Core Economics: Concepts and Applications
By Subodh Mathur, Ph.D. MIT http://www.profmathur.com

Chapter 1: What is economics about?

Table of Contents

What is economics about? 1
Chapter flow 2
Prof. Akerlof’s Nobel Prize-winning model 3
Akerlof’s model had simplifying assumptions 4
Sales of used cars in the Akerlof model 5
The core message from the Akerlof model 6
Let’s look more generally at economic models 6
Role of assumptions in economic models 6
Economic models have two types of variables: endogenous and exogenous 7
Economic models have coefficients 8
Let’s look at the core fields within economics 10
Microeconomics - the small picture 11
Macroeconomics - the big picture 13
Key endogenous variables in macroeconomic models 13
Total income — GDP 13
Income inequality — Gini coefficient 14
Unemployment rate 16
Wage rate 17
Inflation rate 17
Interest rates 18
Government budget deficits 19
Exogenous variables in macroeconomic models 20
Nature of macroeconomic models 21
Let’s look at the world - International economics 21
Endogenous variables in international trade 22
Trade balance 22
Exchange rate 23
Is international trade good or bad? 24

Protecting your producers from international trade 24


http://www.profmathur.com/

Let’s look at Econometrics
Bringing in probability theory
Add a random term to an economic equation
Random term brings in probability
Which statistical technique is suitable?

Economic forecasts and policy analysis
Ten-year CBO forecasts
Steps to develop forecasts
Analysis of policy changes
Impact of Tax Cuts and Jobs (TCJ) Act of 2017 on the economy
Who pays when US tariffs go up?

Key Takeaways
Prof. Akerlof’s Nobel Prize-winning model
Let’s look more generally at economic models
Let’s look at the core fields within economics
Economic forecasts and policy analysis

25

26
26
27
28

29
29
30
31
31
32

34
34
34
34
35



Chapter 1

What is economics about?

The focus of this chapter is to give you a broad
introduction to economic concepts and their
applications.

We will look at the details in later chapters.

The focus of this chapter is to give you a broad introduction to economic
concepts and their applications. We will look at the details in later chapters.

Let’s begin by asking what do economists do. As I see it, economists do broad two
things. First, they try to understand how the economic world works.

The economic world is complex. In a market or an economy, there are many
relevant factors. If you try to look at all of them at the same time, you will find
that it is hard to figure out the relationships between them. It’s hard to see the
forest when you are looking at the trees.

Economists avoid this problem by looking at a simplified version of the real
world. We do this simplification by making assumptions. As we discuss later in
this chapter, economists make assumptions because they allow us to focus on the
main issues, features, and economic variables. Of course, we run the risk that
some of our assumptions will give us misleading results. So, it’s an art to
formulate your assumptions so that they are balanced - so that they simplify
without giving you misleading conclusions.

And it remains an art even when you use mathematics. In economics,
mathematics is just a tool that helps you to be clear, explicit, and precise. In the
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values of the Gini coefficient indicate more inequality and O implies perfect
equality.

You can see the Gini coefficients of several countries in Figure 1.3.

Figure 1.3 Income inequality — Gini coefficients
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Data source: Collated from various sources. Year varies by country.

In 2019, the US Gini coefficient was about 49, just a bit higher than China.
Germany, the fourth-largest economy in the world, had a Gini coefficient of
around 30. This indicates that incomes in Germany are less unequal than in the
US and China. The Nordic countries generally have low Gini coefficients. For
example, Denmark’s Gini coefficient is around 25.

We will discuss income inequality in Chapter 9.
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Figure 1.8. Ten-Year CBO forecast of US economy selected variables

CBO Forecast of the US economy
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Data source: US Congrssional Budget Office

Analysis of policy changes

We now look at two separate policy changes. First, we look at the changes in tax
rates enacted in 2017 under the Tax Cuts and Jobs (TCJ) Act. For this, we look at
the CBO’s analysis. Then we look at the increase in US tariffs in recent years. For
this, we look at several studies.

Impact of Tax Cuts and Jobs (TCJ) Act of 2017 on the economy

When the CBO analyzes the effect of policy changes, the changes are
reflected in the values of one or more exogenous variables in CBO’s
macroeconomic model. In 2018, the CBO postponed the release of its ten-year
forecast from January to April to have the time to analyze the effects of the
changes in tax rates enacted in 2017 under the TCJ Act. In brief, the TCJ Act
reduced the tax rates for businesses and individuals, though it expanded the
definition of taxable income.
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These are the costs in the short term. If tariffs persist, then over time, US importers will
look for and find ways to adjust their activities so that they have to buy less of the higher
cost imports. Thus, in the longer run, the annual costs will be lower than the short-run
costs. By how much? We don’t know that from these studies.

Key Takeaways

¢ Economists do two broad things. One, they try to understand how the
economic world works. Second, economists use this understanding to
forecast the economy, and to figure out the impact of policy changes on
the economy.

Prof. Akerlof’s Nobel Prize-winning model
e Markets will work better when buyers and sellers have the same or
similar information about the product. Hence, it is worthwhile to reduce
information asymmetries.
Let’s look more generally at economic models
¢ Economic models have endogenous and exogenous variables. A variable
is endogenous if its value is determined by the actions of the economic
participants in the economic model. Otherwise, it is an exogenous

variable.

e Economic models have coefficients, which measure the strength of the
relationships between the model’s variables.

Let’s look at the core fields within economics

¢ The core fields of specialization within economics are microeconomics,
macroeconomics, international economics, and econometrics.
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