Unit 2 Notes:
· Models and Assumptions:
· Economists use Models to try and explain the world around us
· In order to be useable and understandable, models need to be a simpler version of reality
· This is done by making simplifying assumptions 
· These assumptions may be completely unreasonable, but they simplify our analysis so that we can arrive at simple underlying truths

· The Circular-Flow Diagram:  a visual model of the economy, shows how dollars flow through markets among households and firms
· Two types of “actors”:  
· households
· firms 
· Two markets:
· the market for goods and services 
· the market for “factors of production”
· Two “Loops” of flows: Inner represents the flows of input and output, outer represent the flow of dollars.
· Factors of production are the resources the economy uses to produce goods & services,  including
· labour 
· land 
· capital (buildings & machines used in production)
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· The Economist is a Social SCIENTIST
· Cannot do controlled experiments in a lab setting (some exceptions)
· Look for ‘natural experiments’ that occurred in the real world
· Usually involves finding relationships in historical economic data
· Positive vs. Normative Statements
· Positive Statements describe the world as it is (Descriptive)
· Economist as scientist
· Positive Statements can be proven or disproven
· No value or belief system attached
· Ex: ‘Increasing the tax on cigarettes will lower cigarette demand and use’
· A positive statement does not need to be true, just provable/disprovable
· Normative Statements describe how the world ought to be (Prescriptive)
· Economist as Policy Advisor
· Value laden statement
· Depends on the economist’s own belief
· Ex: ‘We need to lower taxes to stimulate the economy’ ; ‘The government should increase social assistance payments’
· Why Economists offer conflicting policy advice?
· There are two basic reasons:
· Economists may disagree about the validity of alternative positive theories about how the world works.
· Economists may have different values and, therefore, different normative views about what a policy should try to accomplish.
· Policymaker sometime choose to ignore it due to other reasons like political, practical, etc…

· [bookmark: _GoBack]The Production Possibilities Frontier (PPF): a graph that shows the combinations of 
two goods the economy can possibly produce given the available resources and the available technology  
· When points are above or below the curve, it means either the production is impossible to achieve or the current allocation of resources is insufficient.
· Moving along a PPF involves shifting resources (e.g., labor) from the production of one good to the other.   
· Society faces a tradeoff:  Getting more of one good requires sacrificing some of the other.  
· The slope of the PPF tells you the opportunity cost of one good in terms of the other. 
· With additional resources or an improvement in technology, the economy can produce more of either products or a combination of both.
· The PPF could be a straight line, or bow-shaped.
· Depends on what happens to opportunity cost as economy shifts resources from one industry to the other.
· If opp. cost remains constant, 
PPF is a straight line.
· If opp. cost of a good rises as the economy produces more of the good, PPF is bow-shaped.  
· PPF is bow-shaped when different workers have different skills, different opportunity costs of producing one good in terms of the other.  
· The PPF would also be bow-shaped when there is some other resource, or mix of resources with varying opportunity costs.
· The PPF shows all combinations of two goods that an economy can possibly produce, 
given its resources and technology. 
· The PPF illustrates the concepts of tradeoff and opportunity cost, efficiency and inefficiency, unemployment, and economic growth.
· A bow-shaped PPF illustrates the concept of increasing opportunity cost.  

· Definition of Micro and Macroeconomics:
· Micro is the study of how households and firms make decisions and how they interact in specific markets.
· Marco is the study of economy-wide phenomena, including inflation, unemployment, and economic growth.
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