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INTRODUCTION 



Three basic approaches 

BACKGROUND  
Laissez faire versus interventionism or perhaps the more appropriately 

 in the framework of economic policy the “mix between state and market”. 

The approaches are not without reciprocal relations 
 



• Set and enforce 
the rules of the 
economic game 

• Tax and spend 

• Issue and manage 
currencies 

• Produce goods 
and services 

• Fix problems (or 
pretend to) 

• Negotiate one 
with each other 

What economic policy makers do? 



The first and primary function of the state is 
the “night watchman”? The Smith’s view 

 

“Little else is requisite to carry a state to the 
highest degree of opulence from the lowest 
barbarism, but peace, easy taxes, and a 
tolerable administration of justice; all the rest 
being brought about by the natural course of 
things.” (italics JRS) 

 

Quoted by E. L. Jones (1987), The European Miracle: Environmemts, Economies, and Geopolitics 
in the History of Europe and Asia, 2nd edition, Cambridge University Press, pp. 234-235. 



JM Keynes praises the “wisdom” of mercantilists! 

 
 “The mercantilists were under no illusions as to the 

nationalistic character of their policies and their 
tendency to promote war. It was national advantage and 
relative strength at which they were admittedly aiming. 
We may criticise them for the apparent indifference with 
which they accepted this inevitable consequence of an 
international monetary system. But intellectually their 
realism is much more preferable to the confused thinking 
of contemporary advocates of an international fixed gold 
standard and laissez faire in international lending, who 
believe that it is precisely these policies which will best 
promote peace.” 

 
(italics JMK) 

The General Theory, 1936, p. 348 

“A sad aberration by a noble mind”, Lionel ROBBINS   



J.M. Keynes/F. von Hayek on a relevant 
issue to EP: Vested interests or ideas? 

“I firmly believe that in the long run human questions are guided 
by the intellectual forces” 
 

F. A. von HAYEK (1937). Monetary Nationalism and International Stability, p. 94 
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Determinants of Economic Policy 



 

THE FORCE OF IDEAS, NOT REALLY! 
(The point of view of a Keynes’s biographer) 

 
“It was not theoretical elaborations that gave rise to postwar growth. Keynes 

overestimated the role of ideas and the power of reason and underestimated the 

role of political expediency. We have seen where this error led him in his 

negotiations with the Americans during the Second World War. He believed 

until the end that reason would prevail, when in reality it was the power of the 

victor that was imposed. It was the war that created full employment and not 

the publication of The General Theory. The Marshall Plan which followed and 

allowed for Europe’s economic revival can appear as the late application of 

what Keynes had vainly hoped for in 1919. But this plan resulted more from the 

American desire to counter the Soviet bloc expansion than from reading The 

Economic Consequences of the Peace. The events that followed can be explained 

by the intersection of a series of factors in which political struggles, as much 

within countries as between countries and blocs of countries played a major 

role. Of course, Keynes’s theory was extremely useful in understanding this 

dynamic.” 
 

Dostaler,  G. 2007, Keynes and his Battles, Edward Elgar, p. 258 



VOLCKER’S ADVICE: “PULL ECONOMICS BACK INTO THE 
REAL WORLD OF POLITICAL ECONOMY” 

PAUL VOLCKER (1927 - …) 
President of the Federal Reserve during two mandates (1979-1987) 



A simple representation of EP 

• Objectives: 
 efficient utilization of resources, improvement of 
 welfare, full employment, price stability, fair 
 distribution of income, environmental sustainability, 
 etcetera. 
• Instruments:  
 interest rate (monetary policy), level of public 
 expenditures and taxes (fiscal policy), among others. 
• Institutions:  
 capital markets 
 economic policy decisions 
 social capital 



The Economic Policy Regime 
• A set of economic targets/priorities 
• A nominal anchor 
  Fixed exchange rate/convertibility 
  Money supply rule 
  Inflation/price level target 

• A division of labor (assignment) 
  The government (fiscal policy) 
  The central bank (monetary policy) 

• A mode of conduct 
  Discretion 
  Rules - commitment 

• A system of constraints 
  Political – declared policy 
  International –binding agreements 
  Constitutional 
  Expectational – anticipations, behavior 
 

(From Hans Tson Soderstrom, Stockholm School of Economics) 



DISCRETION VERSUS RULES 

     

 DISCRETIONARY MEASURES are those taken 
by policy decision-makers, according to their 
own evaluation, and on a basis case by case. 
RULES (assignment) are instruments of 
economic policy put in force without the 
necessity of observing and deciding on the 
basis case by case.  



Possible relations between objectives: 
independents, complements, conflicts, 

complements/conflicts 



Tinbergen Rule as a basic framework for EP 



TINBERGEN RULE 

With n objectives and p instruments we may conceive the 
following three cases: 
a)  p = n the number of instruments equals the number of 

objectives allowing to reach a unique solution in the field 
of instruments. 

b)  p < n the number of instruments is lower than the 
number of objectives what does not allow a solution for 
the problem because there are not sufficient instruments 
for the level of intended objectives. 

c)  p > n the number of instruments is higher than the 
number of objectives what allows several solutions in 
the field of instruments. 

Thus disequilibria may arise within the context of Tinbergen Rule, for 
example when the number of instruments is lower than that of objectives. 



Loss function (F) and the trade-offs in EP 
If the government has a higher number of 
objectives (n) than instruments (p) to attain them, 
its preferences can be expressed by a loss function 
that depends on the difference between each n 
variable and its desired value. This difference may 
be minimized, depending on the values attributed 
by government to the p policy variables. 
Summarizing: 

TINBERGEN RULE: 

To reach n independent  policy objectives, needs at 
least an equal number of policy instruments (p). 



Phillips curve: an example of contradictory objectives 
based on the inverse relationship between inflation 

and unemployment 



Marginal trade-offs versus structural 
reforms 



Inter-temporal trade-offs 

Structural 
reforms 
are often 
viewed as 
having 
negative 
short-
term but 
positive 
long-term 
effects. 



THE EXAMPLE OF TWO OBJECTIVES SCARCELY COMPATIBLE. 



THE WHYS AND HOWS OF PUBLIC 
INTERVENTION 
 



A Starting Point: Welfare Theory 
• First theorem of welfare (Arrow and Debreu) 
 - “Any competitive equilibrium is a Pareto optimum” 
 - In this case, it is not possible to improve the welfare of an 
 economic agent without reducing that of another one. 

• Redistribution is possible, but based on which 
criterion? 

• Strong validity conditions: 
 - perfect competition 

 - perfect information 
 - complete markets 

 
For von Hayek “perfect competition” is the “competition without competition”, and, in 

particular, he demolished one of its pillars that of free (or costless) and complete 
information. According to him, knowledge to compete is all but free! 

For details, see F. Von Hayek (1946), “The Meaning of Competition”, in Individualism and Economic 
Order,  Chicago University Press (edition of 1980), pp. 92-106. 



The Three Functions of Economic Policy 

Output gap: the difference between actual (Yt) and potential output (  t). Y



Why to intervene for stabilization? 

• ACCORDING TO KEYNES THERE ARE TWO MAIN 
REASONS (macroeconomic arguments) 

 
•  Animal spirits: the instability of private 

behavior, particularly that of entrepreneurs, 
which is influenced by spontaneous 
expectations leading alternatively to excessive 
optimism or excessive pessimism. 

• The nominal rigidity of wages and prices that 
prevents the auto correction of the market to 
reestablish full employment. 

 
 



“Animal spirits versus savings” 



BREAKING LINES 
The Austrian explanation of the 

economic process is based on the role 
of savings and time-preference (the 

trade off between immediate 
consumption and savings/investment). 

 From:  

Time and Money:  

The Macroeconomics of Capital Structure 

by Roger W. Garrison 

London: Routledge, 2001 



INVESTIMENT/(SAVINGS) 

Let’s note the difference that an initial increase in savings brings to 

the pattern of consumption and investment (we are in the context of 

the well known PPF) 

Without an initial increase in saving, consumption and investment 

increase modestly from one period to another. 

With an initial increase in savings, investment increases at the 

expense of consumption, after which both consumption and 

investment increase dramatically from one period to the other.d to 

another. 
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INVESTIMENT/SAVINGS 

Going to the fourth period, initial savings turned into a higher level 

of consumption than would otherwise have been possible. 
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CHINA: SAVING AND INVESTMENT, 2002-2015 

Source: 

IMF, 

2016 

External 

Sector 

Report, 

July 2016 

What about “The Global Savings Glut” (Ben Bernanke)? 



DISPOSABLE INCOME AND SAVINGS RATE  
IN PORTUGAL SINCE 2000 

 

SOURCE: IMF Report, 2016 



Investment growth in some EU member 
states, including Portugal  

(OECD forecasts for 2017-2018, February 2017) 



More on Redistribution 



Direct and indirect effects of typical 
EP measures 



EVALUATING PUBLIC POLICIES 
 



Income distribution policies (or redistribution) 

In many countries, income and wealth distribution among individuals became one of the 
most important issues for economic policymakers, there is however substantial differences: 
  Benthamian function: maximum aggregate utility with present distribution 
          Rawlsian function: maximum utility of the poorest individual 
  Total equality function: equal utility among all individuals 



Winners and losers in the economic 
policy realm: 

Two examples through partial and 
general equilibriums calculations 







The case for allocation policy and measures 
from the microeconomic point of view 



GDP as a proxy of welfare 





THE LIMITS OF ECONOMIC POLICY 
 



THE LIMITS OF ECONOMIC POLICY 

• Break with the representation of economic 
policy as an “engineer’s science”. To introduce 
limits of economic policy, criticisms, debate over 
its effectiveness. (The Nobel speech of Hayek in 
1974 that largely focuses on the subject will be 
analyzed in the practical class). 

• Break with the single-actor representation of 
economic policy. Introduce multi-level 
governance and international interdependence 
(at the end of this chapter). 



Why do economic policy regimes change? 
• POLITICAL DISRUPTIONS 
  War  
  Revolution 
  Constitutional changes 
  Elections 
 
• INTERNATIONAL ECONOMIC DEVELOPMENTS 
  Global trading system 

International financial system 
  Economic unions 
 
• FAILURE OF EXISTING REGIME 
  New types of shocks 
  Institutional changes 
  Changes in policy expectations 
 
• DEVELOPMENTS IN MACROECONOMIC THEORY 
  

 

(From Hans Tson Soderstrom, Stockholm School of Economics) 



THE DOMINANT PARADIGM OF THE FIRST 
DECADES OF ECONOMIC POLICY 



1970s: The model in crisis, and the 
“stop and go” policies 



In the 1970s: The questioning of the economic 
policy bases of the first decades began 

• FOUR LIMITS 
  1. Policymakers have an imperfect knowledge of the   
  economy and of future risks. 
  2. There is a question of confidence: policymakers may not  
 convince economic agents that they will effectively do what  
 they are saying. 
  3. Policymakers may not have the necessary information. 
   4. Policymakers may not prosecute the general interest. 
  
• TWO RESPONSES 
  1. Independent agencies and bodies. 
  2. To create rules that limit the behavior of decisionmakers. 

 

The target of the criticism: The state, in its decisions, as 
omniscient, omnipotent, and benevolent. 



The limits of knowledge II 

• Insufficient knowledge 
of the agents’ 
preferences and the 
structure of the 
economy. 

• Households and 
businesses react and 
anticipate EP measures. 

• Uncertainties in models 
and parameters. 

• Precautionary Principle. 

• LUCAS CRITIQUE 

 Parameters are estimated 
 on the  basis of what 
 occurred in the past. Shifts 
 in EP are incorporated in 
 the agents’ expectations 
and  affect their behavior. 

 

• RATIONAL EXPECTATIONS  

 Agents have information 
 and knowledge anticipating 
 the effects of EP measures. 



Accounting for risk 



The case against normal distributions as representative of 
major economic and financial trends: consequences for EP 

Benoît Mandelbrot 
(1924-2010) 

 

It has usually been supposed … that 
financial asset returns follow a normal 
probability distribution. For financial 
economists this is a very convenient 
assumption, but, in practice, it is not valid 
and the 2007-09 financial meltdown 
provided a powerful example of an extreme 
financial risk. As noticed by Mandelbrot, 
there have been 48 days in the period 
1916-2003 when the Dow Jones, moved 
by more than 7% in a single day, an event 
which should occur once every 300,000 
years in a normal distribution. 
Mandelbrot has advocated using a more 
general class of distributions, the Pareto-
Levy distribution, which exhibit fat tails and 
sometimes do not even have a finite 
variance. (pp. 69-70). 

Fat Tails 

B. MANDELBROT (1963). The Variation of Certain Speculative 
Prices. The Journal of Business, pp. 394-419. 



In the economic sphere, an act, a habit, an institution, a law 
produces not only one effect, but a series of effects. Of these 
effects, the first alone is immediate; it appears 
simultaneously with its cause; it is seen. The other effects 
emerge only subsequently; they are not seen; we are 
fortunate if we foresee them … 
There is only one difference between a bad economist and a 
good one: the bad economist confines himself to the visible 
effect; the good economist takes into account both the effect 
that can be seen and those effects that must be foreseen. Yet 
this difference is tremendous; for it is almost always the case 
that when the immediate consequence is favorable, the later 
consequences are disastrous, and vice versa. Hence it follows 
that the bad economist pursues a small present good that 
will be followed by a great evil, while the good economist 
pursues a great good to come, at the risk of a small present 
evil. (underlined by JRS) 

FRÉDÉRIC BASTIAT 
(1801-1850) 

What distinguishes the bad economist from the good 
one, according to Bastiat, and its relevance for 
economic policy! Visible and Invisible Effects at Work 

From “Ce qu’on voit et ce 
qu’on ne voit pas” (1850) 

“In the long run we are all dead.” 
JMK, A Tract to Monetary Reform (1923) 



In spite of all criticisms, past or present, JM Keynes is 
or even was any time “dead” in the post-war era? 

In a very clairvoyant essay published right in the middle of the so-called 
‘New Classical Revolution’ (1977), James Tobin (awarded with the Nobel 
Prize in 1981) considered that Keynes was far from dead and was in fact 

very much alive and kicking. A close look at modern economics will reveal 
that Keynes never left center stage in economic thought and certainly not 

in policy circles … 
 
Adapted from P. BOETTKE and P. NEWMAN (2016), “The Keynesian liquidity trap: an Austrian 
critique”, in S. Kates, ed. What’s Wrong with Keynesian Economic Theory, Edward Elgar, p. 12. 
 
Tobin’s work: TOBIN, J. (1977). “How dead is Keynes?”, Economic Inquiry, 15 (4), 459-468. 
 
 

IMPORTANT REMARK: 
KEYNESIANISM VERSUS CLASSICAL AND AUSTRIAN APPROACHES OR EVEN THE “MARXISM OF 

MARX”: Aggregate demand versus capital and its structure 
 

Some minority views consider that, perhaps with the exception of finance (where the 
developments, although out of specific Keynesianism, were not necessarily better), Keynesian 
economics and policy largely prevailed during the last decades, no matter the short-term 
economic context, and the criticism was more often characterized by refinements or 
academic fashions of short duration, effectively marginal and without real and significant 
impact on the economic and policy design. 



The limits of confidence 



The limits of information 

• Policymakers do not have full access to 
information, which is used strategically by those 
with access to it. 

• Risk of REGULATORY CAPTURE 

• Major issue for: 

 

 

• Theory PRINCIPAL-AGENT, CONTRACT THEORY: 

 



STATE DECISION AND THE GENERAL INTEREST 
(“The limits of benevolence”) 

• QUESTIONING THE OBJECTIVES OF STATE DECISIONS 

  

• CAUSES OF NOT COMPLYING WITH THE GENERAL 
INTEREST 

  1. Capture – the pressure of interest groups 

  2. Political cycle   

  3. The decision maker is biased by some reason  – 
   party, region, class, corporation 

 

• THE ROLE OF THE MEDIAN VOTER 

 



Solutions: incentive contracts for politicians, 
procurement rules, anti-bribery, delegation to 
independent agencies, etc. 







LIVING WITH INTERDEPENDENCES: AN 
UPDATED VIEW 
 



Trade and financial openness 



Trade-income elasticity and Ratio Exports/GDP – 
 Global Economy 

Source: Escaith and Miroudot, ch. 7 in Hoekman (2015). 



World FDI Stock (Inward) 

(millions of USD, current prices) 

     1980                  506 602 

     1985                    963 352  

     1990        1 941 252 

     1995       2 914 356 

     2000       5 786 700 

     2005     10 180 063 

     2007     15 210 560 

     2010     20 380 000 

     2013     24 665 000 

     2015     24 983 000 
 

Source: UNCTAD, several years 



Source: The Economist, 27th January, 2017 



How much global interdependencies actually limit national 
economic policies? Facing the risk of exaggeration by some 

voices a more careful analysis seems to be necessary. 

Years 2007-2009, in  P. Ghemawat (2011), World 3.0, HBRP,  p. 30 



The pros and cons of coordination 








