Chapter 2

  Thinking Like an Economist

This chapter introduces the roles and activities of an economist.  

It includes

 two simple models and explains why economists disagree with one another.
Introduction
Economists have their own language just as other professionals do. 

2-1  The Economist as Scientist
Economists behave like scientists.  They theorize, collect data, and then analyze the data to see if their theories are supported or not.

Definition of scientific method - the dispassionate development and test of theories about how the world works

Example:  Is printing too much money related to high prices?  Make observations to see if they are related or not.  

However, controlled experiments in economics are difficult.  Like evolutionary biologists and astronomers, economists just have to take the data they’re given.  Most of that data will be put into historical context.

Economists, like other scientists, make assumptions to make the world easier to understand and to study.   

Example:  Examine two countries and two goods rather than the whole world and all its goods.

Models are tools economists use, absent intricacies and complicating details, to try to understand and explain the world.

1. Circular Flow Diagram 
A visual model of the economy with two economic agents (in its simplest form)—households and firms—that shows how dollars flow through markets among those agents.  (See Figure 2-1)

Households own all the factors of production and sell them in resource markets to firms, who use those inputs to produce goods and services to sell in product markets.  

The inner loop is goods and services; the outer loop is money.  

Factors of production are transformed into goods and services, and the revenue firms receive pays income to households in the forms of wages, rent, interest, and profit.

Definition of factors of production - inputs like land, labor, and capital (buildings and machines) which firms use to produce goods and services

Definition of markets for goods and services - markets in which firms are the sellers and households are the buyers; also called “product markets”
Definition of markets for factors of production - markets in which firms are the buyers and households are the sellers; also called “resource markets”

2. Production Possibilities Frontier - a graph that shows the various combinations of output that the economy can possibly produce given the available factors of production and the available production technology.   

It can be used to demonstrate key concepts in economics: 

· efficiency

· tradeoffs

· opportunity cost

· economic growth

Definition of efficient - the economy is getting all it can from the scarce resources it has available

Definition of opportunity cost - the cost of what you give up to get something else  

Microeconomics vs. Macroeconomics - The study of how households and firms make decisions and how they interact in specific markets vs. The study of the total economy, or economy-wide phenomena.  

Example:  An increase in the price of digital audio tapes is a microeconomic issue while a 10% rise in unemployment in the U.S. is a macroeconomic issue.

2-2  The Economist as Policymaker
Economists not only theorize, collect data, and analyze the data to test their theories, they are often asked to recommend policies based on their findings in order to improve the economy.  Their role can be that of scientist and policymaker.

Economists as scientists use positive statements; economists as policymakers use normative statements.

Definition of positive statement - statements which are descriptive in nature, making a claim or observation about the way the world is.  They can be confirmed or refuted by evidence.

Definition of normative statement - statements which are prescriptive in nature, making claims or recommendations about the way the world ought to be.  

Judging the validity of normative statements requires more than evidence; normative statements are value-based statements.  They often cannot be separated from the opinion or values of the speaker.

Economists in Washington

The Council of Economic Advisors consists of three members and many staff economists and is responsible for advising the President on economic matters.  The Council is also responsible for writing the Economic Report of the President each year.

Other economists advise the President.  Economists at the:

· Treasury Department help design tax policy.

· Department of Labor analyze labor data and help formulate labor policies.

· Department of Justice help enforce antitrust laws.

Economists also indirectly influence policy by researching and publishing their findings. 

2-3  Why Economists Disagree
There are three reasons economists may disagree with one another:

1. They have differences in scientific judgment; observations derived from positive analysis may support competing theories.  Economics is a relatively young science—less than 300 years.

Example:  Early astronomers argued over whether the Earth or the sun was at the center of the solar system.  

2. They have different values; even when they agree about the positive analysis they may disagree about what policy to recommend.  

Example:  Inflation is up 2%.  One economist might say leave the economy alone while another might recommend action be taken to reduce inflation.

3. Some economists are “charlatans or cranks” trying to sell easy solutions to hard problems.  Like fad diets, the quick fixes and easy solutions don’t work in the long run and can even be harmful.

Example:  Tax cuts during the Reagan era were sold too optimistically according to most main-stream economists; George Bush even labeled it “voodoo” economics.

Table 2-1 shows ten propositions about which most economists agree. Economists and economic reasoning can be trusted to provide relevant and accepted viewpoints.
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