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The Scope and Method of Economics

Introductory Remarks:

The past two decades have seen tremendous changes in the world economy.  Many of these changes are linked to new technological advances that have transformed the way the global economy works: what is produced, where and how it is produced, and how it is distributed. 

Like the industrial revolution of the eighteenth and nineteenth centuries that transformed England and several European countries from agriculture-based to manufacturing-based economies, the information revolution of the late twentieth and early twenty-first centuries is transforming all aspects of our lives, from how airline tickets are sold to how cars are produced; from how assembly lines work to how courses are taught; and from how consumer goods are shipped to how people communicate with each other.
With such far-reaching changes, what insights and understanding does the study of economics have to offer?  Is the science of economics still as relevant today as when it was first founded by Adam Smith back in the late eighteenth century, and during the 200 years following that?  Does the world economy today still follow the same rules of behavior?  And can it be understood by applying the same methods of analysis?
The answer is yes.  As the world has changed so has the way we study economics.  Economists have refined and expanded their understanding of economic behavior by incorporating the role of new information and technology into their methods and theories.  This has enabled them to continue to shed very important insights into how the world works.
What are these insights?  What do economists study?  How can the economic perspective help us understand things better?

Let us therefore begin by answering the questions: what, why, and how? That is, what is the subject matter to be studied?  Why would we want to study it? And how do we study it?
I. What is Economics?
A. The Standard Definition:
One standard definition of economics goes like this:  
“Economics is the study of how individuals and societies choose to use the scarce resources that nature and previous generations have provided.”  
The word “choose” indicates that economics is a behavioral, or social, science.  

Another variant of the above definition would be “economics is the social science that studies the production, distribution, and consumption of goods and services under conditions of scarcity.”

Note the significance of the word “scarcity” in both of these definitions.  This is the concept that most distinguishes economics from other sciences.

B.  Economics as a Science

While economics is a science, it is not a natural science. It is a social science. Its subjects are not electrons or molecules, but social human beings and how they behave.  That is why some economic theories are changed or modified over time, and why many economic predictions turn out wrong.
Because economics is a social science, debates within economics last a lot longer and are much less likely to end in a clear consensus than in the natural sciences. The major reason is that different people have different views of what constitutes a free, good, fair, and well-ordered society. They seek an economy that corresponds with their vision of what a society should be. They ignore or explain away facts that turn out to be inconvenient for their particular political views. 

The fact that economics is about people also means that economists cannot ethically undertake large-scale experiments. Thus the experimental method - the driver of rapid progress in many of the natural sciences- is lacking in economics. This flaw makes economic research a bit harder to do, and it makes economists’ conclusions more tentative and subject to dispute.

C. Adam Smith and the Ingredients of Economic Growth:  

The “father” of modern economics was an English thinker and philosopher by the name of Adam Smith. 
Smith wrote a book around 1776 entitled An Inquiry into the Nature and Causes of the Wealth of Nations, which became the first major presentation of economics as an independent field of scholarship. 
Smith lived during the time when the industrial revolution was just beginning to transform European society. The Industrial Revolution is that period in England during the late eighteenth and early nineteenth centuries in which new manufacturing technologies and improved transportation gave rise to the modern factory system and a massive movement of the population from the countryside to the cities.

Smith observed that while economic development could bring about widespread prosperity for some nations, others could lag behind in poverty.   Even within the same nation, some regions tended to be rich and others poor.
So one could ask: What are the nature and causes of the wealth of nations? What is it that makes some economies grow fast but not others? What are the ingredients of economic growth? What causes production of goods and services to increase, so that nations become wealthy with time? 
The Causes of Growing Production

Here are some of the things which may help a nation to become more productive and thus "wealthier." 

· increase in the quantities of resources available 

· improvement in the quality of resources (a more skilled and educated workforce, commonly known as human capital; better machines, etc.) 
· improvements in the allocation of existing resources (a better combination of capital, labor, and land in producing goods and services; better division of labor (as in a higher degree of specialization; etc.)
· discovery of new technologies (the steam engine, electricity, telephones, sophisticated machines, and, more recently, computers, the Internet, etc.) 
Let’s focus on the first one.  Generally, the economy can grow larger if any of the resources available to it becomes more plentiful. 
In other words, we can produce more outputs if we use more inputs. 
Traditionally, economists speak of three major kinds of resources (also known as factors of production or inputs). Those are 

· land 

· labor 

· capital
a)  Land:

By convention, economists include in this category 

· the soil and its agricultural abilities
· natural resources, such as coal, oil, and metallic ores.

There are, of course, some important differences between the two kinds of land resources listed above. Coal and oil, once they are dug out of the ground and burned, are gone forever.  In other words, they are "non-renewable resources."  We often hear about how the world will eventually run out of oil (petroleum) and face energy crisis if alternative sources of energy are not developed. 
On the other hand, the soil is renewable, particularly if proper fertilization and agricultural methods are used. 

b)  Labor:

This is the most important factor of production. From the point of view of cost, for example, labor wages and salaries amount to something between two-thirds and three-quarters of all costs (in the American economy).  Labor is also important to most of us because it is how we make a living. 
c)  Capital:

In economics capital is defined as goods produced by human labor and used in the production of more goods and services; this includes means of production that are produced for the purpose of undertaking further production.  Examples are machinery and buildings.
An increase in the supply of capital means that each worker has more tools to work with, and can be more productive. This may lead to economic growth, provided skilled workers exist to utilize the additional capital. 

II.  Why Do We Study Economics?

University students and others learn economics for four reasons:
-to acquire a new way of thinking
-to understand society

-to understand world events

-to become an informed voter

1) To acquire a new way of thinking: 
There are several important concepts in economics that are part of basic economic terminology.  Below we will explore two of these.

Among the most fundamental concepts that students acquire when they study economics is the concept of “opportunity cost”.
What is opportunity cost?

While there is always a set of choices available for individuals and society, picking any choice necessarily means excluding all the other alternatives.  The term opportunity cost refers to the lost opportunity of alternative B if alternative A is chosen.  For example, if you hold your wealth (or part of it) in the form of easily spendable cash, you pass up the opportunity of earning an interest on it by investing it in bonds, stocks, or long-term saving accounts. Alternatively, if you keep your wealth in the form of interest-earning bonds, you pass up the opportunity of immediately spending it on something that you suddenly need.  In more general terms, if you consume, you pass up the opportunity to save, and vice versa.  
And here are a couple of more personal examples: If you spend your evening studying for an exam, you pass up the enjoyment you might have obtained from watching TV instead.  If you come to college for four or five years, the opportunity cost is the income you are foregoing by not working during this period.  
In summary, opportunity cost refers to the value of the best alternative that you forego in making any particular choice.
Another fundamental concept in economics is “marginal costs and benefits”, or, more broadly, the concept of marginalism. 

What are marginal costs and benefits?

The relevant costs and benefits to economic reasoning are the expected incremental costs incurred and benefits obtained from any decision.

Marginal cost is the cost of producing an extra unit.  More formally, it is the additional (incremental) cost to you over and above the costs you have already incurred.  This distinguishes it from sunk costs – which are costs that have already been incurred and can no longer be recovered.   Consider, for example, attending class.  You have already paid the full tuition, so the additional (accounting) cost of attending class is zero. 
Here’s another example:  What is the marginal cost for Middle East Airways of one extra passenger on an airplane with empty seats going from Beirut to Paris?  If we ignore the (relatively small) cost of the in-flight meal, the marginal cost would be zero.  That’s why selling extra tickets at a discount price would be profitable for the company (since those seats would have been unfilled otherwise).  In airports all over the world, air travel companies routinely discount tickets for passengers interested in switching from an overbooked flight to an underbooked flight that is scheduled to leave later.  

Economic decisions are made by comparing marginal costs against marginal benefits.  

As an example, consider the case of a firm producing a certain good.  The decision to produce more of the good involves comparing the marginal cost of the extra unit to be produced against the marginal benefit that will be obtained from that same unit.  If the latter exceeds the former, the extra unit will be produced.
2) To understand society:  One wouldn’t want to be ignorant about such significant social issues like poverty, inflation, debt, the budget deficit, unemployment, how banks work, how the government works, and others. 
3) To understand world events: world oil prices, the Dollar-to-Euro exchange rate, the World Trade Organization (WTO), OPEC, the European Economic Union, etc.
4) To become an informed voter:  This enables us to distinguish between the economic plans of various candidates (good or bad, logical or illogical, realistic or unrealistic, etc.)
Government officials and policymakers study economics in order to formulate appropriate policies for their countries.
What constitutes good public policy?  

The following four properties are thought to be important elements of good economic governance.  Policy is often judged according to these criteria.

1. Efficiency:  Policy should seek to ensure economic outcomes that reflect what the people want at least possible cost.  In economics, efficiency means allocative efficiency.  This is the principle of allocating (scarce) resources to the production of things that people want at the least possible cost.   Bear in mind that costs are not only “money” cost.  As an example, consider firms that produce good quality products, but whose production leads to excessive environmental pollution.  This is inefficient.
2. Equity:  Policy should be fair.  Policymakers should not accept too many social divisions between people.  When divisions do exist, policy should attempt to reduce them through government services and taxation policies.

The problem is that “equity” is not easy to define.  It may mean different things to different people.  To many, fairness implies a more equal distribution of income and wealth.  To others, fairness is simply a matter of equal rights.  In the U.S., for instance, equity mostly implies equal opportunity (for jobs, education, etc).
3. Growth:  Economic growth is when production grows and the economy expands.   Good economic policy should seek to promote long-term growth and not only short-term gains.
4. Stability:  Finally, successful economic policy should not create instability in prices, incomes, or other indicators.  In particular, policy must avoid inflation. 
III.  How Do We Study Economics?

A.  We Study Economics by Classifying it into Different Branches.  

The two most important divisions are macro and micro.

Macroeconomics vs. Microeconomics

“Macro” is a Greek term that means "big."  In practice, the macroeconomist studies phenomena which seem to arise from the operation of the market system as a whole: unemployment, inflation, the workings of the monetary system, and the determinants of economic growth.  Economists who immediately followed Adam Smith focused on this type of economics.
Beginning in the 1870's, scholarship in economics took a turn toward a much more analytic approach, and economists began to be concerned with the workings of the parts which make up a market economy: markets for particular goods and services, the functioning of companies, and the determinants of demand on the part of individual consumers. 
This is now called "micro-economics." The Greek root "micro" means small. 

Today, besides macroeconomics and microeconomics, there are a number of applied fields. Some of these draw more specifically on macroeconomics, some on microeconomics, and some draw on both. 
An important applied field that takes from both microeconomics and macroeconomics is international economics. Since this field treats the economic system of a country both as a whole and as a part of a world community of trading nations, it is both macroeconomic and microeconomic. 
Economic development, which studies the economic progress of the poorer countries, is largely macroeconomic but has its microeconomic aspects. 

Other fields in economics include financial economics, mathematical economics, and public economics (the economics of public policymaking).
B.  We Study Economics through Different Approaches: 

The two most important and distinct approaches are positive and normative Economics
Positive economics has to do with "what is," while normative economics has to do with "what ought to be”.  

The positive economic approach is mostly concerned with stating facts or analysis rather than subjective opinions. Positive economics does not add the economist’s views in any direct manner.  It simply states economic facts, describes them, and analyzes their implications.
By contrast, normative economics has a subjective aspect, and as such goes beyond what a science can say.  It is a type of economic thinking where the economist evaluates alternative policies or events based on a set of preformed values about fairness, appropriateness, etc.  One could argue that normative economics is the sort of economic analysis that is most used (or should be used) in policy-making.
Let us illustrate the distinction by an example. A person might say "Everybody ought to be paid the same hourly wage, because it is the only fair system.  Each person should be rewarded in proportion to the quantity of labor he/she performs." 
This is clearly normative economics -- it has to do with what should be (in someone’s view). 

Now, a "positive" economist might observe that some occupations require more training, more effort, or more talent than others; or they are more responsible. If these occupations are better rewarded, they will be better performed, and overall productivity of labor will increase as a result. 
This is positive economics.  No subjective opinion is provided.
Another example: 
Positive: “An increase in the price of energy will raise production costs for many industries”.  
Normative: “An increase in the price of energy may lead some firms to cut labor costs and lay off workers.   Therefore, the government should provide firms with some tax relief in order to help them during this period.” 
C.  We Study Economics Using Different Methodologies:

Finally, one way to answer the question “how do we study economics?” is to note that we can use different methods depending on our research objectives.
Economics is a Quantitative Science

This is the overall characteristic of economic scholarship that distinguishes it from other social sciences. Most of the relationships that economists study come quantified. Thus economics makes heavy use of arithmetic and algebra, while political science, sociology, and history do not. 
Economics uses statistics to measure economic variables of interest. Moreover, economists use mathematical models to relate these variables.

The economies of nations are complex:  millions of workers, firms, and households buying and selling billions worth of goods and services a year. Economists must simplify this complexity. To understand and analyze, they must restrict their attention to a very few cause-and-effect links between economic quantities, and a handful of equilibrium conditions.  They attempt to capture these behavioral relationships and equilibrium conditions in simple algebraic equations and diagrams. Then they try to apply

their equations and graphs to the real world despite the risk that their simplified models may distort some aspects of the real world.

This focus on quantitative methods is the general tendency in economic research nowadays.  

Economic Scholarship is Either Theoretical or Empirical
Aside from the quantitative nature of economics, we can distinguish between theoretical and empirical methods.  

Theoretical economics is based on abstract theories formulated as models of how the real economic world behaves.  A model usually is made up of several mathematical equations containing variables.  Theoretical economics does not provide statistical evidence of the presented models and does not use data, but often includes complicated mathematical solutions.
To recap:

Economic Theory  A statement or set of related statements about cause and effect, action and reaction.  Two of the first economic theories you will encounter in this course are the laws of demand and supply (chapter 3).
Model  A “formal” statement of a theory, usually a mathematical statement of a presumed relationship between two or more variables.

Variable  A measure that can change from time to time or from observation to observation.

Empirical economics, on the other hand, is based on statistical evidence.  Researchers collect real data on certain variables of interest, propose a relationship between those variables (based on economic theory) and set out to determine whether the data collected proves or lends evidence to the relationship proposed.  This approach depends on hypothesis testing using standard statistical methods.
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