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What to Know: 
There is an economic role 

for government in a market economy 
whenever the benefits of a government policy 

outweigh its costs. Governments often provide for 
national defense, address environmental concerns, 
define and protect property rights, and attempt 

to make markets more competitive. 

Words to Know: 
Role of government; taxes

The government pays to build roads, but government workers don’t 
actually build them. The government pays (using your tax dollars)  
private companies to build the roads. Why? Because the private  
companies know how to build the roads and can do it better than  
the government can. The government sometimes makes economic 
decisions based on what is good for everyone. Other times, the  
government makes decisions based on what is good for a special 
interest group. During an election, you need to look carefully at each candidate’s economic choices to make 
sure you vote for someone who wants to run the government the way you think it should be run.  

You might think that you don’t have to understand the government and its relationship to 
economics but if you do, you can make better choices when you vote and when you spend. 

First, you have to know how the economy is doing. That is measured, in part, by the 
GDP, or Gross Domestic Product. The GDP is the total value, measured in 

dollars, of all goods and services produced in the economy in one 
year. Another measure of how the economy is doing is 

based on unemployment, or the number of 
people who want to work but 

don’t have jobs. 

What to Know: 
A nation’s overall levels of 

income, employment, and prices are 
determined by the interaction of spending and 
production decisions made by all households, 

firms, government agencies, and others 
in the economy. 

Words to Know: 
GDP (Gross Domestic 

Product), unemployment

The Role     f 
G   vernment
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Learning Activity
Skill: identifying problems in an economic system

Check the prices of cars, groceries, and televisions in today’s newspaper.  
Write a list of the prices you find. Ask an adult to look over your list and tell 
you what some of these things cost when he or she was your age. What does 
this tell you about inflation? What do you think happens to people who are on 
a fixed income that doesn’t go up with inflation? 

What to Know:  
Inflation can reduce the rate 

of growth of national living standards 
because individuals and organizations use 

resources to protect themselves against the 
uncertainty of future prices. 

Words to Know: 
 

Inflation, unemployment, 
labor force

Inflation means prices go up. When things cost more, you can’t buy 
as much, so inflation is not good for the economy. Here’s an exam-
ple. Let’s say that a pair of pants cost $15 last year. If you had $30, 
you could have bought two pairs. But suppose inflation raises the 
price of a pair of pants to $25 this year. Now you can buy only 
one pair with your $30. If people can’t buy as many pairs of pants, 
factories need fewer workers to make pants, and stores need 

fewer salespeople to sell pants. When more  
people are out of work, they can’t spend 
money. So you can see how inflation, and 
its rising prices, hurts the economy. 

Sometimes, when people vote for president, 
they choose someone whom they believe will 

be good for the economy. What do you think  
the president or the government can do to  

control inflation? 

Inflation affects the economy in other ways, too. During 
times of inflation, people may worry that prices will go 

even higher. When that’s a fear, some people would rather 
save their money than spend it. When people don’t spend, the 

economy slows down. 

Inflati n &
Unempl  yment



1414

While the economy is always newsworthy, it’s been discussed and debated more prominently during the last year or 
so. Why all the fuss?

It’s complicated. But, basically, since our economy has moved into what’s known as a recession, more people are 
paying attention to personal and public financial health.

A recession is a downturn in the economy. Its official definition involves the Gross Domestic Product or GDP. 
The GDP is the total value, measured in dollars, of all goods and services produced in the economy for one year. 
When the GDP’s growth goes down for two quarters in a row (a quarter means a quarter of a year), that’s con-
sidered a recession. There is a government agency – the National Bureau of Economic Research – that officially 
declares a recession. It looks at the GDP but it also looks at unemployment – the number of people who are 
out of work. When the GDP goes down and many people are unemployed, we’re in a recession.

If the economy gets even worse, it can go into a depression. That’s when the GDP goes down by more than 
10%. The last time that happened was from May 1937 to June 1938. Economists tell us it isn’t likely to happen 
again. They also say that the recession should only last about a year.

How did we get here? Again, it’s complicated. But, here’s a look back at some of the events 
that brought our economy to its current condition:

• In the late 1990s, lots of people invested in companies doing business on the Internet. 
It was new, it was exciting, and it promised great things. Millions of dollars were lost 
when many of those Internet companies failed to make money. This was known as the 
“dot com bubble burst.” Since so many people lost money, the Federal Reserve – the 
government agency that controls the flow of money – lowered interest rates so that 
more people could borrow money and not have to pay so much for it. Interest is the 
money that one pays in order to borrow money. So, if you borrow $5 from a friend 
but pay him back $6, you’ve paid $1 in interest. 
• Low interest rates meant that lots of people bought homes. If it’s easy to “get credit” 
and borrow money, people get bank loans and use the money for things they want, 

like houses. When interest rates are low, peo-
ple can afford mortgages (money borrowed to 
buy houses, usually paid back over many years 
with interest) more easily than when interest 
rates are high. 
• Mortgage companies sold low-interest loans 
to some people who really couldn’t afford to pay them back. 
Those were known as “subprime” loans. In some cases, those 
mortgages were set up so that in the first few years the pay-
ments were based on low interest rates but after the first few 
years, the interest rates could rise and raise the payment.

T day's Ec  n  my 

Explained
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• In about 2006, interest rates went up as inflation (the rise in the prices of goods and services) increased. 
• People who couldn’t pay their mortgages lost their homes. The homes were put on sale. Plus, since more and more people 
couldn’t afford to keep their homes, many homes were put up for sale. That brought down the prices (because the supply 
was more than the demand), making everyone’s house less valuable. 
• Meanwhile, some of the mortgage companies had sold the loans to banks and other big lending companies. When the 
borrowers couldn’t pay their mortgages, the banks that bought the loans also suffered. When those companies fail, the  
people who own stock in them or work for them lose money. 

Spending Slows
People stopped spending money. They stopped buying things. So, companies that made stuff to sell stopped making  
as much. Then they didn’t need as many workers so people lost their jobs. Plus, companies who aren’t doing as much  
business also experience falling stock prices. Stock prices are based on a company’s success. When a company isn’t doing 
well, its stock price drops.  Anyone who owns stock loses money. Then those people spend less and so on. 

America Bounces Back
You can see that a recession is complex with lots of factors. It’s 
not something that happens overnight. This one goes back many 
years, before President Obama took office.

But, it’s his job, along with other government officials, to fix it. 
For example, even before Obama’s election in fall of 2008, the 
government invested billions of dollars in banks and lending 
institutions to help them cover some of the losses from bad 
loans. Then the government took over several banks and, in 
2009 it took over General Motors, a failing car company. They 
hope to run them better so they can make money again. If 
banks do better and can lend money again then people can 
begin borrowing (hopefully more wisely this time) and buying 
again. More buying, more things will be needed to buy and 
more people will get jobs making those things. 

Obama also plans to invest in “green” jobs, those that are 
environmentally friendly so that the country’s economic 
rebound is also an environmental boost. 

But, the government can’t make the economy bounce back without the help of 
the American people. During a recession, people need to be smarter consumers.  
They spend and borrow less. They cut back on things they don’t really need. Even 
young people like you are affected. Think about this: How has the economy touched 
your life? What can you do to make things easier for yourself and your family today?

And, what about tomorrow? By learning about how the economy works, you can 
make plans for your future so that your personal financial health is strong for life.

Recessi  n &Rec  very
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Gl  ssary
APR (Annual Percentage Rate): The cost of credit on a yearly basis.
Barter: A voluntary exchange of items. 
Budget: A plan that organizes spending and saving.
Competition: The number of buyers and sellers in the market.
Credit: A loan that enables you to buy something now and pay more later.
Demand: �The quantity of goods or services that buyers are willing to purchase at the 

stated price at a given time.
Economics: The study of choices people make to satisfy their unlimited wants.
Goods: Objects that people want or need, such as shirts, cars, or hamburgers. 
Gross Domestic Product (GDP): �Value of the total output of an economy for a year.
Income: Wages paid for work.
Interest: Money earned on savings or charged to borrowers by lenders.
Market: Any place where buyers and sellers exchange goods and services.
Opportunity cost: What is given up when an economic choice is made.
Profit: Business income minus expenses.
Risk: The chance of loss.
Scarcity: �The condition that results when there isn’t enough of something.

Services: �Things that people do for someone else in exchange for money or 
other services.

Supply: Quantity of a good or service.
Wages: The price of labor.


