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UNIT

Decision-Making
Behaviors in Economic
Activities

People are constantly making decisions in economic activities
in their daily lives. Part of economists’ work is to observe the
often implicit rules behind people’s decision-making behaviors.
Sometimes economic policies are formulated accordingly. This
unit introduces just some of these rules or economic principles.
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Lead-in

Before you start reading anything, ask yourself why you are reading it and what you want to
know by reading it. Asking questions like these can help us become active readers.

Task / Look at the title of Text A and think about how people make decisions. You may
choose from the following answers or write down your own answer.

A People make decisions when they have found the best choice.

B People make decisions when they have no other choice.

C People make decisions because they might be punished if they do not.
D People make decisions because they are fooled into doing so.

Your answer:

Now read Text A to see if the author agrees with you.

How People Make Decisions

N. G. Mankiw -

1 The text is taken from the book Principles of Economics by N. G. Mankiw in 2009.
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Rational people think at the margin

1 Economists normally assume that people are rational. Rational people’ systematically
and purposefully do the best they can to achieve their objectives, given the available
opportunities. As you study economics, you will encounter firms that decide how
many workers to hire and how much of their product to manufacture and sell to
maximize profits. You will also encounter individuals who decide how much time
to spend working and what goods and services to buy with the resulting income to
achieve the highest possible level of satisfaction.

2 Rational people know that decisions in life are rarely black and white but usually
involve shades of gray. At dinnertime, the decision you face is not between fasting or
eating like a pig but whether to take the extra spoonful of mashed potatoes. When
exams roll around, your decision is not between blowing them off or studying 24 hours
a day but whether to spend an extra hour reviewing your notes instead of watching TV.
Economists use the term marginal changes’ to describe small incremental adjustments
to an existing plan of action. Keep in mind that margin means “edge”, so marginal
changes are adjustments around the edges of what you are doing. Rational people often
make decisions by comparing marginal benefits' and marginal costs’.

3 For example, consider an airline deciding how much to charge passengers who fly
standby. Suppose that flying a 200-seat plane across the United States costs the airline
$100,000. In this case, the average cost of each seat is $100,000/200, which is $500.
One might be tempted to conclude that the airline should never sell a ticket for less
than $500. In fact, a rational airline can often find ways to raise its profits by thinking
at the margin. Imagine that a plane is about to take off with 10 empty seats, and a
standby passenger waiting at the gate will pay $300 for a seat. Should the airline sell the
ticket? Of course it should. If the plane has empty seats, the cost of adding one more
passenger is tiny. Although the average cost of flying a passenger is $500, the marginal
cost is merely the cost of the bag of peanuts and can of soda that the extra passenger
will consume. As long as the standby passenger pays more than the marginal cost,
selling the ticket is profitable.

4 Marginal decision-making® can help explain some otherwise puzzling economic
phenomena. Here is a classic question: Why is water so cheap, while diamonds are
so expensive? Humans need water to survive, while diamonds are unnecessary; but
for some reason, people are willing to pay much more for a diamond than for a cup
of water. The reason is that a persons willingness to pay for any good is based on the

2 rational people: Bt A

3 marginal change: 177351k

4 marginal benefit: the additional benefit from an increase in an activity J1ka%25-
5 marginal cost: the additional cost from an increase in an activity FREA

6 marginal decision-making: making decisions by comparing marginal benefits and marginal costs IFRRE
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marginal benefit that an extra unit of the good would yield. The marginal benefit,
in turn, depends on how many units a person already has. Water is essential, but the
marginal benefit of an extra cup is small because water is plentiful. By contrast, no
one needs diamonds to survive, but because diamonds are so rare, people consider the
marginal benefit of an extra diamond to be large.

A rational decision-maker takes an action if and only if the marginal benefit of the
action exceeds the marginal cost. This principle can explain why airlines are willing to
sell a ticket below average cost and why people are willing to pay more for diamonds
than for water. It can take some time to get used to the logic of marginal thinking, but
the study of economics will give you ample opportunity to practice.

People respond to incentives

6

An incentive’ is something that induces a person to act, such as the prospect of a
punishment or a reward. Because rational people make decisions by comparing costs
and benefits, they respond to incentives. You will see that incentives play a central role
in the study of economics. One economist went so far as to suggest that the entire field
could be simply summarized: “People respond to incentives. The rest is commentary”

Incentives are crucial to analyzing how markets work. For example, when the price
of an apple rises, people decide to eat fewer apples. At the same time, apple orchards
decide to hire more workers and harvest more apples. In other words, a higher price in
a market provides an incentive for buyers to consume less and an incentive for sellers
to produce more. As we will see, the influence of prices on the behavior of consumers
and producers is crucial for how a market economy allocates scarce resources.

Public policymakers should never forget about incentives: Many policies change the
costs or benefits that people face and, therefore, alter their behavior. A tax on gasoline,
for instance, encourages people to drive smaller, more fuel-efficient cars. That is one
reason people drive smaller cars in Europe, where gasoline taxes are high, than in the
United States, where gasoline taxes are low. A gasoline tax also encourages people to
carpool, take public transportation, and live closer to where they work. If the tax were
larger, more people would be driving hybrid cars, and if it were large enough, they
would switch to electric cars.

When policymakers fail to consider how their policies affect incentives, they often end
up with unintended consequences. For example, consider public policy regarding auto
safety. Today, all cars have seat belts, but this was not true 50 years ago. In the 1960s,
Ralph Nader’s® book Unsafe at Any Speed generated much public concern over auto

7  incentive: sth. that prt;vides a motive for a person to choose a particular course of action il

8 Ralph Nader: (1934- ) an American attorney, author, lecturer, political activist. He wrote the book Unsafe at Any
Speed in 1965. HI/RK - 448
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safety. Congress responded with laws requiring seat belts as standard equipment on

new cars.

How does a seat belt law affect auto safety? The direct effect is obvious: When a person
wears a seat belt, the probability of surviving an auto accident rises. But that’s not
the end of the story because the law also affects behavior by altering incentives. The
relevant behavior here is the speed and care with which drivers operate their cars.
Driving slowly and carefully is costly because it uses the driver’s time and energy.
When deciding how safely to drive, rational people compare, perhaps unconsciously,
the marginal benefit from safer driving to the marginal cost. As a result, they drive
more slowly and carefully when the benefit of increased safety is high. For example,
when road conditions are icy, people drive more attentively and at lower speeds than
they do when road conditions are clear.

Consider how a seat belt law alters a driver’s cost-benefit calculation. Seat belts make
accidents less costly because they reduce the likelihood of injury or death. In other
words, seat belts reduce the benefits of slow and careful driving. People respond to seat
belts as they would to an improvement in road conditions — by driving faster and less
carefully. The result of a seat belt law, therefore, is a larger number of accidents. The
decline in safe driving has a clear, adverse impact on pedestrians, who are more likely
to find themselves in an accident but (unlike the drivers) don’t have the benefit of
added protection.

At first, this discussion of incentives and seat belts might seem like idle speculation.
Yet in a classic 1975 study, economist Sam Peltzman’ argued that auto-safety laws
have had many of these effects. According to Peltzman’s evidence, these laws produce
both fewer deaths per accident and more accidents. He concluded that the net result'
is little change in the number of driver deaths and an increase in the number of
pedestrian deaths.

Peltzman’s analysis of auto safety is an offbeat example of the general principle that
people respond to incentives. When analyzing any policy, we must consider not only
the direct effects but also the less obvious indirect effects that work through incentives.
If the policy changes incentives, it will cause people to alter their behavior. (1,303
words)

9 Sam Peltzman: a professor of Economics at the University of Chicago. He is an expert on regulation and voting
behavior and the author of the book Political Participation and Government Regulation. 5518 - 2% $

10 net result: the final result or effect of sth. ¥#455#
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New words and expressions

y

maximize /'maksimaiz/ vt. increase
sth. such as profit or income as much as
possible i hE i RRREE; Sk

fast /fazst/ vi. eat no food or very little
food for a period of time, often for
religious reasons (% SRS ) 4%

spoonful /'spuinful/ n. the amount that
a spoon will hold —RZ&t, —iEA)

mash /me [/ vt. crush sth., especially a
food that has been cooked, until it is soft
and smooth {8 (X4, IRCHEEANEY)
YAk, ks

mashed potato n. potatoes that have
been boiled and then crushed until they
are smooth 15

roll around happen or arrive again #

WRE

blow off (AmE, infml) not do sth. sb.
has agreed or arranged to do ki (i%fit
) %

incremental /,ipkr3'mentl/ a. increasing
gradually ibi#y

adjustment /o'd3astmant/ n. a change
or correction made to sth. so that it fits,
looks, or works better %

standby /'steendbal/ a. ready to buy
tickets shortly before a plane takes
off, if there are still some seats left for
emergency use #HIi

tempt /tempt/ vt. give rise to a desire
by being attractive or inviting %5l, $T3h

profitable /'profstabal/ a. making a
profit ZAlw; AFRIATEE

ample /'@mpal/ a. more than enough
FILH, FEH

incentive /in'sent1v/ n. sth. which
encourages a person to do sth. #li#; i

commentary /'komantari/ n. a discussion
of sth. such as an event or theory i¥it

orchard /'a:t fod/ n. an area of land where
fruit trees are grown i

allocate /'zlokert/ vt. distribute according
to a plan or set apart for a special purpose
SyAe, B4y

fuel-efficient a. a fuel-efficient engine
or vehicle burns fuel in a more effective
way than usual, so that it uses less fuel
R, e

carpool /'kazpu:l/ vi. if a group of
people carpool, they travel together to

work, school etc. in one car and share
the cost #%

hybrid /'haibrid/ n. sth. that consists of
or comes from a mixture of two or more
other things ‘&%

hybrid car n. REHIHE

probability /,prpba'biljti/ n. a measure
of how likely sth. is to happen #¥%
attentively /a'tentivli/ ad. Ziit; Lo

calculation / kaelkj%'leifon/ n. a
judgment about what is likely to happen,
based on available information f#it;

;i

likelihood /'laiklihud/ n. the chance
that sth. might happen #Jfigtk

adverse /'&dv3:s/ a. not favorable #H#
#y; AR

pedestrian /p3'destrian/ n. sb. who
is walking, especially on a city street,
instead of driving or riding fTA

speculation /,spekj%'lerfan/ n. ideas or
discussion about why sth. has happened
or what might happen #ilil

offbeat /,of'bi:t/ a. unusual and not
what people normally expect A<3#);
AEHER

Critical reading and thinking

Task 1/ The tree diagram below illustrates the main points of the text. Fill in the blanks
according to the text.

Decision-making behaviors in economic activities

Thinking at the margin
) ) ) Responding to
comparing marginal and marginal
Example 1 Example 2 Example 1 Example 2 Example 3
standby tickets Vs. the price of an apple | | atax on

k,6
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Task 2 / Decide whether the following statements are true (T) or false (F).

1 When rational people make decisions in life, they are very certain of the choice.
2 At the time of examination, students have to decide how to use all their time
studying.
Marginal changes are small gradual changes of the present plan of action.
4 The example of the standby fly is told to show how cost can be ignored.

Diamonds are more expensive than water because people are more attracted
to them.

6 The quotation of one economist “People respond to incentives. The rest is
commentary.” is given to show the importance of incentives.

7 The example of the apple shows how food prices vary according to market needs.
The gasoline tax has an effect on people’s choice of cars.
9 When the seat belt is made compulsory, people drive more carefully.

10 Policymakers need to take into consideration the less obvious indirect effects
of a policy.

Task 3 / You are having to make a decision about whether or not to take a week's trip to England
during the summer vacation. Complete the following table about your decision-making
process. Here are some ideas:

e The financial costs including applying for a visa, the flight, accommodation
etc. are quite high for you as a student.

e The benefits you gain include pleasure, entertainment and experience in an
English-speaking country.

Costs

Benefits ‘

Your
decision

Your ‘
reasons '

Task 4 / The Chinese basketball star Yao Ming fully understood opportunity cost and incentives.
Despite the opportunity to enter college, he decided to go straight to the pros and
played in NBA. Write down the costs and benefits of his decision.

Costs

Benefits

7
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Language building-up

Task 1/ Specialized vocabulary

Specialized vocabulary consists of the words and phrases used regularly in a given subject
area. For example:

The ocean has a significant effect on the biosphere. Oceanic evaporation, as a phase of

the water cycle, is the source of most rainfall.

” " ” "

“Biosphere”, “oceanic evaporation”, “water cycle” and “rainfal
belonging to the field of ocean and life. To comprehend writings or talks on a specific
subject, you must have a good command of the special terms relating to that subject.

Ill

are all technical terms

I Match the words in Column A with those in Column B and then translate the phrases
you have got into Chinese.

Column A l Column B
1 marginal a resource
2 scarce b result
3 maximize ¢ change
4 net d satisfaction
| 5 level of e people
.‘ 6 rational f profit ]
1 2
3 4
5 6

Pl Translate the following sentences into English, using some of the phrases above.

1 FAER BRI E R

2 BFEPR—FRRERTTR, BRI AR, A IaElsiiR st 1.

3 EYEANAAEERRR ARG

4 TR SRR AR SRR 55 AN




Task 2 / Signpost language

In streets, you can see many signposts which show directions. In English writing, some
expressions function as signposts to prepare the reader for what is coming up.

il Match the signpost language from Text A with the purpose each of them serves.

Signpost language

Purposes

1 as we will see

a explanation

2 at the same time

b time sequence

3 by contrast

¢ giving examples

4 for example

d comparison and contrast

5 in other words

e coherence

6 in this case

P Complete the following sentences using the signpost language listed above.

1 He is not well-known for his respect for factual accuracy;, , he

was lying.

2 Offices can easily become more environmentally-friendly by, j

using recycled paper.

We don't like the situation. But

, we have to deal with this problem.

4 Their economy has expanded enormously, while ours, , has

declined.

5 , in this chapter there is no general formula for the solution

to this question.

6 The whole team don’t want to lose him.

, he needs to realize

that company regulations must be obeyed.

Task 3 / Formal English

example:

Academic writing follows certain rules of formality. The expressions we use when we are
writing to friends are different from those we use when writing a research paper. For the
latter, formal words and expressions are preferred and colloquial ones are avoided. For

. Sheggt the Nobel Prize in 2007. (colloquial, informal)
She was awarded the Nobel Prize in 2007. (formal)

* The results of the study were important. (colloquial, informal)
The results of the study were of great importance. (formal)
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