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Introduction

Understanding what is happening with the economy can be hard—and confusing. To truly follow the economy, you need to both understand and use the terms that describe it. For example, you need to know when it is appropriate to utilize a loan, how a union affects wages and other factors at an organization (in case you find yourself a part of one), and how unemployment benefits help you stay afloat until you find a new job. Learning about economic terms and the economic way of thinking will help advance your financial goals, impact how you manage your money, and shed light on how other people, businesses, and governments make economic decisions. And sometimes what you need the most is to have terms explained plainly.

That’s where Economics in Plain English comes in. Here you’ll find more than 300 glossary terms that define and clarify any economics language you’ll come across. After all, whether you’re a seasoned pro or someone just looking to improve your economic literacy, sometimes an easy-to-understand explanation to guide or teach you is exactly what’s needed—which is why each glossary term is so simple to follow. First, each term is quickly summarized. Then, the “What it is” section provides a clear definition. Next, the “How it works” section further contextualizes and explains the concept. Finally, the “How it is used” example provides the term within an everyday sentence.

Throughout the book, you’ll find the glossary terms grouped into common economic categories that will help you understand each term in context. For example:


	Chapter 2: Costs and Production includes terms such as diminishing returns, economy of scale, and marginal revenue.

	Chapter 3: Degrees of Competition provides definitions for game theory, monopoly, and oligopoly.

	Chapter 5: Resource Markets has lingo like collective bargaining, efficiency wage, and monopsony.

	Chapter 8: Policy Economics focuses on topics like austerity, debt monetization, and monetary policy.

	Chapter 10: Growth and Inequality gives you context for terms such as capital deepening, labor productivity, and tax incidence.

	And there are plenty more!



Ultimately, whether you need a refresher on monopolies or want to know what terms to use when discussing the effects of the economy on your personal finances, Economics in Plain English will help you understand the complexities of the economy and more. Using this book, you can confidently take an active role in working, shopping, investing, paying taxes, and beyond. The clear information in this book will help you navigate the economy—and how it impacts your personal finances—easily and successfully.





CHAPTER 1 The Basics

Economics has a unique vocabulary, setting it apart from any other academic or professional field. Because people all over the world make choices in line with their wants, needs, and goals, many terms have developed throughout the years. Economists and philosophers alike have answered questions through years of study, including: What are the basics of economics? How does economics function on a micro and macro level?

The terms in this chapter describe economic basics by defining how people behave and adapt to the presence of universal scarcity. From studying incentives people face, we gain a better understanding of the systems they create to allocate goods, services, and the factors of production to maximize their utility.
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allocation


determination of who gets items or services of value



What it is: the share of resources that a person or institution gets in an economy

How it works: People and institutions often have to compete to get much needed, sometimes scarce resources, goods, and services. Depending on a society’s economic type, allocation is determined by tradition, government, markets, or a combination of these.

In traditional economies, allocation is determined by gender roles, age, or family. In command economies, allocation is determined by governmental central planners. In market economies, allocation is determined by competition between producers and consumers, each pursuing their own self-interest. Allocation in most modern economies is determined by a combination of central planning and markets.

How it is used: During World War II, the US government controlled the economy, using community ration boards to determine the allocation of goods and services.

arbitrage


buying low and selling high



What it is: buying something at a low price in one setting and charging more in another to make a profit

How it works: Arbitrage is when individuals and businesses can profit when they acquire something for a cheap price in one location and then resell elsewhere for more money. The opportunity of profiting incentivizes individuals and businesses to sell goods and services in a variety of locations to satisfy people’s wants or needs. For example, coffee grown in tropical places is both relatively cheap and plentiful. Coffee businesses make a profit by growing or buying the coffee in the tropics and then selling it at a higher price to consumers abroad. Competition among sellers, transportation costs, regulations, taxes, or risk may limit businesses’ profit, hindering arbitrage.

How it is used: Arbitrage opportunities encourage businesses to seek new markets.

barter


trading without using money



What it is: trading a good or service in exchange for something else

How it works: Without using money, people can trade a good or service they provide so they can get something they need or want. For example, a local dentist in need of accounting services may offer to trade dental care for an accountant’s time. Barter depends upon people wanting something from one another. If the accountant, for example, does not require dental services, then the dentist would have to search for an accountant who needs their teeth cleaned.

How it is used: Before the invention of money, people used to barter to get what they wanted.

black market


illegal buying and selling



What it is: a market in goods or services hidden from the government

How it works: Governments may regulate, tax, or prohibit the buying and selling of different goods or services. If there is sufficient demand, then a black market may develop where the good or service is bought and sold without the government’s approval or intervention. Black markets develop when goods and services are illegal, there are price controls on them, or people are trying to avoid paying taxes for them. The presence of black markets often undermine governments’ attempts to regulate, tax, or prohibit certain goods and services.

How it is used: During the early 1970s, a black market for certain foods developed to avoid the government’s price controls.

capital


things made to make other things



What it is: equipment and the places needed to produce other goods or services

How it works: Capital (or physical capital) is one of the four factors of production in the economy. People need tools, machines, equipment, factories, and buildings to produce all the goods and services in the economy. Over time, the creation of capital allows for a growing economy. As the amount of capital in an economy grows, the productive capacity of workers in that economy expands and allows for further future production. Capital results from people investing their savings rather than spending the money elsewhere. Without capital, a society cannot produce goods.

How it is used: Linda invested in capital—including a printing press—when she started her independent newspaper.

capitalism


private ownership of capital



What it is: a system in which capital is private property rather than being owned by the government

How it works: People can buy capital from other businesses and either individually, jointly, or by hiring workers can operate that capital to produce goods and services. The owner(s) of the capital, called capitalist(s), is (are) entitled to a share of the profits from the sale of their goods and services. The profits tend to be greater than the wage that capitalist would have earned if otherwise employed. Capitalistic economies often offer a greater variety of goods and services and have higher standards of living than other economies.

How it is used: After the collapse of communism in Eastern Europe, many government-owned businesses were sold to private citizens as the countries started to practice capitalism.

ceteris paribus


other things staying constant



What it is: an assumption in economics used when trying to understand the relationship between two variables

How it works: In an economy, many variables are constantly changing. To better understand how two variables might relate to each other, economists use the ceteris paribus assumption, or that all other outside variables stay the same when measuring the two specific variables, to simplify and explain the effect of one variable on another. By holding all other factors constant, economists can better explain the cause-and-effect relationship between any two specific variables. However, unlike a science experiment with built-in controls, economists must analyze data from the real world to understand economic relationships. Forgoing experimental control variables, economists study historical data and make repeated observations through different periods. Then, economists can more easily determine the causal relationships between economic variables.

How it is used: An increase in the real interest rate results in less private investment ceteris paribus.

command economy


complete government control over the entire economy



What it is: an economic system in which all production and allocation of resources, goods, and services is determined by the government

How it works: In a command economy, the government directs all aspects of production, distribution, and allocation of items and services. All decision-making regarding economic capital, labor, and natural resources is left to central planners; these planners determine what gets produced, how it’s produced, and who gets the product. These economies can direct resources wherever the government desires, which may not align with the wants and needs of individuals in the economy. So, most people in command economies can’t choose how their lives are spent, what they do for work, or where they live.

How it is used: People in North Korea have little economic freedom because they live in a command economy.

complementary good/service


a good or service consumed alongside another good or service



What it is: goods or services that are often consumed or utilized together

How it works: When the price of food at restaurants increases, there will be less demand for drinks at those restaurants because fewer consumers will buy meals out. When the price of food decreases, the demand for drinks increases because the consumer’s dollar is stronger. Economists determine if goods are complementary by calculating their cross-price elasticity of demand. This is calculated by taking the rate of change in the quantity of a demanded good divided by the rate of change in the price of another good. If the result is negative, then the goods are complementary.

How it is used: An economist determined that lift tickets and ski rentals were complementary goods, advising the ski rental and lift ticket businesses to work together.

consumer surplus


the extra benefit of buying a good or service at a lower-than-expected price



What it is: the total monetary benefit of paying less than what a person would have willingly paid for a good or service; the difference between the highest price the consumers would willingly pay and the market price

How it works: Consumer surplus is calculated by adding up all the individual benefits for each buyer in a market who would have willingly paid more for the good or service than the market price. Consumer surplus is at its greatest in markets with perfect competition. If producers can charge each customer a different price, then consumer surplus is eliminated, so government does not allow this.

How it is used: I would have paid $25 for the ticket, but it was only $10 online; this meant I had $15 of consumer surplus.

demand


ability and willingness to buy



What it is: when there are consumers in a market who are willing and able to purchase a good or service

How it works: The price of a good or service affects how much it is demanded. When things are more expensive, people are less likely to buy them because it both takes too much of their income and there are likely cheaper alternatives. When things are cheaper, people can afford to buy more of the good or service and won’t look for substitutes. Together these show that as the price of something changes, the amount demanded changes in the opposite direction. Changes in the number of consumers, consumers’ incomes, prices of related goods, tastes and preferences, and expectations for the future all impact demand, altering the original price.

How it is used: Demand for electric vehicles has increased in recent years as gasoline prices have risen.

diminishing marginal utility


satisfaction shrinks with each additional unit of consumption



What it is: as people consume more of a good or service, each additional unit used provides less benefit than the previous one

How it works: Diminishing marginal utility is the concept that continuing to buy more of the same thing provides less and less benefit. For example, the purchase of a sandwich provides the consumer with the food they require for the afternoon, but the purchase of a second, third, or fourth sandwich provides increasingly less benefit than the first one because the consumer may already be full. Because of diminishing marginal utility, consumers will only buy additional units of a good or service if the price is lower than what they paid for the first unit consumed.

How it is used: The average price per slice of pizza is cheaper if you buy a whole pizza rather than buying it by the slice because of diminishing marginal utility.

economics


the subject of how people deal with scarcity



What it is: a social science that studies the choices people make to deal with not having enough of what they need or want

How it works: Economics is a diverse discipline that looks at everything people do to manage sometimes difficult-to-attain wants and needs in the face of scarce resources. Economics studies how people produce, distribute, and allocate goods, services, and resources; it is both influenced by and influences other social sciences such as sociology, psychology, and political science. However, economics tends to be more math-intensive than other social sciences because it involves measuring and calculating different data. People who study economics are called economists.

How it is used: To better understand the effects of proposed taxes on people’s behavior, the president called his chief economic advisor.

economy


how people get what they want or need



What it is: a system that allocates scarce resources to produce and distribute goods and services to people

How it works: An economy is made up of households, businesses, governments, and countries all over the world. Each of these exchange with each other to meet their wants and needs. The decisions of what, how, and for whom to produce depend upon the economic type of the country. An economy is measured using GDP (gross domestic product), and its overall health is determined by the size of its labor force, amount of capital present, unemployment rate, inflation rate, and more.

How it is used: In 2023, the US economy produced about $27 trillion of goods and services, making it the leading economic force in the world.

elasticity of demand


sensitivity of demand to price changes in the market



What it is: a math ratio that shows how the rate of change in the amount demanded is affected by the rate of change in price

How it works: Elasticity of demand depends upon time, proportion of income, availability of substitutes, necessity, durability, and other factors. When a change in price results in a larger change in the amount demanded, then demand is elastic. When a change in price results in little change in the amount demanded, then demand is inelastic. Elasticity of demand is important for businesses because it helps them decide if they should charge a higher or lower price to make money. When demand is elastic, they increase their earnings by charging a lower price, but when demand is inelastic, they increase money earned by charging a higher price.

How it is used: A gas station can increase the price it charges for gasoline right before a busy travel day because drivers’ elasticity of demand for fuel will be relatively inelastic.

elasticity of supply


sensitivity of supply to price changes in the market



What it is: a math ratio that shows how the rate of change in the amount supplied is affected by the rate of change in price

How it works: Elasticity of supply mainly depends upon the amount of time it takes to produce a good or service. When it takes a long time to produce something, then it has an inelastic supply. However, when something can be produced quickly, then it has an elastic supply. Elasticity of supply is important because when there is a sudden increase in demand for a good with inelastic supply, then consumers will have to pay a higher price than if the good had elastic supply.

How it is used: The elasticity of supply for fine violins is inelastic because it takes a long time to produce each one.

entrepreneurship


risk-taking in search of profits



What it is: a person’s (or people’s) ability to take risks by starting new businesses in search of profits

How it works: Entrepreneurship is one of the four factors of production in economics; it’s unique because only entrepreneurship makes use of the other three (land, labor, and capital) to form a new business. Individuals with this skill (called entrepreneurs) are willing to risk not earning wages working under someone else for the chance to make more money from their profits. Whether or not entrepreneurship is allowed or encouraged depends upon the type of economy a country has. In command economies, entrepreneurship is discouraged or prohibited, but in market economies, it is encouraged.

How it is used: Parents often encourage children to practice entrepreneurship by helping them open a lemonade stand on a hot day.

equilibrium


when the amount supplied and demanded is equal



What it is: a condition in a market where the price results in the same amount of a good or service being both supplied and demanded

How it works: Equilibrium clears the market where there is neither too much nor not enough of a good or service. Markets reach equilibrium after changes in supply or demand, generally when buyers and producers of goods are competing amongst themselves. When a market has a surplus (too much of a good or service), producers lower the accepted price, and consumers then buy more until the market is in equilibrium. When a market has a shortage, consumers compete by offering more money to get the good or service, and producers then sell more until the market again reaches equilibrium.

How it is used: The commercial real estate market is not in equilibrium because there is currently a surplus of office space in cities, meaning office rents should decrease.

inferior good


decreased income increases demand for the good



What it is: goods people are more likely to buy if they have lower income

How it works: Determining whether a good is inferior or not is based on a calculation. Goods are inferior if the income elasticity of demand for the good is negative. Income elasticity of demand is calculated by dividing the rate of change in the amount of a good demanded by the rate of change in consumers’ income. For example, as income increases, economists calculate that consumers are less likely to consume instant ramen noodles. These people are more likely to consume ramen from a restaurant. So, the income elasticity of demand for the instant noodles is negative. Inferior goods are the opposite of normal goods (the restaurant ramen in the example just mentioned), which have a positive income elasticity of demand.

How it is used: During the Great Depression, demand for inferior goods like hot dogs increased while demand for normal goods like steaks decreased because people were making less money.

interest


the cost of borrowing



What it is: the amount of money a borrower pays a lender or saver to use their money

How it works: When consumers or businesses want to borrow money, they must pay the lender more than just the amount borrowed. These borrowers must also pay the lender interest, because the lender is forgoing the use of the money. Interest payments on debt are a cost to borrowers but income to savers and lenders. The amount of interest people pay or earn is determined by the interest rate. As interest rates increase, people are more likely to save and less likely to borrow, but when interest rates decrease, people are less likely to save and more likely to borrow.

How it is used: As the US government’s debt increases, so do its interest payments; this leaves less money for other types of spending in the government’s budget.

labor


human resources



What it is: the combined skills, abilities, and effort of people willing and able to work

How it works: Labor, or human workers, is one of the four factors of production in an economy and, besides entrepreneurship, is the only factor made up of people. Labor performs work in the economy in exchange for wages from their employer. The amount of labor employed in an economy (given a fixed amount of capital) determines the economy’s real output.

Labor is often divided into several classifications based on the nature of the work performed. Labor is considered unskilled when the work is primarily physical and can be done with little or no training. Examples of unskilled labor include cashiers, waitstaff, and assembly-line factory workers. Labor is considered skilled when the work is primarily physical but requires significant training. Examples of skilled labor include electricians, plumbers, mechanics, HVAC technicians, and paid athletes. Labor is considered professional when the work is primarily mental and requires significant training. Examples of professional labor include accountants, attorneys, doctors, programmers, teachers, and managers.

How it is used: During an economic expansion, businesses compete by offering higher wages to attract labor to come work for them.

land


natural resources



What it is: all natural resources used by businesses to produce goods and services

How it works: Unlike the other three factors of production (labor, capital, and entrepreneurship), land is the most limited; no more of it can be produced. Natural resources that are nonrenewable, like fossil fuels, limit the ability of an economy to produce indefinitely and act as a constraint on an economy’s long-term growth. As natural resources become more and more scarce, their increased cost, or rent, forces businesses to operate more efficiently to profit. This in turn, allows some natural resources to remain for future production.

How it is used: To expand the future availability of land in the economy, entrepreneurs and scientists are now conducting research on how to extract minerals from asteroids, moons, and even other planets.

macroeconomics


study of how entire societies manage to deal with scarcity



What it is: this branch of economics focuses on how societies deal with scarcity while maintaining economic stability

How it works: The field of macroeconomics (one of two major branches of economics) gained importance during and after the economic impact of the Great Depression in the 1930s. As a result of that monetary tragedy, economists were forced to reconsider their understanding of how the economy worked. They began building a set of theories to explain how the Depression happened and what to do to avoid future depressions. Macroeconomics can be further divided into different areas of study such as economic measurement, macroeconomic modeling, money and banking, stabilization policy, and international economics.

How it is used: Members of the president’s Council of Economic Advisers often have advanced college degrees in macroeconomics because they make policies that affect the entire economy.

marginal benefit or marginal utility


benefit of utilizing an additional item



What it is: the positive effect of consuming an additional unit of a good or service

How it works: Economists use marginal analysis where they compare the additional benefit of buying something to its cost to understand if consumers should continue utilizing the goods or services. The benefit a person receives from an additional unit of a good or service is called its marginal benefit or marginal utility. If the marginal benefit exceeds the cost of consuming an additional unit of a good or service, then the consumer should continue partaking in the good or service. By continuing to consume up to the point where the marginal benefit equals the marginal cost of consumption, customers maximize their economic well-being.

How it is used: A hungry customer decided to buy an additional slice of pizza because the marginal benefit was greater than the cost of a slice.

marginal cost


cost of producing one more



What it is: the amount a producer must pay to increase production of a good or service by one unit

How it works: Economists use something called marginal analysis to understand if a company should continue making a good or service. The cost a company must pay to produce an additional unit of a good or service is called its marginal cost. If the marginal cost is less than the price the company can charge for the good or service, then the company should continue to produce. By continuing to create something up to the point where the price the company can charge equals the marginal cost, companies can maximize their economic well-being.

How it is used: A business able to charge customers $100 per pickleball paddle should continue to produce paddles up until their marginal cost is $100 to maximize their total profit.

market


where buyers and sellers come together to exchange



What it is: where producers and consumers exchange goods, services, and resources

How it works: A market is not necessarily a physical place, but a concept. In a market, individual sellers and buyers each pursue their own self-interest while trying to maximize their personal well-being, and they come together to satisfy their needs and wants. Instead of a government or central planner telling them what, how, or for whom to produce, producers and consumers voluntarily exchange in a market driven by their own self-interest and desire to be better off than they were before.

How it is used: Many Americans prefer to allow markets to allocate goods, services, and resources rather than having the government do it.

market clearing price


equilibrium price



What it is: the price that eliminates surpluses or shortages in the market

How it works: When supply is equal to demand in a market, the market has neither a surplus nor a shortage, and the price associated with this condition is called the market clearing price. It’s considered market clearing because there is neither too much nor not enough of the good in the market. When surpluses and shortages occur, competition among buyers and sellers ultimately steer the market to its market clearing price. The market clearing price is considered the most efficient outcome because utility is maximized for producers and consumers at that price.

How it is used: After a sudden decrease in the supply of crude oil caused a shortage, the market adjusted to a higher market clearing price.

market economy


economy free of government control



What it is: an economic system in which all production and allocation of resources, goods, and services is determined by voluntary exchange between individual producers and consumers through markets

How it works: Instead of relying on government or central planners to make key economic decisions, in a market economy, individuals looking to make beneficial monetary investments voluntarily exchange with others. These investments happen in markets where they allocate goods, services, and resources. Decision-making is completely decentralized, and government does not interfere with the economy.

How it is used: Although much of the decision-making regarding production and allocation is determined by markets in the US, the government still provides public goods and services, so this country does not actually have a pure market economy.

microeconomics


study of people’s and businesses’ choices when they either produce or consume



What it is: as one of the two major branches in economics, microeconomics focuses on how individuals and businesses interact in a market, given the scarcity of resources

How it works: The field of microeconomics looks at how utility-maximizing businesses and individuals interact in product and resource markets. Microeconomics is interested in how these people and businesses make financial decisions.

Microeconomics is further divided into areas of study such as basic market analysis, the theory of the firm, degrees of competition in markets, market failures, and resource markets. As a subject, microeconomics is founded on both direct observation through experimentation as well as interpreting real-world data.

How it is used: People who are interested in a business career should take a microeconomics class so they can better understand the environment in which businesses operate.

mixed economy


combination of market and command economic systems



What it is: an economic system that combines elements of market economy with elements of command economy to answer key economic decisions

How it works: Most economies in the world today use markets to allocate goods, services, and resources in combination with some government control of the economy. Mixed economies are not all the same; some practice socialism where the government controls key industries and allows markets to exist for most consumer goods and services. Other mixed economies offer a higher degree of freedom by allowing private individuals and firms to own all businesses, while the government acts as the regulator and provider of goods and services not supplied by private firms. For example, the US has a mixed economy in which government regulates markets and provides public goods and services such as police protection, public schooling, firefighting, and roads. The markets then provide the rest of what people need or want.

How it is used: Trying to find the right balance between government control and economic freedom for individuals and firms is the main challenge facing societies with a mixed economy.

normal good


income and demand for the good are directly related



What it is: a good people tend to buy more of as their income increases

How it works: A good is considered normal if its income elasticity of demand is positive. This is calculated by dividing the rate of change in the amount of the good demanded by the rate of change in consumers’ income. Most of the goods we consume are normal goods, not inferior goods. So as incomes rise, demand for these goods increases as well. For example, as consumers’ incomes rise, so does their demand for new cars. Normal goods can be further subdivided into normal necessities and normal luxuries. Normal necessities have positive income elasticities of demand less than one, and normal luxuries have income elasticities of demand greater than or equal to one. Normal necessities include things like toothpaste and toilet paper. Normal luxuries include dining out and electric cars.

How it is used: An economist calculated that theme park tickets are a normal good because the income elasticity of demand was positive.

opportunity cost


what is given up to get something else



What it is: the next best alternative use of money, time, or scarce resources

How it works: People face many choices of how to best use the money, time, or scarce resources they possess. Once they decide to use one of these for a particular purpose, they lose the ability to use it for something else. For example, a person may face the decision of going in early for work or sleeping later. Whichever decision is made, the opportunity cost is what was sacrificed. If the person decides to sleep late, then the opportunity cost of the decision was the income they could have earned by showing up early for work. If, however, they decide to show up early for work, the opportunity cost is the extra sleep they could have enjoyed.

How it is used: An economics student determined that, for them, the opportunity cost of going to college for 4 years is the money they could have earned by working full-time.

price


money paid per unit



What it is: the amount a consumer pays for a single unit of a good or service

How it works: In a market, price is determined by the competing forces of supply and demand. In a purely competitive market, no single person or business sets the price, but it is instead determined by the market itself. Other times, the price of a good or service might be determined by a dominant business or even by government regulation, and yet at other times the price might be determined by a dominant consumer. Prices can be expressed in units of money, but they can also be expressed as interest or exchange rates. In the absence of money, prices may even be expressed as some amount of another good offered in exchange. Prices perform an important function in markets because they ration who gets what based on their willingness and ability to pay.

How it is used: Yesterday the price of gasoline was $3.00 per gallon.

price ceiling


maximum legal price



What it is: a highest possible price for a good, service, or resource set by the government

How it works: Sometimes governments decide that the market price for a necessity is too high for the average consumer, so they set a price ceiling so these consumers can afford it. Price ceilings are considered effective if the price ceiling is less than the market price. If effective, price ceilings may result in shortages of the good because, at the ceiling, the amount demanded may be greater than the amount supplied. When these shortages occur, governments must find other ways to ration the good. Economists generally agree that price ceilings are problematic.

How it is used: A city council determined that apartment rent was too high for some low-income households, so they imposed an effective price ceiling on rent.

price floor


lowest possible legal price



What it is: a minimum price for a good, service, or resource set by the government

How it works: Sometimes governments decide that the market price for a good or resource is too low, so they set a price floor, making the item more expensive. Price floors are considered effective if the price floor is greater than the market price. If effective, price floors may result in surpluses because, at the floor, the amount demanded may be less than the amount supplied. When these surpluses occur, governments must find ways to pay for the extras. Economists generally agree that price floors are problematic. For example, setting a per bushel price floor on
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