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Lesson 2 Free Markets

Why Do Markets Exist?
None of us can produce everything we need and want. Markets exist so that people can exchange the things they have for the things they want. A market is an arrangement that allows buyers and sellers to exchange goods and services.
Reading Check Why do markets exist?

Elements of a Free Market Economy
A free market economy is one of the main economic systems. It is a system in which buyers and sellers make decisions about freely exchanging goods and services in the marketplace. These decisions provide the answers to the basic economic questions.
The factor market and the product market are the two main parts of the free market. In the factor market, firms purchase land, labor, and capital from households. Land, labor, and capital are factors of production. Firms rent land, hire workers, and borrow money from investors. In the product market, households purchase goods and services produced by firms.
The free market helps an economy meet many economic goals. It encourages efficiency, economic freedom, and innovation and growth. However, two other economic goals can be more challenging in a pure market system. These are security and equity. Many societies have modified the free market system to better meet their goals.
Reading Check What are the two main parts of the free market?

How Markets Self-Regulate
Markets function because of self-interest and competition. Self-interest means buyers and sellers are focused on their own personal gain. Self-interest motivates consumers to buy goods and services they want at the lowest prices possible. Competition is the struggle between producers for consumers’ money. Competition keeps prices low and quality high as firms try to attract consumers. Together, self-interest and competition work to regulate the marketplace.
Reading Check Identify two ways markets self-regulate.
Advantages of a Free Market
Under ideal conditions, the free market allows a society to achieve a variety of economic goals. Since a free market is self-regulating, it can respond efficiently to rapidly changing conditions. This means that producers provide what consumers want. They do so at the price consumers are willing to pay. Another advantage is economic freedom. This means that free market economies allow workers to work where they want. Firms produce what they want. And individuals consume what they want. 
A third advantage of the free market is that competition encourages innovation. Therefore, the free market encourages growth. Lastly, a free market economy offers a wide variety of goods and service since producers have incentives to meet consumers’ desires. Consumers have the power to decide what gets produced. This is called consumer sovereignty.
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Reading Check Why does a free market economy result in the availability of a wide variety of goods and services?


[bookmark: _GoBack]✓ LESSON CHECK In a free market system, how are incentives related to the principle of consumer sovereignty?
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