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ECO 1104 – Chapter 2: Thinking like an Economist
Adam Smith
· The father of modern microeconomics
· Greatest contribution was seeing how markets function
· The ‘invisible hand’ notion
· All economic agents are motivated by greed rather than generosity
· Consumers want the lowest possible price
· Known for 2 major economic ideas
· Invisible hand notion
· Medieval view of the world
Producers want the highest possible price
· So how could the economic system work at all?
· Due to the forces of competition, everyone’s greed is channeled by the ‘invisible hand’ such that it serves the common good
· My greed is offset by your greed
· Greed can be contained and channelled to promote economic welfare rather than harming economic wealth
· Invisible hand reminds one that PROVIDED THERE IS COMPETITION, everyone’s greed is deflected
· If you value your own survival, you should value your neighbours
Scientific Method
· Economics is supposed to be a social SCIENCE
· Social in that it deals with human behaviour
· Science in that there should be some METHOD involved
· Draw up a conjecture that aims to explain some economic phenomenon
Attempt to find evidence to PROVE it!
· In the context of law, this means building a case
· In economics, it often means fathering relevant data carrying out EMPIRICAL validation
· All in all, you must leave yourself open to being proven wrong in order to be scientific
· This is called REFUTABILITY
· Conjecture -> never issuing proof to back up one’s assertions
· Even if one is right, one is not being scientific
· What is empirical analysis?
· An approach, and data driven
· Quantitative, backed by data
· Not only offering proof, but also need to be REFUTABLE
Example of scientific economic research
· Proposition: increases in the minimum wage lead to decreases in employment, all other actors held constant
· Warning: keep your mind open
· May or may not be true
· Have to be dispassionate and appeal to the evidence
· One possible technique: collect monthly data 
· Proposition -> “If and” statement
· Should be refutable
· Scientific theories should be empirically validated
· Should be dispassionate -> unbiased
Observe what happens when one province, like Ontario, raises its min wage, while the other provinces hold theirs fixed
· Carry out a before/after type analysis: look for a greater drop in teenage employment in Ontario than in the other provinces
· If so, there is evidence that the minimum wage ‘kills jobs’
· Be aware of the scientific procedure
· Means that we don’t know the answer before we start
· Search for empirical validation/invalidation
Example of unscientific ‘research’
· Proposition: increases in the minimum wage lead to decreases in employment, all other factors held constant
· Warning: keep your mind closed
· It is obviously true or false, so let’s be passionate and not waste time by appealing to the evidence
· Instead rely on ideology and superstition
· Ideologue -> rely on ideology and superstition
· Closed-minded and refuse to change their opinions
· Not by empirical validation, but by superstition
Another example of unscientific ‘research’
· Proposition: The business entities acquired by Bain Capital are ‘exporting’ jobs to countries with ‘cheap labour’ in order to pad profits and undermine living standards of America’s middle class 
· Anecdote -> picking one example where the information supports your cause
· Bain Capital made by Mitt Romney in 2012
Assumptions and models
· Both of these groups have a MODEL in their minds about how the labour market functions
· To be useful at all, the models have to omit a lot of detail, and thus are generalised
· Economic models consist of simple equations, one as a dependant variable and one as a dependent variable
· Deal with the relationship between two variables (or more)
Any economic model good or bad, is based on unproven ASSUMPTIONS from which subsequent logical deductions are made
· They are designed to SIMPLIFY the model so that conjectures can be made
· Assumptions are usually unrealistic
· Not designed to imitate reality, but rather to simplify a complicated economic phenomenon
· Unrealistic assumptions don’t matter as long as the conclusions make sense (tractable analysis)
The PPF
· The Production Possibilities Frontier (PPF) is our first economic model
· Also called a TRANSFORMATION CURVE
· Assume that the economy produces two goods, “guns and butter”
· A metaphor for social spending vs. military spending during the Vietnam war
· Unrealistic assumption -> the economy only produces two goods
It represents all feasible combinations of production of the two goods
· On figure 2.2, the interpretation of point B: given 700 units of cards, 2000 computers is all that can be produced
· The frontier does not include the axes
Production Possibility Frontier (Graph)
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· Frontier is the curve
· A locus of points -> all feasible combinations of the production of the two goods
· A is the extreme for military expenditure
4 major points regarding the PPF
· Points inside are feasible, while points beyond the PPF are unattainable
· This illustrates the problem of SCARCITY
· Points inside represent a situation of under-utilized resources
· Canadian economy is producing at perhaps 93% f its capacity
· Average throughout the economy
· Only a guestimate
· Points on the frontier are said to be productively efficient
PPF has a negative slope
· Also due to the problem of scarcity
· This reflects what we call a TRADE-OFF
· If we want more butter (guns), we have to give up some guns (butter)
· Negative slope because we can’t have it all
[bookmark: _GoBack]The tragic tale of Lydon Baines Johnson (LBJ)
· Over-expanded the US economy in the late 1960s
· Learning tip for the entire course:
· Learn the link between the GEOMETRIC level of analysis and the ECONOMIC level of analysis
· Over-expanded the economy and caused inflation to occur
The PPF has a CONCAVE shape
· Has nothing to do with scarcity
· Due to an assumption that the economy’s resources are not equally well suited for the production of both goods
· In other words, resources (land, labour, capital) are SPECIALIZED
· Specialised -> not equally well suited for the production of both goods
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The intuition: as more and more guns are transformed into butter, the productive resources become less and less suitable for production of butter
· Implies an increasing opportunity cost (measured in terms of the other good foregone) of producing more of either good
· Reallocating resources into more social spending
· Law of increasing opportunity cost -> increased opportunity cost at the more extreme ends of the graph
PPF and Opportunity Cost
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· Converting more production into computers sacrifices more cars as you shift production to its extremes
· Concave shape due to the law of increasing opportunity cost
· Reason for the law of increasing opportunity cost is because the conversion becomes less favourable (feasible)
The PPF can expand outward or contract inward
· The latter is terrible news, as it means tremendous economic hardship
· Layoffs, bankruptcies, declines in living standards
· Due to an earthquake, flood, SARS, political instability, or terrorism
· According to the Canadian left, NAFTA
· Outward -> higher living standards
· Possibilities per production is higher, possibility for consumption is higher
· Inward -> terrible economic news
· Lower capacity to produce, lower capacity to consume
· Less consumption, production, living standards
· Populist tell you that low trade results in lower PPF
The former is great news. It implies that previously unattainable production points become feasible
· Figure 2.3
· Can emerge through investment in capital goods as well as in human resources
· According to the Canadian right, the removal of inter-provincial barriers to trade and tax cuts
· How to bring an expansion to PPF: through investment
· In human capital (education, training)
· In physical capital (robots, computers, buildings, infrastructure, machinery)
· Conservatives -> focused on tax cuts
· When you cut taxes, it gives people an incentive to invest in physical and human capital -> raises PPF
Other points concerning the PPF
· Caution: If we are producing a combination that lies on the PPF, we can only conclude that society’s resources are being fully utilised
· All the points along the ppf are feasibly (most efficient)
· Conclude that scare land, labour, and capital are being utilized fully, but we don’t know which point will be selected
We do NOT know which combination will actually be chosen
· This depends on society’s preference
· We are dealing only with production possibilities, not choices
· “Books not bombs” is a value statement
· “Stephen Harper would replace Canadian-style health care with US-style tax cuts” is a value statement
· People don’t like all resources going into capital -> payoff in the future
· Consumption is for current so prefs lean toward consumption
· Value statement -> normative statement -> “I think we should be putting more money into healthcare rather than the military”
Recall that opp cost is always measured in terms of the other good given up
· (Straight line) 
· Even tradeoff means constant opportunity cost implying interchangeable resources
· PPF reflects scarcity
· Reflects opportunity cost
· The opp cost in this case is constant because slop is constant (doesn’t mean 1:1)
· “Even trade-off”
· (Convex shape)
· Increasing tradeoff means falling opportunity costs
· Assume this is never the case -> this is a mathematical possibility
· “Law of increasing opp cost” -> this is the opposite -> “Law of decreasing opp cost”
· Negative slope meaning it does reflect scarcity
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