Thinking Like an Economist

CHAPTER

Mathematicians talk about axioms, integrals, and vector spaces. Psychologists
talk about ego, id, and cognitive dissonance. Lawyers talk about venue, torts,
and promissory estoppel.

Economics is no different. Supply, demand, elasticity, comparative advantage,
consumer surplus, deadweight loss—these terms are part of the economist’s lan-
guage. In the coming chapters, you will encounter many new terms and some
familiar words that economists use in specialized ways. At first, this new language
may seem needlessly arcane. But as you will see, its value lies in its ability
to provide you with a new and useful way of thinking about the
world in which you live.

Every field of study has its own language and its own way of thinking.
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PART I INTRODUCTION

The purpose of this book is to help you learn the economist’s way of thinking.
Just as you cannot become a mathematician, psychologist, or lawyer overnight,
learning to think like an economist will take some time. Yet with a combination of
theory, case studies, and examples of economics in the news, this book will give
you ample opportunity to develop and practice this skill.

Before delving into the substance and details of economics, it is helpful to
have an overview of how economists approach the world. This chapter discusses
the field’s methodology. What is distinctive about how economists confront a
question? What does it mean to think like an economist?

2-1 The Economist as Scientist

“I'm a social scientist,
Michael. That means

I can’t explain electricity
or anything like that,
but if you ever want

to know about people,
I'm your man.”

Economists try to address their subject with a scientist’s objectivity. They approach
the study of the economy in much the same way a physicist approaches the study
of matter and a biologist approaches the study of life: They devise theories, collect
data, and then analyze these data in an attempt to verify or refute their theories.

To beginners, the claim that economics is a science can seem odd. After all,
economists do not work with test tubes or telescopes. The essence of science,
however, is the scientific method—the dispassionate development and testing of
theories about how the world works. This method of inquiry is as applicable to
studying a nation’s economy as it is to studying the earth’s gravity or a species’
evolution. As Albert Einstein once put it, “The whole of science is nothing more
than the refinement of everyday thinking.”

Although Einstein’s comment is as true for social sciences such as economics as
it is for natural sciences such as physics, most people are not accustomed to look-
ing at society through a scientific lens. Let’s discuss some of the ways economists
apply the logic of science to examine how an economy works.

2-1a The Scientific Method: Observation,
Theory, and More Observation

Isaac Newton, the famous 17th-century scientist and mathematician, allegedly
became intrigued one day when he saw an apple fall from a tree. This observation
motivated Newton to develop a theory of gravity that applies not only to an apple
falling to the earth but to any two objects in the universe. Subsequent testing of
Newton’s theory has shown that it works well in many circumstances (albeit not
in all circumstances, as Einstein would later show). Because Newton's theory has
been so successful at explaining observation, it is still taught in undergraduate
physics courses around the world.

This interplay between theory and observation also occurs in economics. An
economist might live in a country experiencing rapidly increasing prices and be
moved by this observation to develop a theory of inflation. The theory might
assert that high inflation arises when the government prints too much money.
To test this theory, the economist could collect and analyze data on prices and
money from many different countries. If growth in the quantity of money were
completely unrelated to the rate of price increase, the economist would start to
doubt the validity of this theory of inflation. If money growth and inflation were
strongly correlated in international data, as in fact they are, the economist would
become more confident in the theory.

Although economists use theory and observation like other scientists, they
face an obstacle that makes their task especially challenging: In economics,
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CHAPTER 2 THINKING LIKE AN ECONOMIST

conducting experiments is often impractical. Physicists studying gravity can
drop many objects in their laboratories to generate data to test their theories. By
contrast, economists studying inflation are not allowed to manipulate a nation’s
monetary policy simply to generate useful data. Economists, like astronomers
and evolutionary biologists, usually have to make do with whatever data the
world happens to give them.

To find a substitute for laboratory experiments, economists pay close attention
to the natural experiments offered by history. When a war in the Middle East inter-
rupts the supply of crude oil, for instance, oil prices skyrocket around the world.
For consumers of oil and oil products, such an event depresses living standards.
For economic policymakers, it poses a difficult choice about how best to respond.
But for economic scientists, the event provides an opportunity to study the effects
of a key natural resource on the world’s economies. Throughout this book, there-
fore, we consider many historical episodes. These episodes are valuable to study
because they give us insight into the economy of the past and, more important,
because they allow us to illustrate and evaluate economic theories of the present.

2-1b The Role of Assumptions

If you ask a physicist how long it would take a marble to fall from the top of a
ten-story building, he will likely answer the question by assuming that the mar-
ble falls in a vacuum. Of course, this assumption is false. In fact, the building is
surrounded by air, which exerts friction on the falling marble and slows it down.
Yet the physicist will point out that the friction on the marble is so small that its
effect is negligible. Assuming the marble falls in a vacuum simplifies the problem
without substantially affecting the answer.

Economists make assumptions for the same reason: Assumptions can sim-
plify the complex world and make it easier to understand. To study the effects of
international trade, for example, we might assume that the world consists of only
two countries and that each country produces only two goods. In reality, there
are numerous countries, each of which produces thousands of different types of
goods. But by considering a world with only two countries and two goods, we
can focus our thinking on the essence of the problem. Once we understand inter-
national trade in this simplified imaginary world, we are in a better position to
understand international trade in the more complex world in which we live.

The art in scientific thinking—whether in physics, biology, or economics—
is deciding which assumptions to make. Suppose, for instance, that instead of
dropping a marble from the top of the building, we were dropping a beach ball
of the same weight. Our physicist would realize that the assumption of no fric-
tion is less accurate in this case: Friction exerts a greater force on the beach ball
because it is much larger than a marble. The assumption that gravity works in a
vacuum is reasonable when studying a falling marble but not when studying a
falling beach ball.

Similarly, economists use different assumptions to answer different questions.
Suppose that we want to study what happens to the economy when the govern-
ment changes the number of dollars in circulation. An important piece of this
analysis, it turns out, is how prices respond. Many prices in the economy change
infrequently: The newsstand prices of magazines, for instance, change only once
every few years. Knowing this fact may lead us to make different assumptions
when studying the effects of the policy change over different time horizons. For
studying the short-run effects of the policy, we may assume that prices do not
change much. We may even make the extreme and artificial assumption that
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circular-flow diagram

a visual model of the
economy that shows
how dollars flow through
markets among
households and firms

all prices are completely fixed. For studying the long-run effects of the policy,
however, we may assume that all prices are completely flexible. Just as a physicist
uses different assumptions when studying falling marbles and falling beach balls,
economists use different assumptions when studying the short-run and long-run
effects of a change in the quantity of money.

2-1c Economic Models

High school biology teachers teach basic anatomy with plastic replicas of the
human body. These models have all the major organs—the heart, the liver, the
kidneys, and so on—which allow teachers to show their students very simply
how the important parts of the body fit together. Because these plastic models
are stylized and omit many details, no one would mistake one of them for a real
person. Despite this lack of realism—indeed, because of this lack of realism—
studying these models is useful for learning how the human body works.

Economists also use models to learn about the world, but unlike plastic
manikins, their models mostly consist of diagrams and equations. Like a biology
teacher’s plastic model, economic models omit many details to allow us to see
what is truly important. Just as the biology teacher’s model does not include all
the body’s muscles and capillaries, an economist’s model does not include every
feature of the economy.

As we use models to examine various economic issues throughout this book,
you will see that all the models are built with assumptions. Just as a physicist
begins the analysis of a falling marble by assuming away the existence of friction,
economists assume away many details of the economy that are irrelevant to the
question at hand. All models—in physics, biology, and economics—simplify real-
ity to improve our understanding of it.

2-1d Our First Model: The Circular-Flow Diagram

The economy consists of millions of people engaged in many activities—buying, sell-
ing, working, hiring, manufacturing, and so on. To understand how the economy
works, we must find some way to simplify our thinking about all these activities. In
other words, we need a model that explains, in general terms, how the economy is
organized and how participants in the economy interact with one another.

Figure 1 presents a visual model of the economy called a circular-flow diagram.
In this model, the economy is simplified to include only two types of decision
makers—firms and households. Firms produce goods and services using inputs,
such as labor, land, and capital (buildings and machines). These inputs are called
the factors of production. Households own the factors of production and consume
all the goods and services that the firms produce.

Households and firms interact in two types of markets. In the markets for goods
and services, households are buyers, and firms are sellers. In particular, households
buy the output of goods and services that firms produce. In the markets for the fac-
tors of production, households are sellers, and firms are buyers. In these markets,
households provide the inputs that firms use to produce goods and services. The
circular-flow diagram offers a simple way of organizing the economic transac-
tions that occur between households and firms in the economy.

The two loops of the circular-flow diagram are distinct but related. The inner
loop represents the flows of inputs and outputs. The households sell the use of
their labor, land, and capital to the firms in the markets for the factors of pro-
duction. The firms then use these factors to produce goods and services, which
in turn are sold to households in the markets for goods and services. The outer
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FIGURE 1

The Circular Flow

This diagram is a schematic representa-
tion of the organization of the economy.
Decisions are made by households and
firms. Households and firms interact in
the markets for goods and services (where
households are buyers and firms are sellers)
and in the markets for the factors of
production (where firms are buyers and
households are sellers). The outer set of
arrows shows the flow of dollars, and the

of production of production inner set of arrows shows the correspond-
ing flow of inputs and outputs.
Factors of Labor, land,
production M/-\F%K: 1 and capital
FACTORS OF PRODUCTION
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loop of the diagram represents the corresponding flow of dollars. The households
spend money to buy goods and services from the firms. The firms use some of the
revenue from these sales to pay for the factors of production, such as the wages
of their workers. What's left is the profit of the firm owners, who are themselves
members of households.

Let’s take a tour of the circular flow by following a dollar bill as it makes its
way from person to person through the economy. Imagine that the dollar begins
at a household—say, in your wallet. If you want to buy a cup of coffee, you take
the dollar (along with a few of its brothers and sisters) to one of the economy’s
markets for goods and services, such as your local Starbucks coffee shop. There,
you spend it on your favorite drink. When the dollar moves into the Starbucks
cash register, it becomes revenue for the firm. The dollar doesn’t stay at Starbucks
for long, however, because the firm uses it to buy inputs in the markets for the
factors of production. Starbucks might use the dollar to pay rent to its landlord
for the space it occupies or to pay the wages of its workers. In either case, the
dollar enters the income of some household and, once again, is back in someone’s
wallet. At that point, the story of the economy’s circular flow starts once again.

The circular-flow diagram in Figure 1 is a very simple model of the economy.
A more complex and realistic circular-flow model would include, for instance,
the roles of government and international trade. (A portion of that dollar you
gave to Starbucks might be used to pay taxes or to buy coffee beans from a
farmer in Brazil.) Yet these details are not crucial for a basic understanding
of how the economy is organized. Because of its simplicity, this circular-flow

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



PART I INTRODUCTION

production possibilities
frontier

a graph that shows the
combinations of output
that the economy can
possibly produce given
the available factors

of production and the
available production
technology

FIGURE 2

diagram is useful to keep in mind when thinking about how the pieces of the
economy fit together.

2-1e Our Second Model: The Production Possibilities Frontier

Most economic models, unlike the circular-flow diagram, are built using the tools
of mathematics. Here we use one of the simplest such models, called the produc-
tion possibilities frontier, to illustrate some basic economic ideas.

Although real economies produce thousands of goods and services, let’s
consider an economy that produces only two goods—cars and computers.
Together, the car industry and the computer industry use all of the economy’s
factors of production. The production possibilities frontier is a graph that
shows the various combinations of output—in this case, cars and computers—
that the economy can possibly produce given the available factors of pro-
duction and the available production technology that firms use to turn these
factors into output.

Figure 2 shows this economy’s production possibilities frontier. If the economy
uses all its resources in the car industry, it produces 1,000 cars and no computers.
If it uses all its resources in the computer industry, it produces 3,000 computers
and no cars. The two endpoints of the production possibilities frontier represent
these extreme possibilities.

More likely, the economy divides its resources between the two industries, pro-
ducing some cars and some computers. For example, it can produce 600 cars and
2,200 computers, shown in the figure by point A. Or, by moving some of the fac-
tors of production to the car industry from the computer industry, the economy
can produce 700 cars and 2,000 computers, represented by point B.

Because resources are scarce, not every conceivable outcome is feasible. For
example, no matter how resources are allocated between the two industries, the
economy cannot produce the amount of cars and computers represented by point C.
Given the technology available for manufacturing cars and computers, the econ-
omy does not have enough of the factors of production to support that level of
output. With the resources it has, the economy can produce at any point on or

Quantity of
Computers

The Production Possibilities Frontier

The production possibilities frontier shows
the combinations of output—in this case,
cars and computers—that the economy can 3,000
possibly produce. The economy can produce

any combination on or inside the frontier.

Points outside the frontier are not feasible 2,200
given the economy’s resources. The slope of
the production possibilities frontier measures
the opportunity cost of a car in terms of com-
puters. This opportunity cost varies, depending 1,000
on how much of the two goods the economy is

producing.

Produced
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Cars Produced
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inside the production possibilities frontier, but it cannot produce at points outside
the frontier.

An outcome is said to be efficient if the economy is getting all it can from the
scarce resources it has available. Points on (rather than inside) the production
possibilities frontier represent efficient levels of production. When the economy
is producing at such a point, say point A, there is no way to produce more of
one good without producing less of the other. Point D represents an inefficient
outcome. For some reason, perhaps widespread unemployment, the economy is
producing less than it could from the resources it has available: It is producing
only 300 cars and 1,000 computers. If the source of the inefficiency is eliminated,
the economy can increase its production of both goods. For example, if the econ-
omy moves from point D to point A, its production of cars increases from 300 to
600, and its production of computers increases from 1,000 to 2,200.

One of the Ten Principles of Economics discussed in Chapter 1 is that people face
trade-offs. The production possibilities frontier shows one trade-off that society
faces. Once we have reached an efficient point on the frontier, the only way of
producing more of one good is to produce less of the other. When the economy
moves from point A to point B, for instance, society produces 100 more cars at the
expense of producing 200 fewer computers.

This trade-off helps us understand another of the Ten Principles of Economics:
The cost of something is what you give up to get it. This is called the opportu-
nity cost. The production possibilities frontier shows the opportunity cost of one
good as measured in terms of the other good. When society moves from point A to
point B, it gives up 200 computers to get 100 additional cars. That is, at point A, the
opportunity cost of 100 cars is 200 computers. Put another way, the opportunity
cost of each car is two computers. Notice that the opportunity cost of a car equals
the slope of the production possibilities frontier. (If you don’t recall what slope is,
you can refresh your memory with the graphing appendix to this chapter.)

The opportunity cost of a car in terms of the number of computers is not con-
stant in this economy but depends on how many cars and computers the economy
is producing. This is reflected in the shape of the production possibilities frontier.
Because the production possibilities frontier in Figure 2 is bowed outward, the
opportunity cost of a car is highest when the economy is producing many cars
and few computers, such as at point E, where the frontier is steep. When the econ-
omy is producing few cars and many computers, such as at point F, the frontier is
flatter, and the opportunity cost of a car is lower.

Economists believe that production possibilities frontiers often have this
bowed shape. When the economy is using most of its resources to make com-
puters, the resources best suited to car production, such as skilled autoworkers,
are being used in the computer industry. Because these workers probably aren’t
very good at making computers, increasing car production by one unit will cause
only a slight reduction in the number of computers produced. Thus, at point F,
the opportunity cost of a car in terms of computers is small, and the frontier is
relatively flat. By contrast, when the economy is using most of its resources to
make cars, such as at point E, the resources best suited to making cars are already
at work in the car industry. Producing an additional car means moving some of
the best computer technicians out of the computer industry and turning them into
autoworkers. As a result, producing an additional car requires a substantial loss
of computer output. The opportunity cost of a car is high, and the frontier is steep.

The production possibilities frontier shows the trade-off between the outputs
of different goods at a given time, but the trade-off can change over time. For
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FIGURE 3

A Shift in the Production Possibilities Frontier
A technological advance in the computer
industry enables the economy to produce
more computers for any given number of
cars. As a result, the production possibilities
frontier shifts outward. If the economy moves
from point A to point G, then the production
of both cars and computers increases.
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example, suppose a technological advance in the computer industry raises the
number of computers that a worker can produce per week. This advance expands
society’s set of opportunities. For any given number of cars, the economy can now
make more computers. If the economy does not produce any computers, it can
still produce 1,000 cars, so one endpoint of the frontier stays the same. But if the
economy devotes some of its resources to the computer industry, it will produce
more computers from those resources. As a result, the production possibilities
frontier shifts outward, as in Figure 3.

This figure illustrates what happens when an economy grows. Society can
move production from a point on the old frontier to a point on the new fron-
tier. Which point it chooses depends on its preferences for the two goods. In this
example, society moves from point A to point G, enjoying more computers
(2,300 instead of 2,200) and more cars (650 instead of 600).

The production possibilities frontier simplifies a complex economy to high-
light some basic but powerful ideas: scarcity, efficiency, trade-offs, opportunity
cost, and economic growth. As you study economics, these ideas will recur in var-
ious forms. The production possibilities frontier offers one simple way of thinking
about them.

2-1f Microeconomics and Macroeconomics
Many subjects are studied on various levels. Consider biology, for example.
Molecular biologists study the chemical compounds that make up living things.
Cellular biologists study cells, which are made up of many chemical compounds
and, at the same time, are themselves the building blocks of living organisms.
Evolutionary biologists study the many varieties of animals and plants and how
species change gradually over the centuries.

Economics is also studied on various levels. We can study the decisions of indi-
vidual households and firms. Or we can study the interaction of households and

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203



CHAPTER 2 THINKING LIKE AN ECONOMIST

firms in markets for specific goods and services. Or we can study the operation
of the economy as a whole, which is the sum of the activities of all these decision
makers in all these markets.

The field of economics is traditionally divided into two broad subfields.
Microeconomics is the study of how households and firms make decisions
and how they interact in specific markets. Macroeconomics is the study of
economy-wide phenomena. A microeconomist might study the effects of rent
control on housing in New York City, the impact of foreign competition on the
U.S. auto industry, or the effects of compulsory school attendance on workers’
earnings. A macroeconomist might study the effects of borrowing by the federal
government, the changes over time in the economy’s rate of unemployment, or
alternative policies to promote growth in national living standards.

Microeconomics and macroeconomics are closely intertwined. Because changes
in the overall economy arise from the decisions of millions of individuals, it is
impossible to understand macroeconomic developments without considering the
associated microeconomic decisions. For example, a macroeconomist might study
the effect of a federal income tax cut on the overall production of goods and ser-
vices. But to analyze this issue, he must consider how the tax cut affects house-
holds’ decisions about how much to spend on goods and services.

Despite the inherent link between microeconomics and macroeconomics, the
two fields are distinct. Because they address different questions, each field has its
own set of models, which are often taught in separate courses.

In what sense is economics like a science? ® Draw a production possi-
Uickuis bilities frontier for a society that produces food and clothing. Show an

efficient point, an inefficient point, and an infeasible point. Show the effects of a drought. ®
Define microeconomics and macroeconomics.

2-2 The Economist as Policy Adviser

Often, economists are asked to explain the causes of economic events. Why,
for example, is unemployment higher for teenagers than for older workers?
Sometimes, economists are asked to recommend policies to improve economic
outcomes. What, for instance, should the government do to improve the eco-
nomic well-being of teenagers? When economists are trying to explain the
world, they are scientists. When they are trying to help improve it, they are
policy advisers.

2-2a Positive versus Normative Analysis
To help clarify the two roles that economists play, let’s examine the use of lan-
guage. Because scientists and policy advisers have different goals, they use lan-
guage in different ways.

For example, suppose that two people are discussing minimum-wage laws.
Here are two statements you might hear:

PORTIA: Minimum-wage laws cause unemployment.
NoAH: The government should raise the minimum wage.

Ignoring for now whether you agree with these statements, notice that Portia and
Noah differ in what they are trying to do. Portia is speaking like a scientist: She

microeconomics

the study of how house-
holds and firms make
decisions and how they
interact in markets

macroeconomics

the study of economy-
wide phenomena,
including inflation,
unemployment, and
economic growth
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positive statements
claims that attempt to
describe the world as it is

normative statements
claims that attempt to
prescribe how the world
should be

“Let’s switch.

I'll make the policy, you
implement it, and he’ll
explain it. ”

is making a claim about how the world works. Noah is speaking like a policy
adviser: He is making a claim about how he would like to change the world.

In general, statements about the world come in two types. One type, such as
Portia’s, is positive. Positive statements are descriptive. They make a claim about
how the world is. A second type of statement, such as Noah’s, is normative. Norma-
tive statements are prescriptive. They make a claim about how the world ought to be.

A key difference between positive and normative statements is how we judge
their validity. We can, in principle, confirm or refute positive statements by ex-
amining evidence. An economist might evaluate Portia’s statement by analyzing
data on changes in minimum wages and changes in unemployment over time. By
contrast, evaluating normative statements involves values as well as facts. Noah's
statement cannot be judged using data alone. Deciding what is good or bad policy
is not just a matter of science. It also involves our views on ethics, religion, and
political philosophy:.

Positive and normative statements are fundamentally different, but within a
person’s set of beliefs, they are often intertwined. In particular, positive views
about how the world works affect normative views about what policies are desir-
able. Portia’s claim that the minimum wage causes unemployment, if true, might
lead her to reject Noah’s conclusion that the government should raise the mini-
mum wage. Yet normative conclusions cannot come from positive analysis alone;
they involve value judgments as well.

As you study economics, keep in mind the distinction between positive and
normative statements because it will help you stay focused on the task at hand.
Much of economics is positive: It just tries to explain how the economy works. Yet
those who use economics often have normative goals: They want to learn how to
improve the economy. When you hear economists making normative statements,
you know they are speaking not as scientists but as policy advisers.

2-2b Economists in Washington

President Harry Truman once said that he wanted to find a one-armed economist.
When he asked his economists for advice, they always answered, “On the one
hand, . ... On the other hand, . ...”

Truman was right in realizing that economists” advice is not always straight-
forward. This tendency is rooted in one of the Ten Principles of Economics: People
face trade-offs. Economists are aware that trade-offs are involved in most policy
decisions. A policy might increase efficiency at the cost of equality. It might help
future generations but hurt current generations. An economist who says that all
policy decisions are easy or clear-cut is an economist not to be trusted.

Truman was not the only president who relied on the advice of economists.
Since 1946, the president of the United States has received guidance from the
Council of Economic Advisers, which consists of three members and a staff of
a few dozen economists. The council, whose offices are just a few steps from the
White House, has no duty other than to advise the president and to write the an-
nual Economic Report of the President, which discusses recent developments in the
economy and presents the council’s analysis of current policy issues.

The president also receives input from economists in many administrative
departments. Economists at the Office of Management and Budget help formu-
late spending plans and regulatory policies. Economists at the Department of the
Treasury help design tax policy. Economists at the Department of Labor analyze
data on workers and those looking for work to help formulate labor-market policies.
Economists at the Department of Justice help enforce the nation’s antitrust laws.
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Economists are also found outside the administrative branch of government.
To obtain independent evaluations of policy proposals, Congress relies on the
advice of the Congressional Budget Office, which is staffed by economists. The
Federal Reserve, the institution that sets the nation’s monetary policy, employs
hundreds of economists to analyze economic developments in the United States
and throughout the world.

The influence of economists on policy goes beyond their role as advisers: Their
research and writings often affect policy indirectly. Economist John Maynard
Keynes offered this observation:

The ideas of economists and political philosophers, both when they are right
and when they are wrong, are more powerful than is commonly understood.
Indeed, the world is ruled by little else. Practical men, who believe themselves
to be quite exempt from intellectual influences, are usually the slaves of some
defunct economist. Madmen in authority, who hear voices in the air, are distill-
ing their frenzy from some academic scribbler of a few years back.

These words were written in 1935, but they remain true today. Indeed, the “aca-
demic scribbler” now influencing public policy is often Keynes himself.

2-2c Why Economists’ Advice Is Not Always Followed

Any economist who advises presidents or other elected leaders knows that his
recommendations are not always heeded. Frustrating as this can be, it is easy to
understand. The process by which economic policy is actually made differs in
many ways from the idealized policy process assumed in economics textbooks.

Throughout this text, whenever we discuss economic policy, we often focus on
one question: What is the best policy for the government to pursue? We act as if
policy were set by a benevolent king. Once the king figures out the right policy, he
has no trouble putting his ideas into action.

In the real world, figuring out the right policy is only part of a leader’s job,
sometimes the easiest part. After a president hears from his economic advisers
about what policy is best from their perspective, he turns to other advisers for
related input. His communications advisers will tell him how best to explain the
proposed policy to the public, and they will try to anticipate any misunderstand-
ings that might make the challenge more difficult. His press advisers will tell him
how the news media will report on his proposal and what opinions will likely
be expressed on the nation’s editorial pages. His legislative affairs advisers will
tell him how Congress will view the proposal, what amendments members of
Congress will suggest, and the likelihood that Congress will pass some version of
the president’s proposal into law. His political advisers will tell him which groups
will organize to support or oppose the proposed policy, how this proposal will
affect his standing among different groups in the electorate, and whether it will
change support for any of the president’s other policy initiatives. After hearing
and weighing all this advice, the president then decides how to proceed.

Making economic policy in a representative democracy is a messy affair—
and there are often good reasons why presidents (and other politicians) do not
advance the policies that economists advocate. Economists offer crucial input to
the policy process, but their advice is only one ingredient of a complex recipe.

Give an example of a positive statement and an example of a normative
USSR statement that somehow relates to your daily life. ® Name three parts of

government that regularly rely on advice from economists.

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-203

29



30

PART I INTRODUCTION

2-3 Why Economists Disagree

“If all economists were laid end to end, they would not reach a conclusion.” This
quip from George Bernard Shaw is revealing. Economists as a group are often
criticized for giving conflicting advice to policymakers. President Ronald Reagan
once joked that if the game Trivial Pursuit were designed for economists, it would
have 100 questions and 3,000 answers.

Why do economists so often appear to give conflicting advice to policymakers?
There are two basic reasons:

¢ Economists may disagree about the validity of alternative positive theories of
how the world works.

* Economists may have different values and therefore different normative
views about what government policy should aim to accomplish.

Let’s discuss each of these reasons.

2-3a Differences in Scientific Judgments

Several centuries ago, astronomers debated whether the earth or the sun was
at the center of the solar system. More recently, climatologists have debated
whether the earth is experiencing global warming and, if so, why. Science is an
ongoing search to understand the world around us. It is not surprising that as
the search continues, scientists sometimes disagree about the direction in which
truth lies.

Economists often disagree for the same reason. Economics is a young science,
and there is still much to be learned. Economists sometimes disagree because they
have different hunches about the validity of alternative theories or about the size
of important parameters that measure how economic variables are related.

For example, economists disagree about whether the government should tax a
household’s income or its consumption (spending). Advocates of a switch from
the current income tax to a consumption tax believe that the change would en-
courage households to save more because income that is saved would not be
taxed. Higher saving, in turn, would free resources for capital accumulation,
leading to more rapid growth in productivity and living standards. Advocates of
the current income tax system believe that household saving would not respond
much to a change in the tax laws. These two groups of economists hold different
normative views about the tax system because they have different positive views
about saving’s responsiveness to tax incentives.

2-3b Differences in Values

Suppose that Peter and Paula both take the same amount of water from the town
well. To pay for maintaining the well, the town taxes its residents. Peter has
income of $150,000 and is taxed $15,000, or 10 percent of his income. Paula has
income of $30,000 and is taxed $6,000, or 20 percent of her income.

Is this policy fair? If not, who pays too much and who pays too little? Does it
matter whether Paula’s low income is due to a medical disability or to her deci-
sion to pursue an acting career? Does it matter whether Peter’s high income is due
to a large inheritance or to his willingness to work long hours at a dreary job?

These are difficult questions about which people are likely to disagree. If the
town hired two experts to study how it should tax its residents to pay for the well,
we would not be surprised if they offered conflicting advice.
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This simple example shows why economists sometimes disagree about public
policy. As we know from our discussion of normative and positive analysis, pol-
icies cannot be judged on scientific grounds alone. Sometimes, economists give
conflicting advice because they have different values. Perfecting the science of
economics will not tell us whether Peter or Paula pays too much.

2-3c Perception versus Reality
Because of differences in scientific judgments and differences in values, some
disagreement among economists is inevitable. Yet one should not overstate the
amount of disagreement. Economists agree with one another to a much greater
extent than is sometimes understood.

Table 1 contains twenty propositions about economic policy. In surveys of
professional economists, these propositions were endorsed by an overwhelming

Proposition (and percentage of economists who agree) TABLE 1
1. A ceiling on rents reduces the quantity and quality of housing available. (93%) Propositions about
2. Tariffs and import quotas usually reduce general economic welfare. (93%) Which MOSt
3. Flexible and floating exchange rates offer an effective international monetary arrangement. Economists Agree

(90%)
4. Fiscal policy (for example, tax cut and/or government expenditure increase) has a
significant stimulative impact on a less than fully employed economy. (90%)
5. The United States should not restrict employers from outsourcing work to foreign countries.
(90%)
6. Economic growth in developed countries like the United States leads to greater levels of
well-being. (88%)
7. The United States should eliminate agricultural subsidies. (85%)
8. An appropriately designed fiscal policy can increase the long-run rate of capital formation.
(85%)
9. Local and state governments should eliminate subsidies to professional sports franchises.
(85%)
10. If the federal budget is to be balanced, it should be done over the business cycle rather
than yearly. (85%)
11. The gap between Social Security funds and expenditures will become unsustainably large
within the next 50 years if current policies remain unchanged. (85%)
12. Cash payments increase the welfare of recipients to a greater degree than do transfers-in-
kind of equal cash value. (84%)
13. A large federal budget deficit has an adverse effect on the economy. (83%)
14. The redistribution of income in the United States is a legitimate role for the government.
(83%)
15. Inflation is caused primarily by too much growth in the money supply. (83%)
16. The United States should not ban genetically modified crops. (82%)
17. A minimum wage increases unemployment among young and unskilled workers. (79%)
18. The government should restructure the welfare system along the lines of a “negative
income tax.” (79%)
19. Effluent taxes and marketable pollution permits represent a better approach to pollution
control than the imposition of pollution ceilings. (78%)
20. Government subsidies on ethanol in the United States should be reduced or eliminated. (78%)

Source: Richard M. Alston, J. R. Kearl, and Michael B. Vaughn, “Is There Consensus among Economists in the 1990s?” American Economic Review (May 1992): 203—209; Dan

Fuller and Doris Geide-Stevenson, “C among E ists Revisited,” Journal of Ec jcs Education (Fall 2003): 369-387; Robert Whaples, “Do Economists Agree on
Anything? Yes!" Economists’ Voice (November 2006): 1-6; Robert Whaples, “The Policy Views of American Economic Association Members: The Results of a New Survey,” Econ
Journal Watch (September 2009): 337-348.
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majority of respondents. Most of these propositions would fail
to command a similar consensus among the public.

The first proposition in the table is about rent control, a policy
that sets a legal maximum on the amount landlords can charge
for their apartments. Almost all economists believe that rent

= control adversely affects the availability and quality of housing
ASK THE EXPRTS and is a costly way Qf helping the negdiest member§ of society.
Nonetheless, many city governments ignore the advice of econ-
omists and place ceilings on the rents that landlords may charge
their tenants.

The second proposition in the table concerns tariffs and
import quotas, two policies that restrict trade among nations.
For reasons we discuss more fully later in this text, almost all
economists oppose such barriers to free trade. Nonetheless,
over the years, presidents and Congress have chosen to restrict

What do economists say? the import of certain goods.
8% disagree ——  ——— 12% uncertain Why do policies such as rent control and trade barriers per-
sist if the experts are united in their opposition? It may be that
the realities of the political process stand as immovable obsta-
cles. But it also may be that economists have not yet convinced

Ticket Resale

“Laws that limit the resale of tickets for entertainment and
sports events make potential audience members for those
events worse off on average.”

80% agree . o ;
enough of the public that these policies are undesirable. One
purpose of this book is to help you understand the economist’s
Source: IGM Economic Experts Panel, April 16, 2012. view on these and other subjects and, perhaps, to persuade you

that it is the right one.

As you read the book, you will occasionally see small boxes called “Ask the
Experts.” These are based on the IGM Economics Experts Panel, an ongoing sur-
vey of several dozen of the world’s most prominent economists. Every few weeks,
these experts are offered a proposition and then asked whether they agree with it,
disagree with it, or are uncertain. The results in these boxes will give you a sense
of when economists are united, when they are divided, and when they just don’t
know what to think.

You can see an example here regarding the resale of tickets to entertainment
and sporting events. Lawmakers sometimes try to prohibit reselling tickets, or
“scalping” as it is sometimes called. The survey results show that many econo-
mists side with the scalpers rather than the lawmakers.

. " Why might economic advisers to the president disagree about a question

2-4 Let’s Get Going

The first two chapters of this book have introduced you to the ideas and methods
of economics. We are now ready to get to work. In the next chapter, we start learn-
ing in more detail the principles of economic behavior and economic policy.

As you proceed through this book, you will be asked to draw on many of your
intellectual skills. You might find it helpful to keep in mind some advice from the
great economist John Maynard Keynes:

The study of economics does not seem to require any specialized gifts of an
unusually high order. Is it not . . . a very easy subject compared with the higher
branches of philosophy or pure science? An easy subject, at which very few
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Why You Should Study Economics

In this excerpt from a commencement
address, the former president of the Fed-
eral Reserve Bank of Dallas makes the
case for studying economics.

The Dismal Science? Hardly!

By Robert D. McTeer, Jr.

My take on training in economics is that
it becomes increasingly valuable as you
move up the career ladder. | can’t imagine a
better major for corporate CEQs, congressmen,
or American presidents. You've learned a sys-
tematic, disciplined way of thinking that will
serve you well. By contrast, the economically
challenged must be perplexed about how it is
that economies work better the fewer people
they have in charge. Who does the planning?
Who makes decisions? Who decides what to
produce?

For my money, Adam Smith’s invisible hand
is the most important thing you've learned by
studying economics. You understand how we
can each work for our own self-interest and
still produce a desirable social outcome. You
know how uncoordinated activity gets coordi-
nated by the market to enhance the wealth of
nations. You understand the magic of markets
and the dangers of tampering with them too
much. You know better what you first learned in

Source: The Wall Street Journal, June 4, 2003.

kindergarten: that you shouldn’t kill or cripple
the goose that lays the golden eggs. .. .

Economics training will help you under-
stand fallacies and unintended consequences.
In fact, | am inclined to define economics as
the study of how to anticipate unintended con-
sequences. . . .

Little in the literature seems more relevant to
contemporary economic debates than what usu-
ally is called the broken window fallacy. Whenever
a government program is justified not on its mer-
its but by the jobs it will create, remember the
broken window: Some teenagers, being the little
beasts that they are, toss a brick through a bak-
ery window. A crowd gathers and laments, “What
a shame.” But before you know it, someone sug-
gests a silver lining to the situation: Now the
baker will have to spend money to have the win-
dow repaired. This will add to the income of the
repairman, who will spend his additional income,
which will add to another seller's income, and so
on. You know the drill. The chain of spending will
multiply and generate higher income and em-
ployment. If the broken window is large enough, it
might produce an economic boom! . ..

Most voters fall for the broken window fallacy,
but not economics majors. They will say, “Hey,
wait a minute!” If the baker hadn't spent his
money on window repair, he would have spent it
on the new suit he was saving to buy. Then the

tailor would have the new income to spend, and
s0 on. The broken window didn't create net new
spending; it just diverted spending from some-
where else. The broken window does not create
new activity, just different activity. People see the
activity that takes place. They don’t see the activ-
ity that would have taken place.

The broken window fallacy is perpetuated in
many forms. Whenever job creation or retention
is the primary objective | call it the job-count-
ing fallacy. Economics majors understand the
non-intuitive reality that real progress comes
from job destruction. It once took 90 percent of
our population to grow our food. Now it takes 3
percent. Pardon me, Willie, but are we worse off
because of the job losses in agriculture? The
would-have-been farmers are now college pro-
fessors and computer gurus. . . .

So instead of counting jobs, we should make
every job count. We will occasionally hit a soft
spot when we have a mismatch of supply and
demand in the labor market. But that is tem-
porary. Don’t become a Luddite and destroy the
machinery, or become a protectionist and try to
grow bananas in New York City. =

excel! The paradox finds its explanation, perhaps, in that the master-economist
must possess a rare combination of gifts. He must be mathematician, historian,
statesman, philosopher—in some degree. He must understand symbols and
speak in words. He must contemplate the particular in terms of the general,
and touch abstract and concrete in the same flight of thought. He must study
the present in the light of the past for the purposes of the future. No part of
man’s nature or his institutions must lie entirely outside his regard. He must be
purposeful and disinterested in a simultaneous mood; as aloof and incorrupt-
ible as an artist, yet sometimes as near the earth as a politician.

This is a tall order. But with practice, you will become more and more accustomed
to thinking like an economist.
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Chapter QuickQuiz

1. An economic model is 4. An economy produces hot dogs and hamburgers. If
a. a mechanical machine that replicates the a discovery of the remarkable health benefits of hot
functioning of the economy. dogs were to change consumers’ preferences, it would
b. a fully detailed, realistic description of the a. expand the production possibilities frontier.
economy. b. contract the production possibilities frontier.
c. asimplified representation of some aspect of the c. move the economy along the production
economy. possibilities frontier.
d. a computer program that predicts the future of the d. move the economy inside the production
economy. possibilities frontier.
2. The circular-flow diagram illustrates that, in markets 5. All of the following topics fall within the study of
for the factors of production, microeconomics EXCEPT
a. households are sellers, and firms are buyers. a. the impact of cigarette taxes on the smoking
b. households are buyers, and firms are sellers. behavior of teenagers.
c. households and firms are both buyers. b. the role of Microsoft's market power in the pricing
d. households and firms are both sellers. of software.
3. A point inside the production possibilities frontier is c. the ef_fectweness of antipoverty programs in
a. efficient but not feasible. reducing homelessness. o
b. feasible but not efficient. d. the influence of the government budget deficit on
c. both efficient and feasible. economic growth.
d. neither efficient nor feasible. 6. Which of the following is a positive, rather than a
normative, statement?
a. Law X will reduce national income.
b. Law X is a good piece of legislation.
c. Congress ought to pass law X.
d. The president should veto law X.
SUMMARY

e Economists try to address their subject with a scien-

tist’s objectivity. Like all scientists, they make appro-
priate assumptions and build simplified models to
understand the world around them. Two simple eco-
nomic models are the circular-flow diagram and the
production possibilities frontier.

The field of economics is divided into two subfields:
microeconomics and macroeconomics. Microecono-
mists study decision making by households and firms
and the interactions among households and firms in
the marketplace. Macroeconomists study the forces
and trends that affect the economy as a whole.

KEY CONCEPTS

circular-flow diagram, p. 22
production possibilities frontier, p. 24

microeconomics, p. 27
macroeconomics, p. 27

A positive statement is an assertion about how the
world is. A normative statement is an assertion about
how the world ought to be. When economists make
normative statements, they are acting more as policy
advisers than as scientists.

Economists who advise policymakers sometimes offer
conflicting advice either because of differences in sci-
entific judgments or because of differences in values.
At other times, economists are united in the advice
they offer, but policymakers may choose to ignore
the advice because of the many forces and constraints
imposed by the political process.

positive statements, p. 28
normative statements, p. 28
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