help, or provide a business activity that is needed by the
foreign company for effective competition in a new market. One of the
major forms of international investment is providing long-term and short-
term loans and other types of financing to foreign businesses.

Reasons for companies to make international business investments 
include

1. To expand their markets

2. To increase operating efficiency and reduce costs

3. To reduce political, legal, and regulatory hurdles they might otherwise
face in other countries

4. To diversify their operations

5. To gain a greater return on their investments

54 Chapter 2 >>> Financial Environment of Business

Guidelines for Ethical Decision Making 
You are offered a free trip to visit factories in several other countries if
your company uses the services of a particular bank. Do you do it? Each
day, people make many financial decisions. These choices of actions may
be viewed differently in different countries. In some societies, people ex-
pect you to do business with family members. In other places, payments
or gifts are expected before you are able to do business. Many financial
situations can create ethical concerns. Ethics are principles of right and
wrong used to guide personal and business decisions. When considering
the ethics of financial situations, three guidelines are commonly used.
1. Is the action legal? Laws vary among states and around the world.

Most financial organizations base company decisions on the laws in
their home countries. When a conflict occurs, managers will also con-
sider factors such as professional standards and the potential effects
of an action on society.

2. Does the action violate professional or company standards?
Professional and company standards frequently exceed the law. These
standards can help to ensure that financial decisions will be in the
best interest of both the company and society.

3. Who is affected by the action and how? An action may be legal
and within professional or company standards. But decision makers
should also consider possible effects on employees, consumers, com-
petitors, and the environment. 

Think Critically 
1. What are some examples of situations faced by financial managers and

individual investors that may require using these ethical guidelines?
2. Describe how business activities might be affected if no ethical

guidelines existed. 
3. Research an ethical situation that has been in the news. How did this

situation affect companies, workers, investors, and others?

ethicsa question of
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PROBLEMS FACED IN INTERNATIONAL BUSINESS
It is not easy to shift business activities from one country to another. Each
country has different political, economic, and legal environments. The cul-
ture of business in the new country may mean a different approach to busi-
ness relationships, different management practices, and even different
beliefs about ethical issues. Specifically, businesses have to consider

1. Language and cultural differences affecting company employees and
customers

2. Differences in the stability of the government that might result in
political risks

3. Different economic philosophies leading to more or less government
influence on the economy and on businesses

4. Different money systems and fluctuating monetary values between
currencies

552.4 >>> Global Financial Activities

c h e c k p o i n t

List several reasons businesses may want to make multinational
business investments.

✓

IInternational Finance
International business requires international finance. Money flows from
one business to another across country borders. Individual and organiza-
tional investors look to foreign markets for investment opportunities.
Special considerations affect international finance.

FOREIGN CURRENCIES AND RATES OF EXCHANGE
When products and services are bought and sold globally, payments move
from one country to another. Usually each country has its own currency.
The currency of another country is a

If a U.S. business wants
to purchase goods from a member of the
European Union it will need to convert
U.S. dollars to euros. In the same way, if a
Japanese automobile manufacturer ships
pickup trucks to Mexico, pesos will need to
be converted to yen. To make the conver-
sion from one currency to another, an
exchange rate must be established. An

is the value of one cur-
rency in terms of another. Exchange rates
in the U.S. are often expressed in terms
of how much of a foreign currency is re-
quired to purchase one dollar. For example
1.23 CAD/USD means that it takes 1.23
Canadian Dollars to purchase one U.S.
Dollar.

exchange rate

foreign currency.

International currency is exchanged at a foreign exchange market.
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Exchange rates are established in the foreign exchange market. The
is where one currency is exchanged for another.

The foreign exchange market is not one organization or one location. It is a
series of interconnected entities including large banks, governments, multi-
national businesses, and smaller retail businesses that exchange small amounts
of currencies for individuals.

There is not just one exchange rate at a given time between two countries’
currencies. The exchange rates cannot vary a great deal or it would make
exchanging currencies too difficult and risky. Today’s technology allows
participants involved in currency exchanges to compare rates worldwide
and make exchanges where they can get the best rates.

The foreign exchange market is the largest trading market in the world,
handling over $11/2 trillion each day. The largest volume of currency exchange
occurs in the United Kingdom, which accounts for nearly 1/3 of all ex-
changes. The other countries with large exchange volumes are the United
States and Japan.

The exchange rate for a country’s currency is based on the supply and
demand for that currency. If few U.S. dollars are available for exchange yet
a large amount are demanded, the exchange rate will increase. The dif-
ference in the value of a country’s imports and exports affects supply and
demand and therefore the exchange rates. If the U.S. is importing more
goods than it is exporting, it will need to convert more U.S. dollars to other
currencies. Converting to other currencies increases the demand for those
currencies and decreases the exchange rate for U.S. dollars.

INTERNATIONAL CAPITAL INVESTMENTS
One way for businesses and individual investors to participate in the global
economy is to invest in businesses from other countries. Those investments
can be in the form of direct investment through short-term and long-term
loans to foreign or multinational businesses. Investors will want to consider
the rate of return on the investment compared to other possible uses of
their money. They will want to study the possible risk of the investment.
Risks may be higher or lower than similar investments in U.S. firms. 

A second method of international investment is by participating in
foreign stock markets. While the U.S. stock markets offer trading in many
international businesses, many countries have their own stock exchanges
that offer stock trading for the corporations headquartered in their coun-
tries. Trading rules and procedures may be different from one exchange to
another, so investors need to have expert advice and assistance before par-
ticipating in a new stock market. 

The major U.S. exchanges have well-known market indexes that provide
information on the overall performance of the stock market. Those include
the Dow Jones Industrial Average, the NASDAQ Composite, and the
Standard and Poor’s (S&P) 500. The stock markets of other countries have
their own market indexes. 

Germany: XETRA DAX Great Britain: FT-SE 100
Japan: Nikkei 225 Hong Kong: Hang Seng

foreign exchange market

56 Chapter 2 >>> Financial Environment of Business

t e a m w o r k
Use the Internet to fol-
low stock indexes of
the stock markets of
three countries for sev-
eral days. Discuss your
observations and what
they might say about
the business and
economic environment
of the countries.

c h e c k p o i n t

What determines a country’s foreign exchange rate? 

✓
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2.4 Lesson Assessment

UNDERSTAND CONCEPTS
Determine the best answer for each of the following questions.

1. True or False? A global business is not committed to a single home
country. 

2. Over the past 20 years, U.S. business investments in other countries
have grown to nearly
a. $500 billion c. $2.5 trillion
b. $1 trillion d. $5 trillion

3. Which of the following is NOT a reason for companies to make
international business investments? 
a. to increase operating efficiency and reduce costs 
b. to reduce political, legal, and regulatory hurdles they might

otherwise face in other countries
c. to diversify their operations
d. all of the above are appropriate reasons

4. True or False? The value of a country’s imports and exports has no
effect on the exchange rate for its currency. 

MAKE ACADEMIC CONNECTIONS
5. Research Develop a table that compares the currency exchange

rates of four different countries.

6. Economics Use the Internet to identify four multinational compa-
nies that produce products you have purchased and used. List each
company name, the country in which it began, and its primary
product. 

7. Law Use the Internet, magazines, or newspapers to locate infor-
mation on a company that faces a legal, ethical, or political problem
resulting from business activities in another country. Prepare a writ-
ten summary of the issues and how the company is attempting to
resolve the problem it faces. 

8. Critical Thinking Some people are concerned that international
business competition hurts U.S. businesses and consumers. Gather
information that provides evidence of the benefits of international
business competition. Write a one-page persuasive essay based on
the information you collect.

9. Careers Identify a multinational company for which you would
like to work. Gather information on the company, the countries in
which it has operations, and an international job offered by the
company that interests you. Prepare a letter that could be sent to
the company expressing your interest in the company and the
reasons the international job appeals to you.
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Chapter 2 Assessment

Summary
2.1 BASIC ECONOMIC SYSTEMS AND PRINCIPLES

1. Financial decisions are influenced as much by the economy as by any
other factors. Effective financial planning and decision making requires
an understanding of the economy and economic principles.

2. Businesses and individuals make decisions about what to produce and
what to consume. Microeconomics is about economic decisions related
to the choices of individuals and businesses. Macroeconomics is about
economic decisions made at a national level.

2.2 LEGAL FORMS OF BUSINESS 

3. The way a business is organized plays a major role in its financial con-
dition. It will determine how much money is available to start the
business, how additional funds can be obtained when needed, how
income and expenses are allocated and accounted for, and even the
amount of taxes paid by the business and business owner. 

4. Many factors enter into the decision about the form of business own-
ership. These include the amount of individual responsibility and con-
trol, the simplicity or complexity of forming and managing the business,
and differences in legal requirements and liability. A major considera-
tion is the financial implications for owning and operating each type
of business. 

2.3 TYPES OF FINANCIAL MARKETS

5. Financial markets and financial institutions have developed to facilitate
exchanges between those who need money and those who have money.
A financial market is an organized process for the exchange of capital
and credit. Some basic principles of financial exchange guide the activ-
ities of those markets and institutions.

6. Sellers want to obtain the highest price possible for their resources
while buyers want to purchase those resources at the lowest price. Fi-
nancial markets help identify the available supply and demand for a
specific resource in order to determine the market price at a particular
time. The market manages the exchange between buyers and sellers.

2.4 GLOBAL FINANCIAL ACTIVITIES

7. Corporate ownership is often multinational and business investments
are made with little regard for country boundaries. A global or multi-
national business is a company that transcends national boundaries
and is not committed to a single home country.

8. International business requires international finance. Money must be
exchanged from one country’s currency to that of the other country.
Businesses and individual investors participate in the global business
economy by investing in businesses of other countries. 

58 Chapter 2 >>> Financial Environment of Business

45092_02_ch02_p032-063.qxd  2/10/07  10:52 AM  Page 58



Develop Your Business Language
Match the terms listed with the
definitions. Some terms will not be used.

1. Uncertainty that an expected profit
will not be achieved

2. Organized exchange of the ownership
shares of public corporations

3. Company that transcends national
boundaries and is not committed to a
single home country

4. Science of decision making about the
allocation of scarce resources

5. Organized process for the exchange of
capital and credit

6. Business owned and managed by two
or more people under the conditions
of a legal written agreement

7. Where one currency is exchanged for
another

8. Currency of another country

9. Length of time invested money is
controlled by others

10. Trade raw materials and other basic
production resources

Review Concepts
11. Which of the following is NOT one of the important decisions that

must be made about a country’s economy?
a. How much money is needed? 
b. What products and services will be produced?
c. How will the needed products and services be produced?
d. For whom will the products and services be produced?

12. Which type of business does not end when the current owner dies or
sells his or her ownership in the business? 
a. sole proprietorship c. corporation
b. partnership d. none of the above

13. What two things must be balanced when selecting an investment?
a. cost and benefit c. income and expenses
b. risk and return d. supply and demand

14. The largest trading market in the world is
a. the New York Stock Exchange c. the Chicago Board of Trade
b. NASDAQ d. the foreign exchange market
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a. capital markets
b. choice
c. commodity markets
d. corporation
e. demand
f. economics
g. exchange rate
h. financial market
i. financial return
j. financial risk
k. foreign currency
l. foreign exchange

market
m. global business
n. limited liability com-

pany (LLC)
o. market economy
p. market price
q. money markets
r. partnership
s. resources
t. scarcity
u. sole proprietorship
v. stock market
w. supply
x. term
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Chapter 2 Assessment

Think Critically
15. Identify five ways that the U.S. economy affects the lives of you, your

family, and your community. They can be both positive and negative. 

16. Many people start their day with a bowl of breakfast cereal. Consider
all of the resources needed to produce a box of cereal. Make a list of
the resources you think would be needed and classify them as natural
resources, capital resources, or human resources.

17. Why do most people start new businesses as a sole proprietorship
when a corporation offers greater protection for the assets invested? 

18. Why is there a need for secondary offerings for stock and bonds as
well as a primary offering? Even though the company issuing the
stocks and bonds does not benefit directly from secondary offering
sales, how can those sales have a positive effect on that company?

19. The exchange rates for foreign currencies are of great concern to busi-
nesses involved in foreign trade. In what ways do those exchange rates
affect individual consumers?

Business Financial Calculations
20. An electronics company can use its resources to produce either digital

cameras or cellular phones. It costs $87 to produce each camera and
$58 to produce each phone. In the current market it will be able to sell
8,500 cameras at $127 each or 12,750 phones at $92 each. What will
be the difference in the company’s profit for each of the choices? 

21. In a recent year the federal corporate tax rate was 15 percent on income
up to $50,000 and 25 percent for income from $50,000–$75,000. In the
same year, the individual income tax rate was 0 percent for income up
to $7,500, 15 percent for income from $7,500–$30,500 and 25 percent
for income from $30,500–$74,000. What would be the difference in in-
come tax paid by a person who organized a small business as a corpora-
tion versus a sole proprietorship with a business income of $69,800?

22. Allan has a grain farm in Iowa. His cost for raising corn is $2.28 per
bushel. He sold his corn crop at three different times on the commod-
ity market. In June after his corn was planted he sold half of his antici-
pated 300,000 bushel crop on the futures market for $2.32 per bushel.
In November he sold 90,000 bushel at $2.30 per bushel on the spot
market. The next April, he sold the remaining 60,000 bushel for $2.25.
What were Allan’s income, costs, and profit or loss from each sale?
What were his income, costs, and profit realized from the entire crop? 

23. A U.S. manufacturer placed an order with a German company for
some specialized production equipment. The final cost of the order
was $78,500 EUR. From the time negotiations began until the order
was completed and payment needed to be made, the currency
exchange rate between the U.S. dollar and the Euro has gone from
$1.252 USD/EUR to $1.273. How much more did the U.S. company
have to pay based on the rate change? What was the percentage of
price increase in U.S. dollars?
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Analyze Cases
Use the case from the beginning of the chapter, Caught Up in the
Economy, to answer the following questions.

24. How do the economic principles of scarcity, choice, and supply and
demand apply to the situation Cam faced when the established parcel
delivery companies reduced their prices?

25. Describe how each of the principles of the U.S. free enterprise economy
is illustrated in the case. How have those principles benefited Cam?
How are they related to the problems he currently faces?

26. Cam started his business as a sole proprietorship. How might he be
able to respond differently to the competitive situation he is facing if
the business was organized as a partnership or a corporation? 

27. What are the reasons Cam’s new business has been so successful when
other parcel delivery services are available? How might Cam use the
positive experiences of his customers and the local demand for his
delivery service to respond to the price cuts of the large competitors? 

Portfolio Activity
To provide tangible evidence of your learning about the financial environ-
ment of business, do the following:

COLLECT an example of a product, service, or business activity that illus-
trates global business competition. The example could be an advertisement,
newspaper or magazine article, product, or another type of example. 

CREATE a visual to show how several economic principles apply to the
example you have collected. Use photos, other pictures, or drawings to
illustrate the economic impact on businesses and consumers. 

CONNECT your visual to other items already in your class portfolio or
relate it to an important concept you have learned in another class. Make
the connection by preparing a one-minute presentation on the economic
role of global business competition. 

Stock Market Activity
The value of stock is affected by many factors. Economic, social, and polit-
ical conditions can influence the market price of stocks in different indus-
tries. As consumer spending patterns change, some companies benefit
while others suffer. Demographic trends such as population shifts can 
affect the profits and stock prices of various companies. 

Conduct library and Internet research on an industry of your choice.
(An industry is a group of companies involved in similar business activities.)

1. Identify the main companies in the industry. Describe the competitive
situation among these companies. 

2. Explain how economic conditions might affect the stock value of the
companies in this industry. 

3. Describe recent social trends or government actions that might have a
positive or negative influence on the stock value of the companies in
this industry. 
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Planning a Career in Economics

62 Chapter 2 >>> Financial Environment of Business

Economics may not seem like a
career area, but economists can be
found in all types of industries and
businesses. The need for people
with an understanding of the intri-
cate workings of the national and
world economies is vital to the
success of companies and the eco-
nomic health of our country. Peo-
ple with the capability to gather
and analyze economic data, predict
economic changes and the effects
of those changes on business deci-
sions, and communicate complex
mathematical information to busi-
ness and government leaders will
be in high demand in the future. 

Employment Outlook
■ Employment of economists is

expected to grow more slowly
than average for all occupations
over the next 10 years. Demand
is rising for economic analysis in
virtually every industry. More
than half of all economists are
employed by the federal and
state governments.

■ Academic positions for
economists will grow as those
currently employed near retire-
ment. Demand for high school
economics teachers is also ex-
pected to grow.

■ Employment growth should be
the fastest in private industry,
especially in management, sci-
entific, and technical consult-
ing services.

Job Titles
■ Economist

■ Financial analyst

■ Market analyst

■ Public policy consultant

■ Researcher or research assistant

■ Econometrician

Needed Skills
■ Well-developed quantitative

skills and preparation in mathe-
matics, statistics, survey design,
and computers.

■ Minimum of a bachelor’s degree
with increasing demand for an
MBA. Top economists hold a PhD.

■ Excellent communication skills
to present quantitative data and
make understandable recom-
mendations to decision-makers.

What’s It Like to Work 
in Economics?
The real estate market has been very
good. The economy is strong and
mortgage rates are at low levels.
Many young couples are buying
their first homes and current home-
owners are upgrading to bigger and
more expensive houses.

Yet Jackson is worried. As the
lead economist for a national home-
builder, he provides recommenda-
tions to company executives to help
them decide whether to continue
to purchase land for new housing
developments and to increase the
number of construction crews to
keep up with current demand.

The stock market is increasingly
volatile with a few predictions of a
major downward adjustment. The
Federal Reserve chairman has re-
cently hinted at increasing the fed-
eral funds rate, which could result
in higher mortgage rates. Jackson is
spending more and more time por-
ing over a variety of economic data.
His advice will affect company
plans and more importantly, com-
pany profits.

What about you? What
appeals to you about economics ca-
reers? What will you have to do to
achieve success in this career field?
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GLOBAL MARKETING TEAM EVENT
The Global Marketing Team Event is a team event that consists of 2–4
members. All members of the team must be dressed in business attire when
giving the presentation. Each member must contribute. The event requires
participants to demonstrate knowledge and understanding of management
and international business concepts. The team will develop a written inter-
national marketing plan that identifies the customer base and consumer be-
havior in different cultures. The plan must include title page, table of con-
tents, synopsis or mini-plan, and company goals. The marketing plan must
include descriptions of customers and their needs, pricing strategy, and the
competition. The marketing plan must demonstrate a strong understanding
of global financial activities, including global currencies, legal paperwork,
contracts, and insurance. The Global Marketing Team will have ten (10)
minutes to present their plan to the judges. Flash cards will be used to give
participants two (2) minute and one (1) minute warnings. Judges have an
additional five (5) minutes to ask questions.

Topic Your business (Heartland Foods) wants to market beef and other agri-
cultural products to Japan. Japan is a huge potential market for the products
that your company produces efficiently. Japanese have a high demand for the
top quality beef produced in the United States. Trade depends upon a strong
dollar, continued strong diplomatic relations between the U.S. and Japan, a
high-quality product, and no disturbing publicity like “Mad Cow Disease.”

Performance Indicators Evaluated
■ Demonstrate knowledge and understanding of management and inter-

national business concepts.
■ Communicate research in a clear and concise manner both orally and

in writing.
■ Demonstrate teamwork skills needed to function in a global marketing

environment.
■ Demonstrate an understanding of price and international exchange rates.
■ Demonstrate effective persuasive and informative communication and

presentation skills.
■ Recognize economic, social, legal, and technological trends that affect

global marketing.
■ Develop a written international marketing plan.

Go to the BPA web site for more detailed information.

Think Critically
1. Why is it important to understand the culture when developing a

marketing plan?
2. Why is insurance important when conducting international business?
3. Why is it important to understand the economic system of the coun-

try where you want to conduct business?
4. Who are two professional experts that a business should contact for

advice when considering expansion into international markets? 
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