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SOLUTIONS 2. 27.10.2017

Q1. Keynes and Hajek/Friedman.
Keynes
W: ”John Maynard Keynes, 1st Baron Keynes, CB, FBA (‘KAYNZ’; 5 June
1883 21 April 1946) was a British economist whose ideas have fundamentally
affected the theory and practice of modern macroeconomics, and informed
the economic policies of governments. He built on and greatly refined earlier
work on the causes of business cycles, and is widely considered to be one of
the founders of modern macroeconomics and the most influential economist
of the 20th century. His ideas are the basis for the school of thought known
as Keynesian economics, and its various offshoots.

In the 1930s, Keynes spearheaded a revolution in economic thinking, over-
turning the older ideas of neoclassical economics that held that free markets
would, in the short to medium term, automatically provide full employment,
as long as workers were flexible in their wage demands. Keynes instead ar-
gued that aggregate demand determined the overall level of economic activity,
and that inadequate aggregate demand could lead to prolonged periods of
high unemployment. According to Keynesian economics, state intervention
was necessary to moderate ”boom and bust” cycles of economic activity. He
advocated the use of fiscal and monetary measures to mitigate the adverse
effects of economic recessions and depressions. Following the outbreak of
World War II, Keynes’s ideas concerning economic policy were adopted by
leading Western economies. In 1942, Keynes was awarded a hereditary peer-
age ... Keynes died in 1946, but during the 1950s and 1960s the success of
Keynesian economics resulted in almost all capitalist governments adopting
its policy recommendations.

Keynes’s influence waned in the 1970s, partly as a result of problems that
began to afflict the Anglo-American economies from the start of the decade,
and partly because of critiques from Milton Friedman and other economists
who were pessimistic about the ability of governments to regulate the busi-
ness cycle with fiscal policy. However, the advent of the global financial
crisis of 2007 – 08 caused a resurgence in Keynesian thought. Keynesian
economics provided the theoretical underpinning for economic policies un-
dertaken in response to the crisis by President George W. Bush of the US,
PM Gordon Brown of the UK, and other heads of governments.
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In 1999, Time magazine included Keynes in their list of the 100 most
important and influential people of the 20th century, commenting that: ”His
radical idea that governments should spend money they don’t have may have
saved capitalism.” He has been described by The Economist as ”Britain’s
most famous 20th-century economist.” ... ”
Hayek
W: ”Friedrich Hayek CH (8 May 1899 23 March 1992), born in Austria-
Hungary as Friedrich August von Hayek and frequently referred to as F. A.
Hayek, was an Austrian, later British, economist and philosopher best known
for his defence of classical liberalism. Hayek shared the Nobel Memorial Prize
in Economic Sciences (with Gunnar Myrdal) for his ”pioneering work in the
theory of money and economic fluctuations and ... penetrating analysis of
the interdependence of economic, social and institutional phenomena”.

Hayek was a major political thinker of the twentieth century, and his ac-
count of how changing prices communicate information which enables indi-
viduals to co-ordinate their plans is widely regarded as an important achieve-
ment in economics.

Hayek served in World War I and said that his experience in the war and
his desire to help avoid the mistakes that had led to the war led him to his
career. Hayek lived in Austria, Great Britain, the United States and Ger-
many, and became a British subject in 1938. He spent most of his academic
life at the LSE, the University of Chicago, and the University of Freiburg.

In 1984, he was appointed CH by Queen Elizabeth II on the advice of
Prime Minister Margaret Thatcher for his ”services to the study of eco-
nomics” ....”
Friedman
W: ”Milton Friedman (July 31, 1912 November 16, 2006) was an American
economist, statistician, and writer who taught at the University of Chicago
for more than three decades. He was a recipient of the 1976 Nobel Prize in
Economic Sciences, and is known for his research on consumption analysis,
monetary history and theory, and the complexity of stabilization policy. As
a leader of the Chicago school of economics, he profoundly influenced the
research agenda of the economics profession. A survey of economists ranked
Friedman as the second most popular economist of the twentieth century
after John Maynard Keynes, and The Economist described him as ”the most
influential economist of the second half of the 20th century ... possibly of all
of it.”

Friedman’s challenges to what he later called ”naive Keynesian” (as op-
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posed to New Keynesian) theory began with his 1950s reinterpretation of the
consumption function, and he became the main advocate opposing Keyne-
sian government policies. In the late 1960s, he described his own approach
(along with all of mainstream economics) as using ”Keynesian language and
apparatus” yet rejecting its ”initial” conclusions.

During the 1960s, he promoted an alternative macroeconomic policy
known as ”monetarism”. He theorized there existed a ”natural” rate of un-
employment and argued that governments could increase employment above
this rate, e.g., by increasing aggregate demand, only at the risk of causing
inflation to accelerate. He argued that the Phillips curve was not stable and
predicted what would come to be known as stagflation. Though opposed to
the existence of the Federal Reserve System, Friedman argued that, given
that it does exist, a steady, small expansion of the money supply was the
only wise policy.

Friedman was an economic adviser to Republican U.S. President Ronald
Reagan. His political philosophy extolled the virtues of a free market eco-
nomic system with minimal intervention. He once stated that his role in
eliminating U.S. conscription was his proudest accomplishment .... In his
1962 book Capitalism and Freedom, Friedman advocated policies such as
a volunteer military, freely floating exchange rates, abolition of medical li-
censes, a negative income tax, and school vouchers. His ideas concerning
monetary policy, taxation, privatization and deregulation influenced govern-
ment policies, especially during the 1980s. His monetary theory influenced
the Fed’s response to the global financial crisis of 2007 - 08 ...

Milton Friedman’s works include many monographs, books, ... His books
and essays were widely read, and have had an international influence, includ-
ing in former Communist states.”

Influence on policy and events.
The crucial events of the 20th C. were WWI (1914-18) and WWII (1939-

45). WWI led to the collapse of four empires (Russian, German, Austro-
Hungarian, Ottoman), the rise of communism (c. 1917 – c. 1991), the De-
pression (or Slump) of 1929 on, Roosevelt and the New Deal in the US and
the rise of fascism/nazism in Europe, pre-WWII. The new post-WWII insti-
tutions (UN, World Bank, International Monetary Fund, etc.) brought about
the post-war consensus, 1945 – 1979/80 (and the collapse of the remaining
empires: British, French and Dutch). The dominant economic thinking dur-
ing the post-war consensus was Keynesian. Following the coming to power
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of Thatcher (UK, 1979) and Reagan (US, 1980), this was largely replaced
by a neo-con (‘con for conservative’) – also known, confusingly enough, as
neo-liberal – consensus, influenced by Friedman, and (indirectly) Hayek. The
financial crisis of 2007 (US)/2008 (UK) – ongoing – has led to major re-
thinking all round. Witness Brexit, Trump, the outcome of the UK General
Election of 2016, etc.

You should be broadly aware of the above, at least on outline, for back-
ground.

Q1. Barings Bank and Nick Leeson.
Barings Bank – Britain’s oldest bank, and bankers to HMQ – collapsed

in 1995 after huge losses in unauthorised trading by one rogue trader, Nick
Leeson (see Wikipedia [”W” below] for details).

This spectacular failure highlighted the risks to banks of unauthorised
trading, and the need for internal checks and supervision to detect it. Not
all the lessons have been learned – there have been several subsequent scan-
dals and court cases.

The board of Barings at the time thought that in Leeson they had a star
performer, who had worked out a clever way of exploiting price differences
between the Singapore and Osaka stock exchanges so as to be able to profit
from price movements in either direction. As in the text: this is obviously
impossible, on theoretical grounds. In economic language: arbitrage oppor-
tunities are transient, as arbitrageurs move in en masse to exploit them (”pick
up free money”), thereby eliminating them (”arbitraging them away”). In
Physics language: this would be the financial equivalent of a perpetual mo-
tion machine. One cannot have a perpetual motion machine, as motion has
to overcome friction, and this would gradually drain away the energy. This
illustrates the Second Law of Thermodynamics: entropy increases (entropy
is a measure of disorder). Such a ”Leeson trick” would be the financial equiv-
alent of ”Maxwell’s demon” – a demon able to suck heat from a cooler gas
to a hotter gas by letting pass only the faster (”hotter”) molecules. But this
demon would himself have to be of molecular size! This is obviously impos-
sible – the orders of magnitude are wrong.

NHB
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