Chapter 2:  Thinking Like An Economist
1. The Economist As Scientist

a. Economists devise theories, collect data, and then analyze these data in an attempt to verify or refute their theories.

b. Economists utilize the Scientific Method to derive their theories.

c. Economists make assumptions because assumption can simplify the complex world and make it easier to understand.

d. Economists compose diagrams and equations to model economic behavior around the world.
i. Circular-Flow Diagram.

1. In this model, the economy is simplified to include only two types of decision-makers—households and firms.

2. Firms produce goods and services using inputs, such as labor, land, and capital.

3. These inputs are called the factors of production.

4. Households own the factors of production and consume all the goods and services that the firms produce.

5. Households and firms interact in two types of markets.

a. In the markets for goods and services, households are buyers, and firms are sellers.

i. Households buy the output of goods and services that firms produce.

b. In the markets for the factors of production, households are sellers, and firms are buyers.

i. In these markets households provide the inputs that the firms use to produce goods and services.

6. The inner loop represents the flows of inputs and outputs.

7. The outer loop represents the corresponding flow of dollars.

ii. Production Possibilities Frontier.
1. This graph shows the various combinations of output that the economy can possibly produce given the available factors of production and the available production technology that firms can use to turn these factors into output.

2. The economy can produce at any point on or inside the production possibilities frontier, but it cannot produce at points outside the frontier.

3. An outcome is said to be efficient if the economy is getting all it can from the scarce resources it has available.

4. The production possibilities frontier shows the tradeoff between the production of different goods at a given time, but the tradeoff can change over time.

e. The field of economics is traditionally divided into two broad subfields.

i. Microeconomics is the study of how households and firms make decisions and how they interact in specific markets.

ii. Macroeconomics is the study of economy-wide phenomena, including inflation, unemployment, and economic growth.

2. The Economist As Policy Adviser.
a. Statements about the world are of two types.

i. Positive statements are descriptive.

1. They make a claim that attempts to describe the world as it is.

ii. Normative statements are prescriptive.

1. They make a claim that attempt to prescribe how the world should be.

