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No — as long as you do not expect soothsaying,
it is remarkably successful

Think again. Think Prospect
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Rip it up and start again: the case for a
new economics

Until we Id textbook, we'll never o the
challenges of the modern world—or move beyond

neoliberalism

Chris Giles. An analysis of my probable motivations and my

constraints working in the rigorous Financial Times newsroom

by Howard Reed / April 13, 2018 / Leave a comment

Published in May 2018 issue of Prospect Magazine m n
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‘ Head to Head Economic forecasting

Has economics failed? In defence of the economists

Our field is not perfect. But the idea that it is sg#8inted we must
Two exper el T and start again" isn't just pessiieft—it is based on
v f inaccuracies

in | u Save
by Diane Coyle / April 13, 2018 / Leave a comment
Tom Clark and Chris Giles APRIL 24, 2018 B 275 E

auDistributional effects of tax and benef
~ the UK (compared to income-upr:

Yes — outdated frameworks still inform policy
prescriptions
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QUESTION 2.5

CHOOSE THE

CORRECT ANSWER(S)
Look again at Figure 2.12 which
depicts isocost lines for the

1600s and the 1700s in Britain.

Which of the following is true?

The flatter isocost line
HJ for 1600s Britain indicates
higher wages relative to the
price of coal.

Yann Algan
CORE-Sciences Po, Paris
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Economics teaching in trouble
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Economics teaching in trouble

Students

Lecturers

Employers/
Public policy

Economics is hard, boring and unrelated to
guestions we want to answer

Teaching a standard principles course is e4
but student engagement is poor and the

content does not reflect advances in
economics and the way we do research

Economics graduates are technically
competent but unable to relate their
knowledge to other team members or appl
to problems
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CORE: A global collaboration of researchers

A Researcherandteachersfrom around the world¢ from
Colombia to Bangalore, from Sciences Po to Columbiz
University
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YSOAY h Qw2 dzN] BegimOzkaynak A United by thegoal of creating high quality open access

University of Oxford - 2 & I Unikeosity resources tdoring to studentsthe best of economics

A Enabling them to engage @valuation and debate®sn
the pressingpublic policy issuesf today
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Teaching the tools of economigsnotivated & disciplined by facts

In this video, Nobel laureate James Heckman and Thomas Piketty explain how collecting data has
been fundamental to their work on inequality and the policies to reduce it.
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% students

Examination results in 2016 of the first CORE cohort in their conventiecahd yeaintermediate micro and

Macro exams.:
Comparison of first CORE cohort (n=269) with last@@iRE cohort (n=288)
Students who had studied CORtfie(black barsperformed better in intermediate micro & macro
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% students

UCL Intermediate Microeconomics
40 Students who took CORE in first year compared to traditional teaching
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Just better
students that
year?

What could
explain this?
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Why does it work? Teaching the tools of econongiésasible sets and preference

¢ motivated by and applied to real problems in the world

Strategic interaction:
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Why does it work? Developing mathematical understanding in the context of
economic problems

Anil's indifference curves
_ Feasible (when somewhat altruistic)
12
payoffs J
frontier I € Anil's indifference
N ¢« curves (when completely selfish)

10 4

LEIBNIZ

Bala’s payoff (thousands of rupees)

5 4
3l AD\B
Feasible
ayoffs set i
" payoffs se ; A
»

T 1
0 6 7 10 12

4 [ 4 ° 1 Alt ru iSti C p refe re n Ces: Fi n d i n g Anil’s payoff (thousands of rupees)
t h e 0 pti m a l d ist ri b utio n Figure 1 Anil’s optimal allocation when he is altruistic.

Anil has won the lottery and must decide what to do with his 10,000 rupees. He has

If we knew Anil’s preferences (his utility function), we could solve the constrained

altruistic preferences: while he is pleased to receive the money, he also cares about optimization problem to determine the point B precisely. Let’s suppose he has a Cobb-

his neighbour Bala who did not win anything. We can use the technique of Douglas utility function of the same form as Alexei’s in Leibniz 3.5.1:
constrained optimization to model his decision.
U, y) = x"y#

where & and B are positive constants. Anil’s marginal utilities are found as usual by
partial differentiation:
au ol 3U _pu

— = _1,‘1._1}8:_ - = xﬂ.ﬁ_‘l
Er x ' 9y ey y

His marginal rate of substitution (the absolute value of the slope of the indifference




Motivation and role models

Esther Duflo: Representation for women inlndia

Esther Duflo: Representation for women in India

QUESTION 3.1 CHOOSE THE CORRECT ANSWER(S)

According to the ‘Economist in action’ video featuring Esther Duflo:

The reform of the panchayat (local council) was a natural experiment that enabled
economists to attribute the changes in public goods investment to having women

representation in the council.

Duflo learned about villagers attitudes towards women as policymakers by asking

them directly.

A medium-term effect of the local council reform is that career aspirations of girls

changed.

A long-term effect of the local council reform is that girls were less likely to drop out of
middle school.

Check my answers

Petra Moser: How copyright improved Italian opera

INNOVATION IS

ONE OF THE

PRIME ENGINES

OF
ECONOMIC
GROWTH

Petra Moser: How copyright improved Italian opera

EXERCISE 3.9 EFFECTIVE POLICYMAKING FOR INTELLECTUAL
PROPERTY RIGHTS

Watch the ‘Economist in action’ video, in which Petra Moser discusses copyright protection

for nineteenth-century Italian operas.

1. Qutline Petra Moser’s research question, and her approach to answering it.
2. What were Petra Moser’s findings about patents and copyrights?
3. What factors should governments consider when deciding on the effective time period of

IPR protection laws, such as patents and copyrights? /

EXERCISE 17.9 BANKING REGULATIONS CAN HELP BRING ON
FINANCIAL CRISES

An ‘Economist in action’ video shows Anat Admati, an economist, explaining the problems
with the regulation of the banking system.

Anat Admati: What's wrong with banking (and what to do about it)

IF WE DON'T CONTROL

LEVERAGE IN
BANKING,

THEN WE JUST GO FROM
BOOM TO BUST
TO CRISIS

A

Anat Admati: What’s wrong with banking (and what to do about it).

1. Using housing prices as an example, explain the upsides and downsides of leverage.

2. According to the video, what is the key difference between banks and other
corporations, and why is this dangerous for the banking system?

3. What are some factors that contribute to the fragility and riskiness of the banking
system, and how can we prevent future financial crises from occurring? /




What is the most pressing issue that economists today
should address?



U. de los Andes, Bogota
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What is the most pressing issue that economists today should address?



New graduate recruits Bank of England, Tuesday 27t September 201¢

Inequalit

Buhhles |||[:|]me|ne[|“a||ty . EconomicGrowth g

ProductivityPuzzle

= . ClimateChange TooBigToFai
SecularStagnation g G I 0 h a I wa rm I " SustainableDevelopment g8 TooBigToFail P : LuMntgrgstRalgs Stablity
= e odTh g TechnologicalUnemployment "“F"”““'t'ESE“EW““E % § Methodolo AbsolutePoverty
- E SocialWelfare "y ConsumerPreferences ~ Automation =) 2 o Diversit ProductivityGrowth
mfud  SlOWECONOMiCGrowth IncreasinePonulation : IneffectiveCentralBankPolicy = S Y = Productivit
GrowthStabilt B _Infation S E Globallnequality ‘S "
8 y Technology . FinancialStability = = &
e IrregularPolicies PromotingOpportunity - = %
S Pove rt PredictingFuture LreditCycle =
= — =
— E
s g hobots =

PopulationGrowth



Problems, paradigms and texts

A A paradigm according to Kuhn is what is taught to good undergraduates
At emerges when researchers have stopped using the previous benchmark model

A New realworld problems sometimes instigate new paradigms in economics

ASd®3d (GKS DNBFUO 5SLINBaarAzy IyR (KS aySeéey
A And these new paradigms are eventually codified in a new textbook.

ASdId GKS ayYSeySaAaly NB@G2ftdziAzyé |yR { I Yd:
A Earlier paradigm setting texts: Marshall 1890, Mill 1848

AThe basic content and method of the top intro economics textbooks has changed little in the h.
century since Samuelson.

Al hw9 NBLINSasSyida | yS¢ LI NIYRAIY o0FaSR 2y RA
economic challenges.

S roreecon



A paradigm in economics has to take a position on

AWhat the economy is
AWhat people are like

AHow we interact in the
economy

AThe economic outcomes o
these Interactions

AHow these are to be
evaluated

AHow they may be improvet
by public policy



A paradigm in economics has to take a position on

Benchmark Econ 101 CORE, and contemporary economic:
AWhat the economy is Static, self
contained system

AWhat people are like Homoeconomicus
AHow we interact in the Perfectly

economy competitive markets

2 SQft FALE Ay GKS NAXIK

AThe economicoutcomeso{ Ul UA O | Y Howwould abenchmark model look if the

these interactions course began a little differently from the usual?
AHow these are to be Unexploited mutual

evaluated gains

AHow they may be improve« Limited to narrowly
by public policy defined market
fallures
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How capitalism revolutionizedthe - _
way we live, and how economics
attempts to understand this and
other economic systems

@ History,
instability, and

growth

® Global economy

® Inequality
2 i 2 5 7 1 . ® Environment

® Since the 1700s, increases in average living standards became a permangt feature of :
@ Innovation

@ Politics and

policy

economic life in many countries.
® This was associated with the emergence of a new economic system called cafgtalism,

in which private property, markets and firms play a major role.
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One of the first figures the student sees in CORE (antheamulate
The distribution of income in the world. Height of the bars is the gross domestic income pe
capita (measured in purchasing power parity dollars) of the population decile indicated
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https://jackblun.github.io/Globalinc/
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If the new problems and questions are not an afterthought but at the front of t
book, there will have to be some changesintest2 T (0 KS 06221 X

Problems

AWealth creation & growth
AEnvironmental problems
Alnequality

AUnemployment & fluctuations

A Instability

Key concepteew to Intro

A Schumpeterian rents, disequilibrium

A Social interactions / otheregarding preferences
AEconomic rents, bargaining power, institutions

Alncomplete contracts in labour & credit markets

APrices as information & dynamics of pemetting



Motivating learning by complex problems, we focus on actors, stres:

A Game theoryc Nash equilibrium, multiple equilibria

A Principal agent models

A Pricemakingand (economically productivegnt seeking
A Social preferences ambrms

A Increasing returngyositive feedbacks

A Dynamics

¢tKAa fSIFIRa (2 | y20St aSljdzSyOAy3a 2F (KS
for example, teach game theory, social norms, institutions, and foreigremarkets

X YR LINRPOJARSA 1Sé T2 dzadeytedate ecgndmpy 2 NJ dzy R S
A beginning withheterogeneous agentthrough a set oprincipalagent problemsand

A leading naturally to a model witimvoluntary unemploymentandfluctuations,

endogenous monewndbubbles
A and whereinequalityA &8 Ay (0KS Y2RStfAy3 FTNI YSF2N]

S roreecon



If the new problems and questions are not an afterthought but at the front of t
book, there will have to be some changesintest2 T (0 KS 06221 X

Problems

AWealth creation & growth
AEnvironmental problems
Alnequality

AUnemployment & fluctuations

A Instability

Key concepteew to Intro

A Schumpeterian rents, disequilibrium

A Social interactions / otheregarding preferences
AEconomic rents, bargaining power, institutions

Alncomplete contracts in labour & credit markets

APrices as information & dynamics of pemetting






Economic institutions are the rules of the
game i who does what and who gets
what on a pirate ship

HOW INSTITUTIONS INFLUENCE THE BALANCE OF
POWER IN INTERACTIONS AMONG ECONOMIC ACTORS,
AND HOW THIS AFFECTS THE FAIRNESS AND
EFFICIENCY OF THE ALLOCATIONS THAT RESULT

» Technology, biology, economic institutions and people’s preferences all
matter as determinants of economic outcomes

* Interactions between economic actors can result in mutual gains, and also
in conflicts over how the gains are distributed

» Power is the ability to do and get the things we want in opposition to
others

T e i Kl
. . 7

-V

" The Musicians to have Rest on the Sabbath Day but the other six -

-
-7

HE ROVER'S ARTICLES

ARTICLEI
Every Man has a Vote in the Affairs of the Moment; has equal
title to fresh Provisions...

ARTICLE III
No person to Game at Cards or Dice for Money.

ARTICLE IV
The Lights and Candles to be put out at eight a-Clock at Night; If
any of the Crew after that Hour still remained enclined for drink-
ing, they are to do so on the open Deck...

ARTICLE X
The Captain and Quarter Master to receive two Shares of a Prize
(the booty from a captured ship); the Master, Boatswain, and
Gunner one Share and a half, and other Officers one and a Quar-
or (everyone else to receive one share, called his Divideng

ARTICLE XI

Days and Nights none without special Favour.
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Connecting Institutions to measurement of inequality
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Constitutions and contracts
Inequality in the division of the spoils: pirates and the Royal Navy
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A simple parable illustrates basic concepts for the study of inequalit

ALYONRRdAzOAY3Y | O0FNBFAYAY3I Y2RSt X adl!

APeople occupy different positions given by economic institutions: structural
heterogeneity

Alnteractions may be coerced or voluntary

AWhere voluntary, there must be (at least weakly)tual gains possible
AThere is therefore aonflict over the distribution of the mutual gains
ATheory and dataOperationBarga(land tenure conflicts and reforms) in India



How do Institutions matter?

Scenario The Model:
I y3ASEIl YR . Ndzy2Qa Ay dSNI«
IndependenceAngela works the land on her own,
and everything she produces is hers.

Rule of force: Slaveryhere is a second person, wh
does not farm, but is able to take some of the harv
He is called Bruno. Bruno is heavily armed, and
Angela is, effectively, his slave.

Property rights and the rule of laizaws protect
Angela from coercion but give Bruno ownership of
the land. If she wants to farm his land, she must
agree, for example, to pay him some part of the
harvest. But she has the right to say no. He has to
make her an offer that she will accept.

Realworld examples

Independent farmers with access to land (either free, or
because they own it) have been common in history ever sin
farming began.

PAIso common throughout history: slavery and other forms o
coerced labour in mines and plantations was the basis of m
of the economy of North and South America after the arriva
Europeans. It persists todayamong domestic workers and
prostitutesc U K2dzZaAK Ay Y2ad O2dzyidN
Modern Slavery Act was passed in 2015.

In manufacturing, farming, and other kinds of work, owners
land and other capital goods employ workers, or make their
land available to the landless for rent, a common arrangemu
today and for thousands of years. The sharecropping in Bet
in India is an example.

Property rights, the rule of law, and the right to vot{ Capitalism and democracy in the'2entury and today.

GKS NdXzZf Sa 2F GKS 3l YS

| OperationBargain Bengal changed the rules and was the re:

favour She and her fellow farmers achieve the righof political pressure in a democracy.

@2 085 |-yﬁe fSEI)\éfI-G)\zy A
claim on the harvest.



Figure 5.6Economically feasible allocationdien exchange is voluntary
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Bargaining in practice: lAnd tenure reform in West Bengaduced the Gini coefficient

Initial Ginicoefficient; 0.40
Gini coefficient after land tenure reform: 0.15
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Evaluation: every economic transaction involves both T —
ARTICLE 11T J\

mutual gains & conflicts of interest | o

clined for drink-

her Officer: d a Quar-
are, called his Dividend.)

ARTICLE X1
bbath Day but the other six

Description
(Facts)

Allocation: who does what and who gets what

Is the allocation fair? Is
Is the allocation efficient? there some other
Evaluation Would there be mutual allocation that would be
(Values) gains from moving to fairer? Are the rules of

some other allocation? the game that produced
the allocation fair?




A Rawlsian guestion (used throughout)

EXERCISE 1.11 WHERE AND WHEN WOULD YOU CHOOSE TO
HAVE BEEN BORN?

Suppose you can choose to be born in any time period in any of the countries in Figure
1.1a,1.10 or 1.11, but you know that you would be among the poorest 10% in the
population.

1. In which country would you choose to be born?

2. Now suppose, instead, you know you would initially be among the poorest 10% in the
population, but you would have a fifty-fifty chance of moving to the top 10% of the
population if you work hard. In which country would you now choose to be born?

3. Now suppose that you can only decide on the country and time period of your birth. You
cannot be sure if you would be born in the city or the countryside, would be male or
female, rich or poor. In which time and country would you choose to be born?

4. For the scenario in (3), in which time and country you would least want to be born?

Use what you have learned from this unit to explain your choices. /




We then apply this framework to the modern firm

AThe firm as a social organization

APeople in different positions have differing (both common and conflicting) interests:
structural heterogeneity

AEmployment makes possibieutual gainsand entails aconflict over their distribution

AThelabourcontract is incompleteeffort on the job cannot be enforced by a court

Al 26 RAFTFSNBYOSa Ay dzySYLX 2eYSyd | FFSOIQ
wage and the effort level

ATheory and dataWhy workers speed up when the economy slows down (evidence)
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The conflicts of interest in the firm

WHEN ECONOMISTS AGREE

Coase and Marx on the firm and its employees
The writer George Bernard Shaw (1856-1950) joked that ‘if all economists were

laid end to end, they would not reach a conclusion.

This is funny, but not entirely true.

Even more striking is that two economists from different centuries and political

orientations came up with similar ways of understanding the firm and its employees.

Recall that Coase had also defined the firm by its political structure: ‘If a workman
moves from department Y to department X, he does not go because of a change in
prices but because he is ordered to do so. He sought to understand why firms exist
at all, quoting his contemporary D. H. Robertson’s description of them as ‘islands of

conscious power in this ocean of unconscious cooperation’

S roreecon




Actors & their interactiong a foundation for understanding the
aggregate economy

ALINRA YOALI f | IASYyd LINROEfSY X
A entails conflicts of interest
A arises when information is asymmetric because actions are hidden from principal / not
verifiable in court
A incomplete contracts
A market failures are ubiquitous
A Institutions and social norms matter

LY OKS f1F02dz2NJ YFN] SOz X

Emolovee What is the conflict of interest over?
B \\What is left out of the contract’>
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Figure 6.6The employesets the wagdo minimise the cost of effort.
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Figure 6.7. The best response curve depends on the level of unemployment and the
unemployment benefit.
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Theory and datakEdward Lazear et. al. on why workers speed up wh
the economy slows down

HOW ECONOMISTS LEARN FROM FACTS

Workers speed up when the economy slows down

The idea that employment rents are an incentive for em

illustrated in a study by Edward Lazear (an economic a EXERCISE 6.6 LAZEAR’S RESULTS

President George W. Bush) and his co-authors. They in' | Use the best response diagram to sketch the results found by Lazear and co-authorsin
during the global financial crisis, to see how the manage | their study of a firm during the global financial crisis.
the turbulent economic conditions. The firm specializes

such as insurance-claims processing, computer-based tes | 1. Draw a best response curve for each of the following years and explain what it illustrates:

centres, and operates in 12 US states. The nature of the

management of the firm to track the productivity of wo a. the pre-crisis period (2006)
worker effort. b. the crisis years (2007-8)
c. the post-crisis year (2009)
It also allowed Lazear and his colleagues to use the firm Assume that the employer did not adjust wages.

analyse the effect on worker productivity of the worst r | 5 54106 3 reason why a firm might not cut wages during a recession? Think about the
Depression.

research of Truman Bewley and the experimental evidence about reciprocity in Unit 4. /

When unemployment rose, workers could expect a longe: speu v uncupivy e u
they lost their job. Firms did not use their increased bargaining power to lower

wages as they could have, fearing the reaction of their employees.



From conflicts within the firm to economyide unemployment and
iInequality

AThe model of the firm gives us anonomywide wage curve

AThis is the basis of later macroeconomic modebdbye to the micremacro
schizophrenia

ATheory and datathe US wage curve
AThelabourmarket, the Lorenz curve and income inequality.
AEvaluationefficiency and fairness



Figure 9.5. Deriving the
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Varying the
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Effort per hour

Real wage

Micro¢ C MacroC Data Figure 9.6. A wagsetting curve estimated
for the United States economy (192913).
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Figure 9.16The distribution of income at labour market equilibrium. (right panel)
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Aggregate demand and fluctuatioge second principaagent problem

Actors Conflict of Enforceable Left out of Result
interest over contract contract (or

covers unenforceable)

Labour  Employer Wages, work ~ Wages, time, Work (quality  Effort under-

Emp|oyee market  Employee (quality and  conditions  and amount),  provided;
(Units 6 amount) duration of unemployment
and 9)

employment
Credit Lender  Interest rate, Interest rate Effort, Too much
Borrower market Borrower conduct of prudence, risk, credit
(Units 10 project (eﬂbrt, repayment constraints
and 12)
prudence)

Figure 10.19 Principal-agent problems: The credit market and the labour market.

A Heterogeneous agents, credit-constrained households, and multiplier effects In
the aggregate economy

coreecon




Cyclical unemployment and aggregate demagnaing the model of the
price-setting firm

9.7 How changes in demand for " / %La‘m“f”pply
goods and services affect S e i B S S s / | Average product of labour
unemployment g B _>X/
@ Politics and policy P . # | Price-setting curve
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unemployment at B I ] ‘ | unemployment, at B
('UAI \:/)‘3 /—/ : : . . .
e i Total involuntary
i = i unemployment, at B
Employment, N
Solution #1. Use aggregate demand policies Solution #2. Rely on downward price and wage flexibility

Isoprofit curves

Demand curve (aggregate demand
is higher at X than at Bat an
unchanged price level)

Low aggregate demand at B

Demand curve (aggregate demand at B
is low at the initial price level; it is higher
at X because the price level is lower)

Price, p ($)
Price, p (3)

=200

Units of output, g (and hours of labour, n) Units of output, g (and hours of labour, n)



Why Is inflation falling?
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0 Employment Alway.s gsk: what has happened to the
Bl \Weaker insiders Wage-setting bargaining gap?
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Inequality in the aggregate economyising Lorenz curv |SE===8 =
The effect of an increase in the degree of competition

Employment

Rea

Lower unemployment and higher real wage in equilibrium A lower Gini coefficient

Gini coefficient: 0.36 before;
Gini coefficient 0.19 after
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Government and central bank as actgmasing constrained optimizatio

Read more here
on the CORE blo

Labour supply
Phillips curve i

9 K
: 2« A - Resources Glossary Fact checker
t2fA0R 1 SN &
S 4 i b
£ best outcome
24 T Best outcome ) . .
| CORE’s model of inflation
0
Employment, N
Home | Blog | CORE’s model of inflation
Labour supply
AD (before the downturn) = i
AD (monetary and fiscal stimulus) . e e E
C: e P 2 \E.
s : » < A H
o i 2 / AD (investment slump) o 7 !
E P/ L] Central bank’s / 5 Phillips curves
: ‘_E indifference curves / \§\
= D / :
& ‘ ‘ |
5 : ) ( / :
o ; Inflation 2 +------ e B i R X ] i Inflation-targeting central bank’s
‘ target \ ) i ' 1 best outcome: target inflation and
; > \ \ LAY i the inflation-stabilizing
3 0 \ \)(i/ unemployment rate
45 3 ) ) '
Output (income) \ :

The effect of intervention
The increase in output from higher aggregate spending reduces unemployment and raises

inflation. The economy moves back along the Phillips curve to point C.

We have rece

d some guestions about how the ‘bargaining gap” model of inflation that

Figure 15.18 A policy intervention to restore employment and output after a fall in we use:in. The:Economy. works: For-example; Nick-Rowe, a-Professor. of Economics.at
Carleton University in Ottawa, Canada, has asked why tion would be lower in our

investment. model if a central bank targ rather than 4% (our colleague Rajiv Sethi
has preserved the Twitter conve! on Storify).
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And a third principaagent problem taanalyzebank risktaking

B Debt
W Equity

sREERERaEES

Barclays Honda

In both cases the agent has an incentive tp

%
take ontoo much risk

%
This is amexternal effectbecause the costs
Government are borne by others (the principal)
& oental A Bank failures and the need for regulatign

Leverage of US and UK banks



