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CHAPTER 2: THINKING LIKE AN ECONOMIST

THE ECONOMIST AS SCIENTIST
· Economics is a science because economists use the scientific method in order to understand the world.

The Scientific Method: Observation, Theory, and More Observation
· Isaac Newton famous theory has been successful in explaining observation.
· Ex. If an economist experiences rapid increase in prices in a country, he might think that there is high inflation when the government prints too much money. To test this theory the economist would collect the data of different countries and if he realizes that the growth of money has no effect on price then the economists would doubt his theory of inflation but if money growth and inflation are correlated then the economist would be confident about his theory. 
· It is hard to collect data / experiment. Ex. economists can’t manipulate a nation’s monetary policy to generate data. They have to deal with whatever data the world gives them.
·  They use history to help in the experiment. Ex. If there’s a war in middle east the prices of oil increase 
· Scientific Method – involves observation, theory and more observation
· Economist face obstacles that make their task challenging

The Role of Assumptions
· Assumptions can simplify the world and make it easier to understand. Ex. A real world consist of many countries that provide goods/services however to make it easier to understand we would assume that only two countries provide us goods/services.
· The art In science thinking is deciding which assumptions to make

Economic Models
· Economists use models to learn about the world which are composed of diagrams and equations
· Models omit details to allow us to see what is truly important
· Models are built with assumptions
· Models are used to improve our understanding.

Our First Model: The Circular flow Diagram
· Many activities take place in our everyday life (selling, buying, working, hiring, manufacturing) 
· Circular-Flow Diagram: a model that shows how dollars flow through markets among households and firms
· In this model the economy is simplified to two type of decision makers:
· Household – consume all goods/services that the firms produce
· Firms – produce goods/services using inputs such as labour, natural resources, and capital (buildings, machine). These inputs are called factors of production.
· Two types of market in which households and firms interact:
· Markets for goods – households are buyers and firms are sellers
· Markets for the factors of production – households are sellers and firms are buyers
· 
Our Second Model: The Production Possibilities Frontier
· Production Possibility Frontier – a graph that shows output that the economy produces given the available factors of production and the available production technology.
· An efficient outcome would be if the economy is getting all it can from the scarce resources (points on the frontier)
· Inefficient outcome would be if the economy is producing more of one good while less of other good.
· It shows tradeoff that society faces
· If you want to produce more then you must give up something to get it (opportunity cost)
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Active Learning: Discussion Questions (Pg. 12)
A. On the graph, find the point that represents (100 computers, 3,000 tons of wheat), label itF. Would it be possible for the economy to produce this combination of the two goods? Why or why not?
B. Next, find the point that represents (300 computers, 3,500 tons of wheat), label it. Would it be possible for the economy to produce this combination of the two goods
Microeconomics and Macroeconomics
Microeconomics – the study of how households/firms make decisions and how they interact in the markets.
Macroeconomics – the study of economy including inflation, unemployment and economic growth.
The Economist as Policy Adviser 
· When economist try to explain the world, they are scientists
· When they are trying to improve the world, they are policy advisers
· 
Positive versus Normative Analysis 
· Positive Statements – describe the world as it is
· Normative Statements – describe how the world should be
Active Learning: Discussion Questions (Pg. 21)
Which of these statements are “positive” and which are “normative”? How can you tell the difference? 
A. Prices rise when the government increases the quantity of money.
B. The government should print less money.
C. A tax cut is needed to stimulate the economy.
D. An increase in the price of burritos will cause an increase in consumer demand for video rentals
Why Economists’ Advice is not Always Followed
· Economists know that the government doesn’t always heed their recommendation.
· Figuring out policy is a part of the government job
Why Economists Disagree
· Two basic terms:
· Disagreement about positive theories about how the world works.
· Different values = different normative views about what policy to accomplish
Differences in Scientific Judgments
· Economists disagree about the direction in which truth lies. Ex. Economists disagree about if the government should impose taxes based on household income or consumption
Perception versus Reality
· Differences in scientific judgment and values = inevitability of disagreement between economists
· Often share a common view


