


Thinking like an
Economist

TKLV LV a TXRWH IURP P\ HFRQRPLFV SURIHVVRU, ZKR H[SOaLQHG
WKLV WR PH IaU PRUH OXFLGO\ WKaQ I aP H[SOaLQLQJ LW WR \RX.
TKLV PHaQV ZH WU\ WR ILQG a Za\ RI UHSUHVHQWLQJ WKH
SKHQRPHQa ZH aUH WU\LQJ WR H[aPLQH ZLWK a VHW RI
aVVXPSWLRQV abRXW KRZ LW ZRUNV. 

WK\ GR WKLV? WH KHaU a ORW RI LQVaQH H[aPSOHV IURP WKLV,
H[FOXGLQJ a ORW RI VWXII ZH H[SHFW WR bH LPSRUWaQW. SXUHO\, ZH
VKRXOG MXVW ORRN aW WKLQJV LQ WKHLU IXOO FRPSOH[LW\ LI ZH ZaQW
WR VHH KRZ WKH\ ZRUN LQ WKH UHaO ZRUOG. 

HRZHYHU, LQ HFRQRPLFV WKHUH LV aQ LPPHQVH aPRXQW RI
ŢQRLVHţ WR RXU ŢVLJQaOţ. A SHUVRQţV FKRLFH RI bX\LQJ aQ aSSOH
ZLOO GHSHQG RQ a PLOOLRQ WKLQJV: WKH SHUVRQţV PRRG, KRZ
UHFHQWO\ WKH\ KaYH VHHQ aQ aGYHUW WR bH KHaOWK\, aQG VR RQ. II
ZH WU\ WR XQGHUVWaQG HYHU\WKLQJ aW RQFH, WKHUH LV QR KRSH LQ
XQGHUVWaQGLQJ aQ\WKLQJ PHaQLQJIXOO\ aV aQ\ UHVXOW FaQ bH
aVVLJQHG WR a PLOOLRQ FaXVHV, aQG QRWKLQJ FaQ bH GHILQLWLYHO\
SURYHQ. 

EFRQRPLVWV UHVROYH WKLV b\ WU\LQJ WR bXLOG a VLPSOHU VHW RI
UXOHV - WaNLQJ VRPH WKLQJV aV JLYHQ, VRPH WKLQJV aV LUUHOHYaQW -  
aQG WU\LQJ WR bXLOG VLPSOH UXOHV ZKLFK FaQ ORJLFaOO\ FRQQHFW 

‘Economists do it with models.z



WR bRWK bH ORJLFaOO\ SOaXVLbOH LQ WKHLU RZQ ULJKW, aQG
UHSUHVHQW WKH UHOaWLRQVKLSV ZH FaQ VHH LQ WKH UHaO ZRUOG. 

IMPORTANTLY, a ŢPRGHOţ LV QRW a GHVFULSWLRQ RI KRZ WKH
ZRUOG LV, a JUHaW H[aPSOH bHLQJ WKH XWLOLW\ Pa[LPLVHU PRGHO.
A FRPPRQ aVVXPSWLRQ LV WKaW aQ aJHQW (a SHUVRQ LQ HIIHFW) LQ
a PRGHO KaV SHUIHFW LQIRUPaWLRQ aQG GHULYHV a QXPHULFaO
YaOXH RI ŢXWLOLW\ţ IURP FRQVXPLQJ JRRGV aQG KaV VRPH NLQG RI
FRVW FRQVWUaLQW ZKLFK WKH\ aUH WU\LQJ WR Pa[LPLVH XWLOLW\ RI. 

TKLV LV QRW KRZ I bX\ WKLQJV, aQG IţP VXUH LW LV QRW KRZ \RX
GR HLWKHU. AQG LWţV QRW PHaQW WR bH! BXW WKH UHaVRQ ZH PaNH
WKLV aVVXPSWLRQ LV WKaW WKLV LV a PXFK VLPSOHU Za\ RI VHHLQJ
KRZ ZH PaNH GHFLVLRQV aQG ZH FaQ XVH LW WR XQGHUVWaQG WKH
Za\ WKaW UHaO SHRSOH GR.  

SXSSRVH \RX JR WR WKH VKRSV aQG \RX bX\ aQ aSSOH, a
FKRFROaWH baU aQG VRPH RWKHU JRRGV. YRX KaG a YaULHW\ RI
FRPSOH[ aQG LQVFUXWabOH UHaVRQV IRU WKLV. FHHOLQJ a FUaYLQJ,
IHHOLQJ JXLOW IRU WKH FUaYLQJ aQG ZaQWLQJ WR bH KHaOWK\,
bX\LQJ OaXQGU\ GHWHUJHQW bHFaXVH LW VPHOOV OLNH WKH RQH \RX
JUHZ XS KaYLQJ XVHG (ZKLFK KaV bHHQ VKRZQ WR bH a UHaO
GHWHUPLQaQW IRU ZKLFK OaXQGU\ GHWHUJHQW SHRSOH bX\).

NRZ, LPaJLQH a ŢXWLOLW\ bRWţ GRHV WKH VaPH VKRS ZLWK WKH
VaPH bXGJHW aQG KaV a VHW RI aUbLWUaULO\ aVVLJQHG XWLOLWLHV
aVVRFLaWHG ZLWK HaFK SURGXFW LQ WKH VWRUH, ZKLFK OHaGV LW WR
PaNH WKH H[aFW VaPH SXUFKaVHV aV \RX GR. 

NRZ VXSSRVH WKH SULFHV FKaQJHG a OLWWOH, Pa\bH SHaUV ZHUH a
OLWWOH FKHaSHU, RU \RXU FKRFROaWH baU ZaV a OLWWOH PRUH
H[SHQVLYH. YRX PLJKW PaNH GLIIHUHQW FKRLFHV KHUH, RU \RX
PLJKW QRW, \RX PLJKW GHFLGH WKaW \RX MXVW UHaOO\ ZaQW aQ
aSSOH, HYHQ LI a SHaU ZRXOG bH FKHaSHU, RU \RX PLJKW VZLWFK. 



TKH XWLOLW\ bRW PLJKW PaNH GLIIHUHQW FKRLFHV aV ZHOO. II WKH
XWLOLW\ bRW PaGH WKH VaPH FKaQJHV \RX GLG, Pa\bH ZH FaQ Va\
LW PRGHOV \RXU SUHIHUHQFHV ZHOO, LQ WKH VHQVH WKaW LI ZH ZaQW
WR NQRZ KRZ \RX ZRXOG SURbabO\ UHaFW WR a FKaQJH LQ SULFH,
ZH FRXOG MXVW SOXJ LW LQWR WKH XWLOLW\ bRW aQG KaYH a SUHWW\
JRRG JXHVV. 

TKLV JHWV a ORW HaVLHU ZKHQ \RX FRQVLGHU WKaW ZH aUH WU\LQJ WR
HVWLPaWH WKH GHFLVLRQV RI WKH aYHUaJH SHUVRQ. Sa\ LQVWHaG RI
MXVW \RX, 100 SHRSOH ZHQW WR VKRS LQ WKH VaPH VWRUH, aOO ZLWK
WKHLU RZQ XQLTXH IRLbOHV, LQWHUHVWV aQG YaULaQFHV. TKH aYHUaJH
ZaV WaNHQ, aQG a XWLOLW\ IXQFWLRQ LV XVHG WR FUHaWH WKH VaPH
UHVXOWV. II WKHUH ZaV a VOLJKW SULFH FKaQJH, ZH ZRXOG H[SHFW
WKH UHVXOWV RI WKH IXQFWLRQ aQG WKH 100 SHRSOH WR bH IaU PRUH
VLPLOaU aV WKH YaULaQFHV aQG HFFHQWULFLWLHV ZRXOG bH PRUH
OLNHO\ WR FaQFHO RXW, OHaYLQJ RQO\ WKH UHVSRQVH WR SULFH (ZKLFK
LV ZKaW WKH XWLOLW\ IXQFWLRQ VKRXOG FaOFXOaWH). II ZH WaONHG
abRXW WKH aYHUaJH RI a WKRXVaQG SHRSOH, RU a PLOOLRQ, WKHQ
WKH XWLOLW\ IXQFWLRQ VWaUWV ORRNLQJ OLNH a YHU\ UHOLabOH PRGHO
IRU bHKaYLRXU LQGHHG. 

TKLV LV a GHIHQFH RI WKH PRGHO RI XWLOLW\ Pa[LPLVaWLRQ, bXW
PRUH JHQHUaOO\ I aP WU\LQJ WR H[SUHVV WKaW PRGHOV aUH
QHFHVVaU\ aQG YaOXabOH LQ HFRQRPLFV (aQG PaQ\ RWKHU
GLVFLSOLQHV) bHFaXVH WKHUH LV VR PXFK JRLQJ RQ ZLWK VR PaQ\
GLIIHUHQW SRVVLbOH FaXVaO IaFWRUV WKaW LVROaWLQJ WKH FaXVH RU
FRQVHTXHQFH RI aQ\WKLQJ LV H[WUHPHO\ GLIILFXOW LQ WKH UHaO
ZRUOG, bXW LI ZH PaNH a VLPSOH, FRPSUHKHQVLbOH PRGHO ZLWK
UHOaWLRQVKLSV ZH XQGHUVWaQG aQG LW UHVHPbOHV WKH UHaO ZRUOG
GaWa, WKHQ WKaW aOORZV XV WR OHaUQ WKLQJV abRXW ZKaW PLJKW
aFWXaOO\ PaWWHU ZLWKLQ WKH FRPSOH[ PRGHO. 

OK, ZH VKRXOG QRZ (KRSHIXOO\) bH FRQYLQFHG WKaW XVLQJ
PRGHOV LV a JRRG Za\ RI OHaUQLQJ WKLQJV. SR, ZKaW LV a PRGHO? 



AQG PRUH LPSRUWaQWO\ ZKaW VKRXOG LW GR? A PRGHO LV, aW LWV
VLPSOHVW, a ŢVHW RI aVVXPSWLRQVţ, aVVXPSWLRQV bHLQJ WKLQJV ZH
aVVHUW WR bH WUXH. FRU H[aPSOH: ŢaOO FaWV aUH RUaQJHţ aQG ŢaOO
RUaQJH WKLQJV KaYH RQH bUaLQFHOOţ LV a PRGHO, aQG ZH FaQ HYHQ
GUaZ FRQFOXVLRQV IURP LW (aOO FaWV KaYH RQH bUaLQFHOO).
ObYLRXVO\, WKLV LVQţW a YHU\ JRRG PRGHO, bXW LW LV a PRGHO.   

UVXaOO\, LQ HFRQRPLFV ZH GHaO ZLWK PRGHOV PaWKHPaWLFaOO\.
FRU H[aPSOH, ZH Pa\ Va\ WKaW WKH UHaO LQWHUHVW UaWH LV WKH
QRPLQaO LQWHUHVW UaWH PLQXV WKH LQIOaWLRQ UaWH RU ZULWH aQ
HTXaWLRQ WR H[SOaLQ WKH LPSaFW RI FaSLWaO aQG OabRXU RQ
RXWSXW. TKHVH aUH VWLOO aVVXPSWLRQV aQG bHKaYH LQ WKH H[aFW
VaPH Za\ aV WKH VLPSOHU aVVXPSWLRQV abRYH. WH GHVLJQ a VHW
RI FOaLPV abRXW WKH ZRUOG aQG VHH ZKaW FRQFOXVLRQV ZH ZRXOG
KaYH WR GUaZ LI WKHVH WKLQJV ZHUH WUXH. 

FURP KHUH ZH FaQ WHVW WKH FRQFOXVLRQV ZH GUaZ IURP WKH
PRGHO aJaLQVW ZKaW ZH VHH LQ WKH UHaO ZRUOG. II WKHUH LV a
VWURQJ UHVHPbOaQFH (ZKaW ZHţG H[SHFW WR VHH LQ WKH PRGHO LV
ZKaW ZH aFWXaOO\ VHH LQ WKH UHaO ZRUOG), ZH Pa\ bH abOH WR GR
WZR WKLQJV.

FLUVWO\, ZH FaQ JaLQ LQVLJKW abRXW ZKaW aFWXaOO\ LV FaXVaWLYH
LQ WKH UHaO ZRUOG. FRU H[aPSOH, LI a PRGHO ZKLFK VROHO\
aVVXPHV HFRQRPLF JURZWK LV PaWKHPaWLFaOO\ UHOaWHG WR
WHFKQRORJLFaO FKaQJHV LV PRVWO\ ULJKW abRXW WKH WUaMHFWRU\ RI
HFRQRPLF JURZWK, WKHQ WKaW WHOOV XV WKaW WHFKQRORJLFaO FKaQJH
LV SURbabO\ aQ LPSRUWaQW IaFWRU ZKLFK QHHGV WR bH LQFOXGHG
LQ IXWXUH PRGHOV.

II WKH PRGHO LV YHU\ FORVH WR bHLQJ FRUUHFW (RU HYHQ MXVW WKH
FORVHVW ZH KaYH WR bHLQJ FRUUHFW) ZH FaQ HYHQ XVH LW WR SUHGLFW
WKLQJV abRXW WKH UHaO ZRUOG (LI WKHUH ZaV a WHFKQRORJLFaO
bUHaNWKURXJK WRPRUURZ, ZKaW ZRXOG LW GR WR WKH HFRQRP\). 



HRZHYHU, PRGHOV UXQ LQWR WZR YHU\ bLJ SURbOHPV.

FLUVW, LI \RX aUH WU\LQJ WR JHW a VHQVH RI ZKLFK IaFWRUV aUH
LPSRUWaQW WKURXJK a PRGHO, LW LVQţW VXIILFLHQW WR PHUHO\
RbVHUYH a VWURQJ FRUUHOaWLRQ. II IaFWRUV aUH aVVRFLaWHG, HYHQ
YHU\ VWURQJO\ VR, WKLV GRHVQţW PHaQ \RX KaYH VKRZQ FaXVaOLW\. 

FRU H[aPSOH, SHUKaSV WZR IaFWRUV ZKLFK VHHP LQWHUUHOaWHG
aUH bRWK MXVW FRQVHTXHQFHV RI a WKLUG IaFWRU, RU WKH RQH ZKLFK
\RX H[SHFW WR FaXVH WKH RWKHU LV LQ IaFW WKH FaXVHG IaFWRU, RU
FaXVaOLW\ GRHV H[LVW, bXW RQO\ XQGHU a VSHFLILF VHW RI
FLUFXPVWaQFHV ZKLFK \RX GRQţW UHFRJQLVH. IW LV HYHQ SRVVLbOH
IRU WKH ZKROH FRQQHFWLRQ WR bH SXUHO\ UaQGRP FKaQFH, aV
HFRQRPLFV LV VR bLJ, ZLWK VR PaQ\ IaFWRUV, WKaW \RX aUH
YLUWXaOO\ JXaUaQWHHG WR VHH VRPH aSSaUHQW FRUUHOaWLRQ HYHQ
b\ VKHHU FKaQFH.

TKLV PHaQV HFRQRPLF PRGHOV FaQţW MXVW bH MXVWLILHG b\
UHVHPbOLQJ WKH ZRUOG, WKH\ PXVW aOVR VWaQG RQ WKHLU RZQ
ORJLF. II ZH PaNH a PRGHO ZKLFK VWaWHV WKaW X LV FaXVHG b\ Y,
RU HYHQ WKaW X LV FRUUHOaWHG ZLWK Y, ZH FaQQRW MXVW SRLQW WR
SaVW H[aPSOHV RI X aQG Y bHLQJ FRUUHOaWHG, QR PaWWHU KRZ
QXPHURXV WKH\ aUH. IQVWHaG, ZH PXVW aOVR SURYLGH aQ
H[SOaQaWLRQ IRU ZK\ WKLV PRGHO PaNHV VHQVH, HOVH ZH UXQ WKH
ULVN RI MXVW PaWFKLQJ YaULabOHV ZKLFK aSSHaU FRUUHOaWHG
ZLWKRXW aFWXaOO\ FRQVLGHULQJ WKH LQWHUFRQQHFWLRQ bHWZHHQ
WKHP. 

SXSSRVH ZH KaYH GRQH WKaW aQG KaYH FUHaWHG a PRGHO ZKLFK
OLQNV FRQFHSWV LQ a VHQVLbOH aQG ZHOO MXVWLILHG Za\. NRZ ZH
PXVW VXSSRVH ZH KaYH a PRGHO ZKLFK GHVFULbHV WKH IXWXUH
aQG FaQ IHHO FRQILGHQW SUHGLFWLQJ WKH IXWXUH baVHG RQ LW.
UQIRUWXQaWHO\, WKLV UXQV LQWR RXU VHFRQG SURbOHP, ZKLFK LV
WKaW WKHUH LV a IXQGaPHQWaO WUaGH RII bHWZHHQ WKH VLPSOLFLW\
RI WKH PRGHO aQG ZKaW LW FaQ H[SOaLQ. 
 



We PaNe PRdeOV becaXVe Ze ZaQW WR caSWXUe ZKaW Ze caUe
abRXW LQ WKe ZRUOd VLPSO\, bXW aV a PRdeO gURZV PRUe
cRPSOeWe, LW gURZV PRUe cRPSOe[, ZLWK PRUe WKLQgV QeedLQg
WR be cRQVLdeUed aQd LQcOXded. A VLPSOe eOegaQW PRdeO,
ZKLcK e[SOaLQV a cRQceSW dLUecWO\ aQd cOeaUO\ (aQd VR LV
e[SOaLQabOe aQd acWLRQabOe) OLNeO\ dReVQţW e[SOaLQ WKe fXOO
VLWXaWLRQ SURSeUO\, aQd a PRdeO WKaW LQcOXdeV eQRXgK WR WUXO\
caSWXUe aOO WKaW LV acWXaOO\ KaSSeQLQg LV SURbabO\ WRR
cRPSOe[ WR UeaOO\ aLd XQdeUVWaQdLQg. TKXV, PRdeO PaNLQg LQ
ecRQRPLcV LV a baOaQcLQg acW Rf e[SOaLQLQg WKLQgV VLPSO\
eQRXgK WR be cOeaU, aQd cRPSOe[O\ eQRXgK WR be WUXe.  

TKe XSVKRW Rf WKLV LV VLPSO\ WKaW ecRQRPLVWV WKLQN ZLWK
PRdeOV WR XQdeUVWaQd aQd e[SOaLQ WKe ZRUOd, aQd WKaW PRdeOV
caQ be XVed WR accXUaWeO\ UeSUeVeQW cRPSOe[ WRSLcV VLPSO\.
TKLV PeaQV Ze caQ gUaVS cRQceSWV aQd VROYe SURbOePV b\
ZRUNLQg RXW ZKaW LV aQd LV QRW VLgQLfLcaQW WR cRPSOe[
ecRQRPLc LVVXeV. HRZeYeU, a PRdeO LV b\ QaWXUe, QeYeU a
cRPSOeWe UeSUeVeQWaWLRQ Rf WKe UeaO ZRUOd, aQd aUe ZRUWK
ORRNLQg aW, aQd aVNLQg TXeVWLRQV abRXW ZKaW LW aVVXPeV aQd
ZKaW LW OeaYeV RXW. 

TKe fLQaO SaUW Rf WKLV OLWWOe eVVa\ LV ŢZK\ VKRXOd I caUeţ, bXW I
WKLQN WKLV LV aQ eaV\ TXeVWLRQ. MRdeOV aUe XVed b\ SeRSOe WR
VROYe UeaO SURbOePV ZKLcK affecW \RX: WKe BaQN Rf EQgOaQd
cRQVXOWV PRdeOV WR VeW LQWeUeVW UaWeV, WKe gRYeUQPeQW cRQVXOWV
PRdeOV WR SURPRWe gURZWK. If WKeVe PRdeOV aUe ZURQg, WKeQ
WKe PLVWaNeV SeRSOe PaNe becaXVe Rf WKaW ZLOO PaVVLYeO\
affecW \RX. IQ addLWLRQ, eYeQ Lf WKe PRdeOV aUeQţW ZURQg, LW LV
daQgeURXV WR QRW XQdeUVWaQd WKeP. EcRQRPLc PRdeOV VKRXOd
QRW be WKLV LQcRPSUeKeQVLbOe dRgPa, Lf WKe\ aUe, SeRSOe ZLOO
acceSW XQQeceVVaU\ aQd XQfaLU KaUdVKLS ZLWK WKe cRQYLcWLRQ
WKaW WKe PRdeO caQţW be ZURQg, RU faOO WR cRQVSLULcLVP ZLWK
WKe cRQYLcWLRQ WKaW ecRQRPLVWV aUe MXVW PaNLQg LW XS. TR be a 



 a gRRd cLWL]eQ aQd WR fXOO\ WaNe adYaQWage Rf WKe dePRcUac\
Ze OLYe LQ, I beOLeYe LW LV QeceVVaU\ WR XQdeUVWaQd WKe UXOeV
ZKLcK gRYeUQ XV aQd fRUP RSLQLRQV RQ WKeP, aQd WKaW
aSSOLed WR ecRQRPLcV WRR. 

I ZRXOd OLNe WR WKaQN P\ ecRQRPLcV SURfeVVRU, JaPeV FRUdeU,
fRU e[SOaLQLQg WKLV WR Pe, aQd P\ UeadeU (Lf \RX KaYe
bRWKeUed WR geW WKLV faU), fRU WU\LQg WR XQdeUVWaQd. 
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