
I. Economic Choices (pages 406–408)
A. Economics is the study of how we make decisions in a world where resources are limited. It is sometimes called the science of decision making.B. Needs are things we need for survival, such as food, clothing, and shelter. Wants arethings we would like to have.C. The fundamental economic problem is scarcity—we do not have enough resources to produce all the things we would like to have. Because of scarcity, we must makechoices among alternatives.D. Society must decide what to produce with its limited resources. For example, societymay have to choose whether to produce goods for defense or services for poor people.E. Society must decide how to produce. For example, should we accept more pollutionfrom factories in exchange for greater output of products?F. Society must decide for whom to produce. Who will receive the goods and services? Inthe United States, most goods and services are distributed through the price system.

Discussion QuestionWhat are the three basic economic questions that a society must answer? (The threebasic economic questions are what to produce, how to produce, and for whom to produce.) 
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Chapter 18, Section 1 The Fundamental Economic Problem (pages 406–409)

Did You Know? Scarcity may have played a key role in thefall of the Soviet Union. In the 1980s, the United States and theSoviet Union were locked in an arms race. Each was trying tobuild more and better weapons than the other. As both countriesspent more on weapons, they had less to spend on consumergoods. The Soviet command economy was less efficient than theU.S. economy. As a result, the number of goods available to con-sumers declined more drastically there. The resulting decline instandard of living became unacceptable to many Russians andcontributed to the eventual overthrow of the communist government.



II. Using Economic Models (pages 408–409)
A. The economy includes all the activity in a nation that together affects the production,distribution, and use of goods and services. B. To study a part of the economy, economists use economic models. These are simplified representations of the real world, based on economic theories. Business and government often base decisions on solutions that emerge from testing economicmodels.C. Models are based on assumptions. The quality of the model’s results can be no betterthan the assumptions on which it is based.D. Economists use models to better understand the past or present and to predict thefuture. If predictions based on a model turn out to be wrong, economists revise themodel.

Discussion QuestionWhy do economists use economic models? (Economists use models to study a specificpart of the economy, such as rising unemployment. They use models to better understand thepast or present and to predict the future. Businesses and governments make actual decisionsbased on the solutions that emerge from testing economic models.)

145
end

Copyright © by The McGraw-Hill Companies, Inc.

Chapter 18, Section 1 (continued)



I. Trade-Offs (pages 410–413)
A. Economic decision making requires that we take into account all the costs and all thebenefits of an action.B. Economic choices involve trade-offs, or exchanging one thing for the use of another.For example, when you buy a product, you exchange money for the right to ownthat product rather than something else you could buy for the same price.C. People, businesses, and societies make trade-offs every time they choose to use theirresources in one way and not in another. More money for education may mean lessmoney to spend on medical research or national defense.D. Opportunity cost is what you cannot buy or do when you choose to do or buy onething rather than another. It is the next best alternative that you had to give up forthe choice you made.E. Opportunity cost includes more than just money. It also includes the discomforts andinconveniences linked to the choice made. For example, the opportunity cost ofcleaning the house includes not only the price of cleaning products, but also the timeyou spent cleaning instead of doing something else, like listening to music.F. All businesses have fixed and variable costs. Fixed costs are expenses that are thesame no matter how many units of a good are produced. Variable costs are expensesthat change with the number of products produced. If a business produces more, vari-able costs like raw material and wages will increase.G. Fixed costs plus variable costs equal total costs. To find average total cost, divide totalcost by the quantity produced.
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Chapter 18, Section 2Making Economic Decisions (pages 410–414)
Did You Know? A credit card may seem like extra spendingmoney. But before you use your card, you should think about thetotal costs. When you buy on credit, you are giving up some abili-ty to buy in the future. Say you bought something today for $500on credit. The total cost of this purchase includes the $500 plusthe interest you must pay on the debt. It also includes the inter-est you would have earned on the money if you had put it into asavings account. Therefore, the future purchasing power you gaveup is greater than the $500 you spent today.



H. Marginal cost is the extra cost of producing one additional unit of output. If it costsan extra $50 to produce one more bicycle helmet, the marginal cost is $50.I. Businesses measure total revenue and marginal revenue to decide what amount of output will produce the greatest profits.J. Total revenue equals the number of units sold times the average price per unit.Marginal revenue is the change in total revenue that results from selling one moreunit of output.K. We usually do something because we expect to achieve some benefit. Marginalbenefit is the additional benefit associated with an action.
Discussion QuestionSuppose you chose to study for a test. If you did not have a test the next day, youwould have played basketball with friends. What is the opportunity cost of yourdecision? Explain. (Opportunity cost is the cost—in money, time, inconvenience, etc.—of thenext best alternative given up for the choice made. Because playing basketball was the optionyou would have chosen next, it is the opportunity cost of the decision to study.)

II. Cost-Benefit Analysis (pages 413–414)
A. Cost-benefit analysis is an economic model used to compare marginal costs andmarginal benefits of a decision. You should choose an action when the benefits aregreater than the costs. If costs outweigh benefits, you should reject the option.B. Suppose you are a farmer trying to decide how many acres to plant. The graph onpage 413 shows a cost-benefit analysis for this decision. You will plant the most pro-ductive land first. The extra benefits decline as you plant less productive land. Thegraph shows that after 15 acres, the extra costs outweigh the extra benefits of plant-ing more acres. The result of this analysis tells you to plant no more than 15 acres.C. You could do a similar analysis to determine what to produce. For example, you couldcompare the results of planting crops other than wheat. The crop that produces thegreatest marginal benefit is the one you should plant.D. You could use this method to decide for whom to produce. You could compare thecosts and benefits of selling your wheat nearby or 100 miles away. You would chooseto distribute your product wherever the marginal benefit was greatest.
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Chapter 18, Section 2 (continued)



Discussion QuestionSuppose you have done a cost-benefit analysis to decide how many lawns to mowto earn money during the summer. How can you tell from the graph how manylawns to mow? (You should mow only the number of lawns up to the point where marginalbenefits equal marginal costs. For any additional lawns you mow after that point, the extracosts outweigh the extra benefits.)
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Chapter 18, Section 2 (continued)


