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Day 1 Day 2 Day 3

8:30 – 10:00

1. Value Creation*
Textbook reading: Chapter 1

5. Monetary policy* 
“The Euro in Crisis: Decision Time at the 
European Central Bank” Harvard Business 
School case no. 9-711-049

The ECB During the Crisis, May 2016

Textbook reading: Chapter 7 and
Chapter 8

9. Macro Policy workshop

10:00 – 10:15 BREAK BREAK BREAK

10:15 – 11:45

2. Cost curves*
La Marmotte, January 2012

Instructions: Complete Exhibit 1 and 
provide suggestions for the two key 
decisions

Textbook reading: Chapter 2.2

6. Monetary policy (contd.) 10. International Economics 
Evans, Anthony J., “Josko Joras (A)”, 
December 2012

Instructions: Complete questions 1, 2 
and 3

Textbook reading: Chapter 10
11:45 – 13:45 LUNCH LUNCH LUNCH

13:45 – 15:15

3. Auctions 
Hild, M., Dwidevy, A., and Raj, A., 
(2004) “The Biggest Auction Ever: 3G 
Licensing in Western Europe”, Darden 
Business Publishing (£)

Discussion question: What are the 
alternatives to auctions?

Textbook reading: Chapter 3.2

7. Fiscal policy* 
Textbook reading: Chapter 9

11. Behavioural Economics 
“Sun: A CEO’s Last Stand”, Business 

Week, July 26th 2004 (£)

Textbook reading: Chapter 11

15:15 – 15:30 BREAK BREAK BREAK

15:30 – 17:00

4. Applications
Comparative statics worksheet

Equilibrium assignment

8. Fiscal policy (contd.) 12. Behavioural Economics
(contd.)

Business Economics – November 2022
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Welcome to the class

3

No side 
conversations

You are free to leave 
your seat 

Laptops are fine

but not as a 
distraction

but try to coincide 
with breaks

Please raise your 
hand to contribute 

Value creation
The driver of competition, innovation and entrepreneurship

Anthony J. Evans
Professor of Economics, ESCP Business School

www.anthonyjevans.com

(cc) Anthony J. Evans 2022 | http://creativecommons.org/licenses/by-nc-sa/3.0/
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• In 2009 David Reynolds 
completed a matchstick 
model of the Brent 
Bravo oil rig

• He used over 6 million 
matchsticks and took 15 
years to create 

Photo: Daily Telegraph, https://www.telegraph.co.uk/news/picturegalleries/howaboutthat/5871275/Former-oil-rig-
worker-spends-15-years-making-model-of-oil-rig-out-of-four-million-matchsticks.html?image=9

Is it valuable?

Understanding value

6

Traditional view: value is based on objective 
qualities like labour hours

Economics view: value comes from…

satisfying needs
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I Am Rich

7See https://insanelab.com/blog/sales-and-marketing/i-am-rich-worlds-strangest-mobile-app/

I am rich
I deserv it
I am good,
healthy & 
successful

Subjective
Value is…

Aftershave

8

To smell 
nice

To treat small 
cuts

To feel like a 
glamorous 
celebrity

To look at an 
attractive 

bottle

To have softer 
skin

Multifaceted
Value is…
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Ikea

Needs being satisfied Sources of competition

Good value furniture that I can bring home 
today

Good design

A family outing

Sense of achievement from assembling 
furniture

Charity furniture shops

Expensive furniture shops

The cinema, a zoo, swimming pool, walk in 
the forest

Gardening, DIY

Conclusion
Ikea have a good understanding of the different sources of value 
creation, and market their activities accordingly.

Key insight:
Understanding 
value drives 
competition

Jac-o-net

10Image credit: http://www.cachebeauty.com/Nets/jac-o-net_bobsize_white.htm

• Alcohol Denat

• Butane

• Isobutane

• Propane

• Acrylates

• Copolymor

• Aminomethyl Propanol 

• Phenyl Trimethicon

• Dimethicone Copolyol 

• Aqua

Key insight:
Understanding 
value drives 
innovation
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Understanding the customer

11Quotes are taken from HighLife, the British Airways in flight magazine, May 2009 
Also, “Customers don’t know what they want until we’ve shown them”. See Isaacson, W., 2011, Steve Jobs, Little Brown

“Don’t listen to 
your customers”

“Never lost sight 
of the customer”

Key insight:
Understanding 
value drives 

entrepreneurship

Some needs are 
unarticulated

Became a $3bn 
industry within 

15 years!

Bagged salad 
costs 4 times 

as much 

What about lettuce?

12See Silverman, D., “The Brilliant Business Model of Bagged Lettuce”, The Start Up Diaries, Harvard Business Publishing and 
Rosen, S., “Lettuce entertain you”, Produce Merchandising June 2008

Warning! Convenience may tip a consumer into buying from 
you rather than a competitor, but it isn’t a good 

articulation of the need that you are trying to satisfy
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Buckets of water

• Imagine the following pressing needs:
– You’re thirsty
– You’re dirty
– You’re hungry
– Your car is dirty
– Your plants are thirsty

The Law of Diminishing Marginal Utility (DMU)
As the consumption of a good increases, the marginal utility
derived from consuming more of the good (per unit of time)
will eventually decline

Acted on at the 
margin

Value is…

Pizza

14
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Apples or oranges?

15

Quantity Marginal Utility of 
an Apple

Marginal Utility of 
an Orange

1 20 15

2 16 13

3 14 11

4 6 9

5 4 7

6 2 5

The diamond-water paradox

“nothing is more useful than water; but it will purchase scarce 
anything… a diamond, on the contrary, has scarce any value in 
use; but a very great quantity of other goods may frequently 
be had in exchange for it” 

Adam Smith

16Smith, A., 1976 [1776], An Enquiry into the Nature and Causes of the Wealth of Nations, p.33

More 
water

More 
diamonds
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1st law of demand: price and quantity demanded are inversely related

17

MV

Quantity/t

Demand

The more we have the 
lower we value an 
additional unit

≈

The lower the price at 
which one can buy a 
good, the more will one 
purchase, have, use, or 
consume

Price

Consumer surplus

The difference between how much 
you think something is worth, and 
how much you have to pay for it

Glossary

Demand is the value we place on the alleviation of our pressing needs

Goods are things that alleviate our pressing needs. Their value derives from 
the service they provide

Subjective value:
Since we all have different pressing needs, we place different 
values on the same good

Multifaceted value:
The same good can alleviate multiple needs and therefore provide 
multiple services

Marginal value:
We think and act on the margin

For further resources: https://anthonyjevans.com/value-creation/ 18
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La Marmotte
Support slides

Anthony J. Evans
Professor of Economics, ESCP Business School

www.anthonyjevans.com

(cc) Anthony J. Evans 2022 | http://creativecommons.org/licenses/by-nc-sa/3.0/

Receipts

• Accountants fees to prepare tax returns FC

• Electricity bill VC

• Fees to design a new sign FC

• Toilet paper VC

• License to sell alcohol FC

20
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€0

€500

€1,000

€1,500

€2,000

€2,500

€3,000

€3,500

55 65 75 85 95

Output (meals)

Fixed vs. variable costs

21

Fixed costs

Variable costs

Total costs

The spreadsheet for this case is available at https://anthonyjevans.com/cases/

MR and MC curves

22
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9060

-€60

+€20
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Profit max at MR=MC 

23

-€200

€0

€200

€400

€600
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€1,000

€1,200

€1,400

1 6 11 16 21 26 31 36 41 46 51 56 61 66 71 76 81 86 91 96

π MR MC

𝐴𝑉𝐶 = 𝑞&.() − 139.5 + (1(((
2
)

ATC curve is a “U” shape

24As output rises AC begins to fall since you can spread FC over more units
At some point AC will start to rise due to diminishing marginal returns – as you expand output marginal productivity eventually declines

-€10

€0

€10

€20

€30

€40

€50

1 6 11 16 21 26 31 36 41 46 51 56 61 66 71 76 81 86 91 96

ATC

𝑄 = f(𝐾7, L)

We can assume, 
in the short run, 

that physical 
capital is fixed

There is an optimal 
scale for each fixed 
amount of capital

p

q
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MC cuts ATC at min ATC

25E.g. Height of people entering the room
For proof see Schotter p.215

-€10

€0

€10

€20

€30

€40

€50

1 6 11 16 21 26 31 36 41 46 51 56 61 66 71 76 81 86 91 96

ATC MC

p

q

Output decision

26

-€10

€0

€10

€20

€30

€40

€50

1 6 11 16 21 26 31 36 41 46 51 56 61 66 71 76 81 86 91 96

MC AVC ATC

Supply curve
46 51 56 61 66 71 76

MC AVC ATC

Shut down 
with a loss

Open with a 
loss

Open with  
profit

p

q
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Solution for summer and winter

27

Summer
Current Solution

Daily Monthly Season Daily Monthly Season

Output 0 0 0 2.5 75 450
Revenue 0 0 0 75 2,250 13,500

FC 500 15,000 90,000 500 15,000 90,000
VC 0 0 0 15 450 2,700

Profit -500 -15,000 -90,000 -440 -13,200 -79,200

Winter
Current Solution

Daily Monthly Season Daily Monthly Season

Output 90 2,700 16,200 67 2,010 12,060
Revenue 2,700 81,000 486,000 2,010 60,300 361,800

FC 500 15,000 90,000 500 15,000 90,000
VC 1,589 47,670 286,020 193 5,783 34,700

Profit 611 18,330 109,980 1,317 39,517 237,100

Annual profit 19,980 157,900

28

Economies of scale

€ 

Q

SRATC1

67

Decreasing returns to 
(“diseconomies” of) scale

Increasing returns to 
(“economies” of) scale

LRATC

90

SRATC2

SRATC3
SRATC4

SR: utilisation of the plant; LR: optimal scale of the plant
SR: what’s the best use of my current resources?; LR: what resources do I need?
The “planning horizon” is when managers use the concept of economies of scale to inform their decisions.

93

Economies of scale occur 
when average costs fall 

as output rises
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Big box retail

• Many companies have successfully realised economies of 
scale

• Exclusive arrangements with suppliers mean that firms 
compete intensely for the ability to supply products for 
“big box” retailers

• The big box retailer and supplier thus share in the profit 
from such economies of scale 

29See Froeb and McCann, p.88

For further resources: https://anthonyjevans.com/cost-curves/ 30

Optimal scale depends on industry characteristics

€ 

Q

LRATC1

Q*

€ 

Q

LRATC2

Q*

€ 

Q

LRATC3

Q* Q*

• Oil & gas
• Telecommunication
• Fast food chains

• Fine dining
• Hand made musical 

instruments
• Personal accountant

• Consulting
• Software
• Fashion
• Cafes

(a) (b) (c) 
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Monetary Policy
A beginner’s guide to central bank decision making

Anthony J. Evans
Professor of Economics, ESCP Business School

www.anthonyjevans.com

(cc) Anthony J. Evans 2022 | http://creativecommons.org/licenses/by-nc-sa/3.0/

Fan charts

32

Sep ’08
-2 %

Sep ’08
5.2%

Source: Bank of England Inflation Report, August 2006
Updated figures: Q3 2008 (GDP) and September 2008 (CPI); – i.e. 2 years (and subject to further revisions). 
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Forecasting is foolish

“A recent study looked at "consensus forecasts" (the 
predictions of large groups of economists) that were made in 
advance of 60 different national recessions that hit around the 
world in the '90s: in 97 percent of the cases, the study found, 
the economists failed to predict the coming contraction a 
year in advance. On those rare occasions when economists did 
successfully predict recessions, they significantly 
underestimated the severity of the downturns. Worse, many of 
the economists failed to anticipate recessions that occurred 
as soon as two months later”

Stephen Mihm, “Meet the Economist Who Thinks We're Doomed”, 
The New York Times, August 18, 2008 

33

Why economic prediction is nigh impossible

Economic 
Prediction

Economic 
models

Policy 
uncertainty

Expectations

34Watch “Economic Prediction” [https://youtu.be/dR5OYC64Klk]
Economic prediction relies on a combination of macroeconomics, political economy, and psychology/sociology

Brexit Covid-19
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Overview

• Monetary theory
• Conventional monetary policy
• Emergency monetary policy

35

In 2014 Stjepan
Ivičinec revealed 
to his family that 
he’d amassed 1.2m 
Yugoslav dinars.

Who wants to be a millionaire?

36

1,000,000 Indonesian Rupiah

(As of March 2019)

Inflation is bad for 
savers



www.anthonyjevans.com

The (dynamic) quantity theory

37

€ 

M +V = P +Y 
M = money supply growth
V = desire to spend money, or “confidence”
P = inflation
Y = real GDP growth

M+V=P+Y is the equation of exchange. The claim that an increase in M causes an increase in P is the quantity theory of money
We focus on M because non-monetary shocks are rarely permanent or large

“Inflation is always and 
everywhere a monetary 

phenomenon”

Total spending Total receipts=

Implication for central banks: (i) A money growth rule

“The stock of money [should be] increased at a fixed rate year-
in and year-out without any variation in the rate of increase to 
meet cyclical needs”* 

Milton Friedman

38

2%2%

? ⬍

* Friedman, M., 1960, A Program for Monetary Stability, p.90

Advantages:

• No committee meetings
• No need for forecasts
• No public communication

Downsides:

• V may become unstable
• Which measure of M?

𝑀 + 𝑉 = 𝑃 + 𝑌



www.anthonyjevans.com

How do we measure the money supply?

39

Narrow 
money

Broad 
money Not money

Monetary base

Reserves

Demand 
deposits

Term 
deposits Bonds

Other 
financial 
assets

The broader measures are closer to what we treat as “money” in a corporate finance sense. 
The International Reserves Icon is used under license from iconscout

Currency

M0 M4M1 M3M2

A liability of the central bank 
only (reserves + cash)

A liability of CB and 
commercial banks

Money supply during the Great Depression

40

0

5

10

15

20

25

30

August 1929 March 1933

$b
n

Currency Reserves Demand Deposits (-R)

M0

M1

Source: Mankiw

• People who looked 
at the monetary 
base (i.e. Currency 
and Reserves) were 
concerned about 
inflation

• But broader 
measures of the 
money supply (such 
as M1) revealed a 
contraction
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Money supply during the Great Recession

41

Deflation?

Hyperinflation?

Base money growth in the US, 1918-2006

42December 31st 1999 the demand to hold money increased (i.e. the desire to spend money, V, fell). This was a negative confidence 
shock. The Fed accommodated it by increasing M and since M+V remained stable it wasn’t inflationary.
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US Consumer Price Index, 1800–2007

432% inflation means that prices double every 36 years.
Note that if M+V is stable, then faster productivity gains (which increase Y) should result in price deflation.

Key empirical findings

44McCandless, G. and Weber, W., 1995, “Some Monetary Facts”, Federal Reserve Bank of Minneapolis Quarterly Review, 19(3):2-11

Money growth is highly 
correlated with inflation…

… but not with real 
growth
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45

The German hyperinflation, 1921-1923

If people lose confidence in the currency (as opposed to the economy) their desire to spend money (V) will rise.
Hyperinflation is often due to rising M and rising V (and usually coincides with lower growth, i.e. falling Y). All of these cause P to rise.
(In the former Yugoslavia prices doubled every 1.4 days).

Photo: http://globaleconomicanalysis.blogspot.com/2007/09/is-us-printing-money-like-mad.html. 

The Zimbabwe hyperinflation, 2006-2009

46

If inflation is 
costly and 

easy to stop…
why does it 

exist??



www.anthonyjevans.com

Inflation is a form of government finance

47

"people know that inflation erodes the real value of the 
government's debt and, therefore, that it is in the 
interest of the government to create some inflation.”

Ben Bernanke

“A government can live for a long time…by printing paper 
money… It is the form of taxation which the public finds 
hardest to evade and even the weakest governments can 
enforce, when it can enforce nothing else”

J.M. Keynes

Bernanke, B., “Deflation: Making Sure "It" Doesn't Happen Here”, 21st November 2002
Keynes, J.M., 1923, A Tract on Monetary Reform (Collected Writings Vol. IV p.37)

Inflation also facilitates real wage adjustments

48

2%
1% real 

wage cut

1%

1%
0%

1% real 
wage cut

Scenario 2

Scenario 1 Who do you blame?

Nominal 
wages are 

slow to adjust

Central banks 
should engineer 

positive, moderate 
inflation
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The signal extraction problem

• Increases in AD will put upward pressure on prices but 
prices won’t adjust immediately

49

Revenue Costs Profit

Increased 
output

(Boom)

If prices take time to adjust then an 
unexpected rise in inflation can 

lead to a (temporary) rise in growth

Why boom turns to bust

• The signal extraction problem means that entrepreneurs 
can respond to aggregate prices changes (nominal shocks) 
instead of relative price changes (real shocks)

• Inflation and deflation disrupt the price mechanism and 
send “false signals” to entrepreneurs

• Also, low interest rates are like a green light for 
investment, but if they are only low because of government 
policy this causes an unsustainable shift towards interest 
sensitive projects

• Since there aren’t enough real resources to back them up 
this leads to misallocations of capital (i.e. malinvestment)

• When those mistakes are liquidated there will be a 
recession

50
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Overview

• Monetary theory
• Conventional monetary policy
• Emergency monetary policy

51

The case for an independent central bank

• “Though central banks have been around for ages, the idea 
that they should operate at a remove from meddling 
politicians is a fairly recent one, stemming from the 
experience of high inflation in the 1960s and 1970s. 
Economists worried that governments could not commit 
themselves to keeping inflation low, since they would be 
tempted to use an unexpected burst of monetary expansion 
to deliver a short-run jobs boom—even though this would 
ultimately leave inflation higher, while employment fell 
back to a more sustainable level. By delegating control 
over the money supply to central banks, governments 
freed themselves from temptation, and opened the door 
to lower inflation and a less volatile business cycle.”

The Economist

52“The perils of asking central banks to do too much”, The Economist, March 13th 2021
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53

How does the ECB conduct monetary policy?

Implication for central banks: (ii) Inflation targeting

• Since monetary policy can only affect inflation in the long 
run, target that alone

• Key thing is expectations: if communications are good, and 
people expect 2% inflation, everything else falls into line

• The Central Bank is committed to using interest rates and 
other policy tools to keep inflation within a publicly known 
range

54The Bank of England adopted “One Target One Tool”. The US Federal Reserve have a “dual mandate” of targeting low inflation and 
full employment. The ECB has a target of price stability and a two pillar approach to tools.

2%

𝑀 + 𝑉 = 𝑃 + 𝑌
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Marginal 
lending 
facility

• The rate paid on overnight 
loans made by the central 
bank to commercial banks 
to ensure short-term 
liquidity

• As final provider of cash 
they can set this rate

Main 
refinancing 
operations

• The rate at which commercial 
banks charge each other on 
their reserves held at the 
central bank

• Provides the bulk of liquidity 
to the banking system

• CB aims to influence this 
benchmark

Overnight 
deposit 
facility

• The rate paid on reserves or 
overnight deposits held at the 
central bank

• Can be –ve to penalise
reserves

• Central banks can also alter 
reserve requirements 

Policy relevant interest rates 

55The “policy” rate is typically a short term risk free benchmark rate, which is at the beginning of a rudimentary 
transmission mechanism. Technically the ECB uses the MRO rate to target the EONIA.
The Eurozone were less able to implement a –ve deposit rate than the Fed or BoE due to the €500 bill.

Discount 
rate

Interbank 
rate

Deposit 
rate

Bank of England’s monetary policy balloon

56This was been replaced with the Monetary Policy Boat which is more complicated, and gives you 2 policy tools.  

€ 

AD =C(i
−
)+ I(i

−
)

Cut interest rates 
to boost spending

If inflation goes 
below target…

If inflation goes 
above target… Raise interest rates 

to reduce spending
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• Imagine that your team is the Governing Council of the 
ECB. Based on the data below, provide a monetary policy 
recommendation.

Applying inflation targeting

Scenario CPI Decision Rationale

1 5% Increase i/r Need to reduce inflation by 3%

A higher i/r reduces consumption spending
(people save more, and mortgages are more 
costly)…

2 1% Reduce i/r Need to increase inflation by 1%

Lower i/r encourages firms to increase their 
investment spending

3 2% No change Inflation is on target…

57

How central bankers operate

• Tend to be forward looking
– Historic inflation figures are like driving a car looking 

through the rear view mirror
– Inflation expectations can be inferred by the spread 

between index-linked and normal bonds
• Tend to be conservative

– Long and variable lags lead to “wait and see”
• Focus on communication

– Changes are made on a regular schedule
– Changes are made in discrete intervals

• Rule of thumb:*

58* “Bank economists point to success of easing” Financial Times, September 19, 2011

ê i/r by 
1%

CPI é
by 0.5%18 months
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Example: Fed response to covid-19

• “The Federal Reserve slashed interest rates by half a 
percentage point on Tuesday [March 3rd], a bold attempt to 
give the US economy a jolt in the face of concerns about 
the coronavirus outbreak. It was the first unscheduled, 
emergency rate cut since 2008, and it also marks the 
biggest one-time cut since then. The new benchmark 
interest rate is a range of between 1% and 1.25%”

• Key points
– The meeting took place outside the conventional 

(monthly) schedule
– The size of the cut was untypically large
– Inflation was above target (2.5%)
– Inflation expectations had plummeted the day before

Tappe, A., “Federal Reserve announces first emergency rate cut since the financial crisis” CNN Business, March 3rd 2020
https://edition.cnn.com/2020/03/03/economy/federal-reserve-rate-cut/index.html

Inflation expectations

10-Year breakeven rate from FRED: https://fred.stlouisfed.org/series/T10YIE
Comparing the spread between Treasury Inflation Protection Securities (TIPS) and regular US Treasury securities provides an 
implicit market forecast for expected inflation.

• Instead of changing interest rates based on inflation 
data, policy makers could attempt to move interest 
rates toward some sort of benchmark

• The Taylor Rule is a popular way to calculate a 
benchmark policy rate
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What explains the ECB’s actions taken in 2008?

61Source: http://www.ecb.int/stats/monetary/rates/html/index.en.html (last updated: Mar 2015)
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ECB key interest rates 2003-2015

Deposit Interbank Discount

Notice that the 
ECB operates a 
corridor system

Eurozone CPI (2000-2015)

62Source: http://sdw.ecb.europa.eu/ (last updated: Mar 2015)

“The Great 
Moderation”
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Overview

• Monetary theory
• Conventional monetary policy
• Emergency monetary policy

63

Monetary policy since 2008

• Central Banks have engaged in a number of forms of 
monetary activism

64

Interest 
rates

Tool

?

Target

Quantitative 
easing

CPI
≈ 2%

Unemployment
< 6.5%

In December 2012 the Fed announced that it would keep interest rates close to zero until unemployment fell below 6.5% 
(provided inflation doesn’t rise above 2.5%). This is known as the Evans rule. 
In July 2021 the ECB revised their inflation target from “close to, but below 2%” to a symmetric 2% target

Forward 
guidance

Negative 
deposit rates
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Emergency monetary policy

Name Definition Pros Cons

Quantitative easing Printing money to buy 
bonds

• Increase money
supply

• Increase AD

• Inflation
• Misallocations of 

capital
• Public Choice 

concerns

Forward guidance Attempt to influence 
market expectations of 
the timescale of 
monetary policy

• Helps people form 
long term plans

• Use of thresholds 
can be arbitrary

Negative deposit rates Central banks charge 
commercial banks to 
hold reserve balances

• Encourages banks 
to invest money in 
real economy

• Discourages saving

• Damages banks
• Limited by high 

denomination bills
• Opens door to 

eliminating cash

Helicopter money Printing money and 
giving it to people 
directly

• Increase money
supply

• Increase AD

• Inflation
• Reduces central 

bank independence
• Dangerous

precedent

65

Implication for central banks: (iii) NGDP target

• Key claims:
– Prices take time to adjust
– People contract in nominal debt
– Stable input prices (e.g. incomes) are more important for planning than 

stable consumer prices

• An NGDP target avoids having to distinguish between different types of 
inflation

– Job of the central bank is to prevent demand side inflation (i.e. too much M 
or V)

– But supply side (i.e. a fall in Y) inflation is economically relevant (those price 
rises are reflecting real scarcities)

• E.g. temporary above target inflation in 2008 prompted policymakers to reduce AD, 
damaging confidence and prompting the great recession

66

2% 2%
4%

𝑀 + 𝑉 = 𝑃 + 𝑌

For more see: 
http://www.kaleidic.org/news/2020/6/24/understanding-ngdp-targeting
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Glossary

Indicators
• GDP = Gross Domestic Product (a measure of the growth of output)
• CPI = Consumer Price Index (a measure of inflation)
• Hyperinflation = a rapid period of inflation (e.g. 50%+ per month)

Central bank acronyms and abbreviations
• BoE = Bank of England
• ECB = European Central Bank
• Fed = Federal Reserve

Other
• Nominal variables: expressed in terms of money
• Real variables: expressed in terms of goods or services (i.e. adjusted for 

inflation)
• Signal extraction problem: the difficulty in distinguishing between 

relative price changes and aggregate price changes

For further resources: https://anthonyjevans.com/monetary-policy/ 67

Fiscal Policy
The confidence multiplier
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Imagine a sudden fall in confidence

• People decide to reduce their spending
• They prefer to hold on to money

Ø A negative confidence shock (V↓)

69Image source: https://www.cnbc.com/2014/04/24/want-companies-to-stop-hoarding-cash-heres-how.html

The signal extraction problem strikes again!

70

Revenue Costs

Reduced 
output

(Recession)

“In downturns, revenue and cash 
levels always fall faster than 

expenses”*

Loss

*See “Coronavirus: The Black Swan of 2020”, March 2020
https://medium.com/sequoia-capital/coronavirus-the-black-swan-of-2020-7c72bdeb9753

What are the 
options?
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Our AD equation was incomplete!

71Keynes, J.M., 1936, The General Theory of Employment, Interest and Money, Palgrave Macmillan

Deficit financed 
fiscal stimulus!

J.M. Keynes
€ 

AD =C(i
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Ricardian equivalence in UK politics

"Through our actions we are both supporting families and 
businesses now and helping them prepare for the future. That is 
why the responsible course is to borrow now to maintain 
growth and output, and to reduce borrowing as a proportion of 
GDP as the economy recovers and tax receipts rise again." 

Gordon Brown, UK Prime Minister, quoted in “Financial crisis: Gordon Brown 
vows to borrow way through recession” Daily Telegraph, October 26, 2008

72For seminal articles on Ricardian equivalence see Barro, R.J., 1974, “Are Bonds Net Wealth?” Journal of Political Economy 
82(6):1095-1117 and Barro, R.J., 1979, "On the Determination of the Public Debt” Journal of Political Economy 87(5):940-971

“When borrowing is already rising to dangerous and unsustainable 
levels, temporary short-term giveaways now, paid for by permanent 
tax rises and even higher borrowing later is a big economic mistake, 
because it misunderstands how people actually behave. When 
people make big economic decisions like buying a house or a car, or 
investing in a business… they don’t just act in the present: they look 
ahead to the future… If people know that they will be hit with 
massive tax rises in a couple of years, they’re less inclined to 
spend more now”

“Fiscal responsibility and the recession”, a speech by David Cameron (leader of 
the opposition) at the LSE, December 9, 2008
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Using fiscal tools to manage AD

73

Smooth the 
cycle

74“What can government do to create jobs?” Written testimony by Matthew Mitchell to the United States House of 
Representatives Education and Workforce Committee, February 1, 2012

Estimates of the fiscal multiplier 
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Criteria for a successful fiscal stimulus

Timely

• It needs to 
begin whilst the 
economy is in 
recession

Temporary

• It needs to 
expire before 
the economy 
recovers

Targeted

• It needs to 
target the idle 
resources

75Joke: paying unemployed people to dig holes is better than doing nothing (i.e. a “public work program”)
Note that some economists believe that Keynes used the ditch-digging example as a type of helicopter drop

The stated aim of 
a fiscal stimulus
is to close the 

output gap (Y-Y*)

76

What about the Obama stimulus?
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The 2009 Obama stimulus bill

• The full title was the American Recovery and Reinvestment 
Act (ARRA)

• A $787bn package (4% of GDP)

77

State and local 
government aid, 

34%

Direct federal 
spending, 28%

Tax provisions, 
38%

July 2009
> $140bn still not 

spent

12/08 
Announcement 

that the US is in a 
recession*

Was it timely? 17/2/09 
Stimulus bill 

passed

78

2007

Q1 Q2 Q3 Q4

2008

Q1 Q2 Q3 Q4

2009

Q1 Q2 Q3 Q4

2010

Q1 Q2 Q3 Q4

12/07 
Date the recession 

began*

1 year: typical recession 

16 months: longest recession (since Great Depression) was 1981-1982 

* NBER definition. Typically a recession is 2Q of –ve GDP growth, and it takes a Q to measure. See Irwin, N., “NBER: U.S. In 
Recession That Began Last December”, Washington Post, December 1st 2008
** “Stimulus Package Unveiled”, Wall Street Journal, January 16, 2009

June 2009
Recession ended

(18 months)

38% of the 
stimulus 

package**

20.8% of the 
stimulus 

package**

June 2008 
“The risk that the 

economy has entered a 
substantial downturn 

appears to have 
diminished over the past 
month or so” Bernanke
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The biggest lesson from Obama’s first year in office…

79

“there's no 
such thing as 
shovel-ready 

projects”

“Obama: "No Such Thing as Shovel-Ready Projects”” CBS News, October 13, 2010

Was it temporary?

• “The "American Recovery and Reinvestment Act of 2009" 
(ARRA), was rushed through Congress on the grounds that 
fast-acting and temporary measures were needed to 
counteract the recession....However, many of the 
provisions in the stimulus will not be temporary....All 
told, the Obama administration's budget seeks to make at 
least 37% of ARRA's spending and tax cuts permanent”

Alex Brill and Amy Roden, “A Sickening Deficit”, Forbes.com October 19, 2009

• For a typical stimulus around 95% of spending plans are still 
in place two years after the start

See Blanchard, O., and Perotti, R., 2002, “An 
Empirical Characterization of the Dynamic Effects of Changes in Government 

Spending and Taxes on Output,” The Quarterly Journal of Economics, 117(4):1329-368

80It needs to expire before the economy recovers: (1) It is not supposed to be inflationary; (2) It is not supposed to 
increase long term public debt
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Was it targeted?

• Around 98% of state spending was used to pay off debt
John Cogan and John Taylor, “What the Government Purchases Multiplier Actually Multiplied in 

the 2009 Stimulus Package,” (working paper, National Bureau of Economic Research, October 
2010)

• No statistical relationship between the distribution of 
stimulus spending and local area unemployment rates

Veronique de Rugy, “Stimulus Facts—Period 2,” (working paper, Mercatus Center at George 
Mason University, 2010); Jason Reifler and Jeffrey Lazarus, “Partisanship and Policy Priorities 

in the Distribution of Economic Stimulus Funds,” (working paper under review, September 
2010); and Robert Inman, “States in Fiscal Distress,” (working paper, National Bureau of 

Economic Research, June 2010)

• Most of those hired were not previously unemployed 
Garett Jones and Daniel Rothschild, “Did Stimulus Dollars Hire the Unemployed? Answers to 
Questions About the American Reinvestment and Recovery Act,” (working paper, Mercatus 

Center at George Mason University, 2011)

81See “What can government do to create jobs?” Written testimony by Matthew Mitchell to the United States House of 
Representatives Education and Workforce Committee, February 1, 2012

Did the ARRA work?

Study Findings

Feyrer & Sacerdote (2011) Multiplier between 0.47 and 1.06
Stimulus increased employment ($170,000 per job)

Chodorow-Reich, Feiveson, Liscow, and 
Gui Woolston (2012)

Multiplier of 2 for spending on Medicaid

Wilson (2012) 2m extra jobs created
18.4% increase in construction employment

Page & Reichling (2011) 1.6m-4.6m jobs created, real GDP increased by 1.1-3.1%, 
unemployment reduced by 0.6-1.8pp
Infrastructure multiplier between 1 and 2.5
Transfer payment multiplier between 0.8 and 2.1

Council of Economic Advisors (2010) 2.7m-3.7m jobs created or saved

Zandi & Blinder (2010) 2.7m jobs created, real GDP increased by 3.4%, 
unemployment reduced by 1.5pp

Oh and Reis (2011) Tax transfer multiplier of 0.02 and 0.06
Government purchase multiplier of 0.06

Conley and Dupor (2011) 450,000 jobs created/saved
1m jobs destroyed/forestalled

Taylor (2011) Stimulus failed

See Matthews, D., “Did the stimulus work? A review of the nine best studies on the subject”, Washington Post, August 24th 2011
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The Bernstein-Romer chart

83Feyrer, J. and Sacerdote, B., “Did the Stimulus Stimulate? Real Time Estimates of the Effects of the American Recovery and 
Reinvestment Act”, NBER Working Paper No. 16759, Feb 2011

How to boost effective demand

Stabilising demand via 
debt-led private sector 
expansion

Expansionary fiscal 
policy

Substitution of 
domestic with foreign 
demand

Requirements Sufficiently de-
regulated financial 
markets, capital 
inflows

Creditors (could be 
central bank)

Competitive advantage, 
foreign import demand, 
capital outflows

Main actor Households Government Firms

Affected component of 
aggregate demand

Consumption (C) Government spending 
(G)

Net exports (X − M)

Side effects Increasing indebtedness 
of private households

Increasing indebtedness 
of the national 
government

Net lending, currency 
re-valuation (not 
applicable in the 
Eurozone)

Examples in the EU Spain, Portugal Legal institutions in the 
EU restrict this strategy

Germany, the 
Netherlands

Implications for current 
account

Negative Negative Positive

84Grabner, C., Heimberger, P., Kapeller, J., and Shutz, B., 2020, “Is the Eurozone disintegrating? Macroeconomic 
divergence, structural polarisation, trade and fragility” Cambridge Journal of Economics, 
https://academic.oup.com/cje/article/doi/10.1093/cje/bez059/5706035
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Fiscal multiplier estimates for Euro countries

85

France Germany Italy Spain

Characteristic Value      Score Value Score Value Score Value Score

Closed economy 31.2 0 38.1 0 26.4 1 29.9 1
Labour market rigidities 45 1 53.3 1 50.3 1 59 1
Low automatic stabilisers 57 0 44 0 50 0 43 0
Fixed exchange rates 1 1 1 1
Low public debt 120.5 0 79 1 157 0 116 0
Effective public finances 79 1 82 1 68 0 84 1
Total score 3 4 3 4

Range (0.1 - 0.6) (0.4 - 1) (0.1 - 0.6) (0.4 - 1)

Large output gap adjustment 0.1 0.6 0.4 1 0.1 0.6 0.4 1
Narrow output gap adjustment 0.1 0.6 0.24 0.6 0.1 0.6 0.24 0.6
Monetary policy adjustment 0.13 0.78 0.312 0.78 0.13 0.78 0.312 0.78

Final range (0.13 - 0.78) (0.31 - 0.78) (0.13 - 0.78) (0.31 - 0.78)

Y 1.2% 1.9% 0.9% 3.3% 
Output gap -1.8 0.8 -1.6 < 1% 
Interest rates 0% 0% 0% 0% 

Analysis conducted March 2018

86Analysis conducted March 2018
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Fiscal stimuli tend to occur as a means of crisis management

Maintaining 
confidence

Causing a 
panic

87

What prompted the 2008 panic?

88TARP is the Troubled Asset Relief Program, when the US government bought $700bn of toxic assets from financial institutions
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The Paulson/Bernanke testimony

89

“I knew I had to choose my words carefully. We faced 
a real dilemma: to get Congress to act we needed to 
make dire predictions about what would happen to 
the economy if we didn’t get the authorities we 
wanted. But doing so could backfire. Frightened 
consumers might stop spending and start saving, which 
was the last thing we needed right then. Investors 
could lose the final shred of the confidence that was 
keeping the markets from crashing” 

Henry Paulson, US Treasury Secretary*

* see Paulson, H., 2010, On the Brink, New York: Business Plus, pp.281–282

"It's not based on any particular 
data point, we just wanted to 
choose a really large number” 

Treasury spokesperson

$700bn bailout

• Why did the US Treasury decide on $700bn as the size of 
the initial bailout fund in 2008?

90* quoted on Forbes.com, September 23, 2008, No. 4 “Most Notable Quotations of 2008” by The Yale Book of Quotations

“We have $11 trillion residential mortgages, $3 trillion 
commercial mortgages. Total $14 trillion. Five per 
cent of that is $700 billion. A nice round number”.

Henry Paulson
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How can policy make things worse?

• “Arbitrary decisions by government may reduce business 
confidence, and thus inhibit the investment the politicians 
want to see”

The Economist, 2013

• According to Alan Greenspan 50-75 per cent of the fall in 
illiquid long term investment was due to “the shock of 
vastly greater uncertainties embedded in the 
competitive, regulatory and financial environments faced 
by business since the collapse of Lehman Brothers, 
deriving from the surge in government activism”*

91* see “V: Velocity shocks, regime uncertainty and the central bank” in Evans, A.J., 2018, Getting the Measure of Money, IEA

Policy responses in a crisis can 
calm markets and restore 

confidence

But if investors want 
predictability, the threat of 

arbitrary and large scale 
intervention may damage 

confidence

92

The pressure to act

For data on penalty kicks see Authers, John, “Why sitting tight is sometimes right”, Financial Times, February 15, 2008
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The big debate: Keynes

93

Keynes

Problem Spending
Consumers are not buying enough 
stuff

Solution More spending

• Infrastructure
• Job creation

Concerns May not be enough

Key 
question

How can fiscal policy smooth the 
economic cycle?

Is a recession merely a spending problem?

94* See “An Ordinary Joe”, The Economist, June 23, 2012

“At this point, anything that 
boosts the government’s 
deficit over the next two 

years passes the benefit-cost 
test – anything at all”

Brad DeLong
November 2009

“paying people to ditch-dig 
and refill them would be 

better than not increasing 
government spending”

Joseph Stiglitz
Summer 2010

The 2009 fiscal 
stimulus was “not as 
well designed as it 
could have been”*

Joseph Stiglitz
June 2012
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Williamson Tunnels, 1810-1840

95

96

Infrastructure

Ordos City, 2009
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Jobs

North Korea, 2013

7m views!

The big debate: vs. Hayek

98Watch “Fear the Boom and Bust” [https://youtu.be/d0nERTFo-Sk] and “Fight of the Century” [https://youtu.be/GTQnarzmTOc]

Keynes Hayek

Problem Spending
Consumers are not buying enough 
stuff

Coordination
Producers are making the wrong stuff

Solution More spending

• Infrastructure
• Job creation

Market process to find out where 
spending should be directed

• Infrastructure spending can be 
wasteful

• The type of jobs is more important 
than the amount

Concerns May not be enough Could make things even worse

Key 
question

How can fiscal policy smooth the 
economic cycle?

What’s the best use of scarce 
resources to create value?
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Three main types of fiscal measures

Immediate fiscal 
impulse

Deferrals Other liquidity 
provisions and 
guarantees

• This includes spending on 
medical equipment, 
public investment, and 
cancellation of certain 
taxes

• Deferment of payments 
including taxes and social 
security contributions

• Assist the liquidity 
position of people across 
the board, without 
reducing their obligations

• Including “export 
guarantees, liquidity 
assistance, credit lines 
through national 
development banks”

• These require specific 
action by companies 
wishing to benefit

99Anderson, J., et al “The Fiscal Response to the Economic Fallout from the Coronavirus” Bruegel, Sep 24th 2020
https://www.bruegel.org/publications/datasets/covid-national-dataset/

Summary of fiscal measures

100Anderson, J., et al “The Fiscal Response to the Economic Fallout from the Coronavirus” Bruegel, Sep 24th 2020
https://www.bruegel.org/publications/datasets/covid-national-dataset/
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Discretionary 2020 fiscal measures, by November 2020 (and totals)
% of 2019 GDP

Immediate fiscal impulse Deferral Other liquidity /guarantee

28% 40% 49% 17% 26% 14%
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The old adage

• A key criticism of the Keynesian approach was made by 
James Buchanan and Richard Wagner

• The concern is that “permanent budget deficits” lead to an 
inevitably tendency

• It happened in the USSR, Zimbabwe, and the Eurozone debt 
crisis

101

Budget Deficit Inflation Crisis

Steadily increasing 
public debt

Signal extraction 
problem

Buchanan, J.M., and Wagner, R.E., 1977, Democracy in Deficit, Academic Press

From boom to 
bust

Public debt tipping point

• In a famous and controversial paper, Reinhart and Rogoff 
identified government debt of 90% of GDP as a “tipping 
point” beyond which a default becomes highly likely *
– 90% for high income countries
– 60% for emerging market

• Maybe 120% should be an additional category

102* Reinhart, C M and Rogoff, K.S., 2010b, “Growth in a Time of Debt”, American Economic Review: Papers and Proceedings 100(2): 573–578.
See Evans, 2020 p. 366.
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Summary of policy options

103

Policy options

Aggregate Demand
(M+V)

Monetary

Fiscal

Supply side 
(Y*)

Structural

Watch “Macro Policy” [https://youtu.be/8fiFf8n2K4w]

What about cutting edge growth?

104

Y*
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Macro policy decisions

105

• Actions taken by the monetary authority (typically a 
central bank)

Monetary policy

• Decisions about government spending and taxation
• A fiscal stimulus, intended to boost AD, is only one 

element of fiscal policy

Fiscal policy

Final thoughts

• It’s common to talk about the “policy mix” because 
monetary and fiscal policy need to be coordinated

• But there are important reasons for central banks to be 
operationally independent from elected politicians

• The suggestion that monetary policy needs to 
accommodate fiscal policy implies that it’s monetary 
policy that does the heavy lifting

106
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Glossary

• Fiscal stimulus: an increase in the budget deficit designed 
to boost aggregate demand

• Fiscal multiplier: the ratio between a change in the budget 
deficit and a change in aggregate demand

• Policy uncertainty: reductions in investors confidence 
caused by a lack of understanding as to how they will be 
affected by expected policy changes

Types of shock
• Supply side

– Real 
– Productivity

• Aggregate demand
– Nominal
– Total spending

For further resources: https://anthonyjevans.com/fiscal-policy/ 107

Behavioural Economics
An overview of interesting anomalies

Anthony J. Evans
Professor of Economics, ESCP Business School
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Behavioural assumptions 

The Rationality assumption: 
Incentives affect behaviour at the 
margin 

The Self-Interest assumption: 
People pursue their own self 
interest

109

Do agents make 
systematic errors?

Do agents act 
selfishly?

1

2

Strong form: Complete knowledge and 
flawless calculations

The rare disease problem

• A test of a disease presents a rate of 5% false positives. The 
disease strikes 1/1,000 of the population. People are 
tested at random, regardless of whether they’re suspected 
of having the disease. A patient’s test is positive. What is 
the probability that they have the disease?

A. 75-100%
B. 50-75%
C. 25-50%
D. 0-25%

110See Taleb 2001, also see Mlodinow 2008, p.107.

Solution: 2% (D)

Less than 20% of professional 
doctors got this correct
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The birthday problem

• What’s the probability that any of 30 random people share 
a birthday?

111

70%

See http://betterexplained.com/articles/understanding-the-birthday-paradox/ and Mlodinow, 2008, p.64

The Monty Hall problem

• Suppose the contestants on a game show are given the 
choice of three doors: Behind one door is a car; behind the 
others, goats. After a contestant picks a door, the host, 
who knows what’s behind all the doors, opens one of the 
unchosen doors, which reveals a goat. He then says to the 
contestant, “Do you want to switch to the other unopened 
door?” 

• Should the contestant switch?

112See Mlodinow, 2008, p.43 & p.53
Applet: http://math.ucsd.edu/~crypto/Monty/monty.html
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Ultimatum game

• Dictator game
• Limitations of experimental evidence

– Social norms?
– Strong enough incentives?

Player 1

(t, 100-t)

Player 2

Accept

(t, 100-t)

Reject

(0, 0)

“Ultimatum games are common in everyday life… The supermarket places an ultimatum before you – either you buy it at the set 
price or don’t buy it” (Rubinstein, 2012, p. 108)

113

From Game Theory

Prospect theory

• Expected utility theory uses a mathematical approach to 
consider how people are expected to behave under 
conditions of uncertainty, using risk preference

• Prospect theory stems from psychological studies that 
attempt to offer a more realistic account of human 
behaviour. It studies how people respond to potential gains 
and losses

• “Prospect” is another word for “gamble”

114Kahneman, D., and Tversky, A., 1979, “Prospect Theory: An Analysis of Decision under Risk” Econometrica, 47(2):263-291
Note: it assumes the probability set is known, therefore we’re dealing with “risk” as opposed to genuine “uncertainty”
See Poundstone, W., 2011, Priceless: The Hidden Psychology of Value, Oneworld (Chapter 16).

Feel the impact of 
losses more than 

gains (A<B)

+ £20

+ A

- £20

- B

If you’ve already lost 
a little, losing more 
doesn’t matter (X≈Y)

- £60k

- Y 

- £20k

- X 
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The Reflection effect, or “Loss aversion”

A B

100% Losing 
€3,000

80% Losing 
€4,000

20% Losing 
0

A B

100% Winning
€3,000

80% Winning
€4,000

20% Winning 
0

Finding: People are risk-averse 
over gains, but risk-loving over 

losses

Kahneman, D., and Tversky, A., 1979, “Prospect Theory: An Analysis of Decision under Risk” Econometrica, 47(2):263-291

80% chose A

92% chose B

116

The Certainty effect / The Allais paradox

A B

33% €27,500 100% €24,000

66% €24,000

1% 0

A B

33% €27,500 34% €24,000

67% 0 66% 0

Finding: People underweigh
outcomes that are merely 

probable compared to those that 
are certain

Kahneman, D., and Tversky, A., 1979, “Prospect Theory: An Analysis of Decision under Risk” Econometrica, 47(2):263-291
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Behavioural anomalies – two categories

117

Biases A predisposition towards error

Mental shortcuts (“rules of thumb”)Heuristics

Excessive optimism 

Definition
Overestimating favourable outcomes

Instructions
• You are vice president of product development and are 

evaluating 8 new product proposals. You have asked two 
people from R&D (in whom you have equal confidence) to 
give independent forecasts of the R&D costs. You can use 
these figures to help you make your own forecasts.

118

Biases

Source: Statman, M., and Tybjee, T., 1985, “Optimal Capital Budgeting Forecasts: An Experiment”, Financial Management, pp. 
27-33. Taken from http://highered.mcgraw-hill.com/sites/dl/free/0072848650/315497/she48685_ch03.pdf
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Testing for excessive optimism

• If A and B’s forecasts are unbiased, your best estimate would be the midpoint
• The median forecast shows the typical response of MBA students with 10 years 

of executive experience
• If your forecast is above the midpoint, you are implicitly assuming that R&D 

personnel underestimate the costs – that they have excessive optimism

119

Project no. A’s forecast B’s forecast Your 
forecast

Midpoint Median 
forecast

1 $167,000 $272,000 $219,500 $250,000

2 $274,000 $783,000 $528,500 $600,000

3 $529,000 $433,000 $481,000 $500,000

4 $357,000 $866,000 $611,500 $697,110

5 $146,000 $659,000 $402,500 $458,850

6 $937,000 $446,000 $691,500 $788,310

7 $906,000 $811,000 $858,500 $875,000

8 $483,000 $379,000 $431,000 $450,000

Over confidence

120

Biases

Svenson, O., 1981, “Are we all less risky and more skillful than our fellow drivers?” Acta Psychologica, 47:143-148

Definition
Overestimating our own abilities

Example

Compared to the rest of this group, how would you rate your 
driving skills?

A. Above average
B. Below average

When people in the U.S. were asked this 93% said above average
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Hindsight bias

121

Biases

Definition
When people believe an event was more predictable than it actually was

Example

Confirmation bias

Definition
When you search for or interpret new information in a way that 
supports existing beliefs, as opposed to challenge them.

Example

• “48 undergraduates supporting and opposing capital punishment were 
exposed to 2 purported studies, one seemingly confirming and one 
seemingly disconfirming their existing beliefs about the deterrent efficacy 
of the death penalty. As predicted, both proponents and opponents of 
capital punishment rated those results and procedures that confirmed 
their own beliefs to be the more convincing and probative ones”*

• “Participants gave higher ratings to studies that confirmed their initial 
point of view even when studies on both sides had… been carried out by 
the same method… in the end though everyone had read all the same 
studies, both those who initially supported the death penalty and those 
who initially opposed it reported that reading he studies had 
strengthened their beliefs”**
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Biases

* Lord, C.G., Ross, L, & Lepper, M.R., 1979, "Biased assimilation and attitude polarization: The effects of prior theories on 
subsequently considered evidence", Journal of Personality and Social Psychology 37(11):2098–2109 
** See Mlodinow, 2008, p.190
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Does more information lead to better decisions?

Black and white images show surfaces according to the quantity of light they reflect, whereas images in colour reveal the quality of light
See: “The science of optical illusions” BBC News, October 18th 2010, http://www.bbc.co.uk/news/magazine-11553099

Does more information lead to better decisions?
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Group 1 Group 2

Also known separately as “belief perseverance”

According to the June 1918 edition of Earnshaw’s “the generally 
accepted rule is pink for the boys, and blue for the girls”.
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Attribution bias

Definition
Overestimating how much control we have over events

Example
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Biases

Also known as “the illusion of control”

• Write down 3 examples of successes that you have had

• Write down 3 examples of failures

• What were the causes of the success?

• What were the causes of the failures?

• Attribution bias “occurs when people attribute their success to skills, and 
their failures to randomness” (Taleb 2001)

• It’s when we attribute praise/blame to the person rather than the 
situation

However, successful people can also mistake hard work for luck. Timing can be important but so is developing the skills 
to be able to take opportunities when presented. After all, “the harder you practice, the luckier you get” Gary Player

Ownership bias

Definition
People place a higher valuation on an asset purely by owning it

Example
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Biases

A nice test of ownership bias/regret avoidance is here: https://twitter.com/businessinsider/status/1034762586938433536?s=11
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Representative heuristic
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Heuristics

Definition
Judgments based on stereotypes

Availability heuristic

Definition
Judgment based on the ease with which instances come to 
mind

Example
• We tend to think that footballers make more money than 

dentists, but only because we don't see the failures 
(there’s a selection bias)

• Dentistry is a more lucrative profession since it maximises
your expected income across all alternative histories

• “One cannot consider a profession without taking into 
account the average of the people who enter it, not the 
sample of those who succeed” Taleb (2001)
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1065

Heuristics

Constraints (relatively easy examples) can sometimes improve decision making: list things that are white; things in a 
kitchen that are white; things in a fridge that are white.
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Anchoring heuristic
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Heuristics

The version of the study used here can be found in “Meeting Up” The Economist, April 4th 2015, however Poundstone, W., 2011,
Priceless: The Hidden Psychology of Value, Oneworld (p.11, p.91 and p.94) reports it as guessing the total number.
Other examples: pricing for wine on a menu

Definition
Viewing things in relation to an irrelevant comparison point

Example

• What percentage of members of the United Nations are 
countries in Africa?

• People who saw a 10 had an average guess of 25% 
• People who saw a 65 had an average guess of 45% 

Correct answer: 28%
There are 54 African countries (including Western Sahara), and 

192 UN member states

Example

• In February 1992 Stella Liebeck spilled a cup of coffee 
that she’d just bought from McDonalds over her lap

• She suffered 3rd degree burns and was in hospital for 8 
days and required skin grafting

• She sought $20,000 in damages but McDonalds offered 
$800

• Just before trial McDonalds refused a $225,000 settlement
• At trial Liebeck’s lawyer opened with the following fact:

• She was awarded $2.9m in damages, 2x the daily coffee 
sales
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“McDonalds sells 
$1.35m of coffee, 
every single day”

Gerlin, Andrea. "A Matter of Degree: How a Jury Decided that a Coffee Spill is Worth $2.9 Million”, Wall Street Journal, 1 September 1994. This 
article contends that the typical story is wrong: Lopes, G., “What a lot of people get wrong about the infamous 1994 McDonald’s hot coffee 
lawsuit”, Vox, December 16th 2016. https://www.vox.com/policy-and-politics/2016/12/16/13971482/mcdonalds-coffee-lawsuit-stella-liebeck
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Do framing effects matter?

• Imagine you are marketing a new product based on the 
following:
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Internet only subscription for $59 68 students

Print and internet subscription for 
$125

32 students

Internet only subscription for $59 16 students

Print only subscription for $125 0 students

Print and internet subscription for 
$125

84 students

43% 
increase 
in sales!

Ariely, D., 2008, Predictably Irrational, Harper Collins

Affect heuristic

Definition
Over-reliance on our immediate emotional reaction

Example
• Following the Exxon Valdez oil spill, people were asked how much 

they were willing to pay for equipment that would do the following:

• “The almost complete neglect of quantity in such emotional 
contexts has been confirmed many times”
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Heuristics

See Kahneman, D., 2011[2012], Thinking, Fast and Slow, Penguin, p. 93
We also have a tendency to place more weight on things expressed as a number than as a percentage or decimal.

Save 2,000 birds $80

Save 20,000 birds $78

Save 200,000 birds $88
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Target question Heuristic question
How much would you contribute to 
save an endangered species?

How much emotion do I feel when I 
think of dying dolphins?

How happy are you with your life 
these days?

What is my mood right now?

How popular will the president be six 
months from now?

How popular is the president right 
now?

How should financial advisors who 
prey on the elderly be punished?

How much anger do I feel when I 
think of financial predators?

This woman is running for the 
primary. How far will she go in 
politics?

Does this woman look like a political 
winner?
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Examples of using heuristics instead of 
considered reasoning

Kahneman, 2011, p.98

Framing effect and reflection effect

• A large automobile company has recently been hit with a number of economic 
difficulties. As a result, three plants will have to be closed and 6,000 employees 
laid off. Management have been studying ways to avoid this crisis and have 
developed two plans.

What if you were presented with the following choices, instead?

134This example is courtesy of Ilian Nikolov, Cotrugli MBA 2nd Generation. It originates from Kahneman and Tversky (1982).

A B

Will save 1 of the plants and 2,000 
jobs

Has a 1/3 chance of saving all 
three plants and all 6,000 jobs, 

but has a 2/3 chance of saving no 
plants and no jobs

A B

Will lose 2 of the plants and 
4,000 jobs

Has a 2/3 chance of losing all 
three plants and all 6,000 jobs, 

but has a 1/3 chance of losing no 
plants and no jobs

90% chose A

20% chose A
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The impact of behavioural economics on management

The problem with biases:
• “Managers are inclined to choose negative net-present-

value projects because they are excessively optimistic 
about the future prospects of their firms, overconfident 
about the risks they face, discount information that does 
not support their views, and exaggerate the extent of the 
control they wield over final outcomes”*

The problem with heuristics:
• “Managers are prone to make faulty decisions about uses of 

funds because they place too much reliance on 
stereotypical thinking when forming judgments, attach too 
much emphasis to information that is readily available, 
become overly fixated on numbers in their analyses, and 
place too much reliance on intuition”*

135See Shefrin, H., 2006, Behavioural Corporate Finance, McGraw-Hill (p.10)

Summary: A list of behavioural anomalies

Type Name Example

Bi
as

Excessive optimism

Over confidence

Hindsight

Confirmation

Attribution

Ownership

H
eu

ri
st

ic
s

Representative

Availability

Anchoring / Framing

Affect

136See Shefrin, H., 2006, Behavioural Corporate Finance, McGraw-Hill
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137See “Sun: A CEO's Last Stand”, Bloomberg Businessweek, July 26th 2004

https://forms.gle/yMuGHydarpH5dqRR7

RESERVE
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Basic model of decision making
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Agents

Goals Rules of 
Thumb

Learning 
and 

Feedback

Actions

Outcomes

See Beinhocker, E., 2006, The Origin of Wealth, Harvard Business Press, p.130

Heuristics aren’t necessarily bad!

140Haldane, A., 2016, “The Dappled World”, GLS Shackle Biennial Memorial Lecture

“Faced with that uncertainty, it is often 
rational for agents to rely on simpler 
decision rules (Gigerenzer (2015)). These 
are often called “rules of thumb” or 
heuristics. Use of such rules is sometimes 
thought to be arbitrary, sub-optimal or 
irrational. Yet in a world of uncertainty, 
that is far from clear. Heuristics may be 
the most robust means of making 
decisions in a world of uncertainty.”

Andy Haldane, Chief Economist, Bank of England
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Is it irrational to demonstrate “anomalies”?

• We prioritise threats over opportunities because threats 
tend to be more immediate. It’s a better survival strategy

• But this is…

141

Loss aversion

Haldane, A., 2016, “The Dappled World”, GLS Shackle Biennial Memorial Lecture
* This point has been made by economists such as John Hicks and Aaron Wildavsky. See Douglas, M., and Isherwood, B., 1979[1996],
The World of Goods, Routledge, p.89

Bill Buchanan, CTU
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“I don’t like giving something 
up unless I know its value.”

Ownership bias!
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The replication crisis and social priming

• There is a strong bias to identify and publish interesting 
and surprising results

• To be considered a scientific finding, however, we should 
expect those studies to be replicable

• When researchers have attempted to replicate famous 
studies they have often failed
– Half of surveyed scientists have admitted not being 

able to replicate their own studies*
• “Social priming”, i.e. affecting behaviour through subtle 

clues, is particularly problematic

Ø “If you are not a psychologist, it’s worth assuming that 
every exciting psychological finding that you’ve actually 
heard of is probably false.”

Tom Chivers

143See Chivers, T., “What’s next for psychology’s embattled field of social priming” Nature News Feature, December 
11th 2019
* Baker, M., 2016, 1,500 scientists lift the lid on reproducibility, Nature, 533, 452-454

Do we need psychology?

• We use the behavioral psychology literature not because of 
the validity of the experiments but because they provide a 
means to adopt introspection

• We don’t need to replicate the studies, we just need to 
reflect on them

• Main source of knowledge in economics: introspection

• “The data yields by introspection are, moreover, so plain 
and so reliable that there can be no question for the 
economist of dependence on professional psychology”

Friedrich von Wieser *

144* See Sweezy, A.R., 1934, “The Interpretation of Subjective Value Theory in the Writings of the Austrian 
Economists”, Review of Economics Studies, 1(3):177
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Biases and radical uncertainty

• “Many so-called ‘biases’ are responses to the complex 
world of radical uncertainty”
– In most experiments important context is missing
– “in a behavioural experiment, where the context is 

unclear, the experimenter is no more able to decide 
what is right or wrong than the participant”*

– The correct answer to a behavioural question is 
probably “I don’t know, but if it is important I will try 
to find out” and “before I do that, would you define 
the question more precisely?”*

• We may not demonstrate “axiomatic rational” behaviour in 
certain situations, but can still be rational in an 
evolutionary sense

145Kay and King, 2020, p.16, *p.144-145
NB p.146 is one of the best takedowns of Kahneman that I am aware of!

Ecological vs. constructivist rationality

• Deliberately created rules of action

Constructivism

• The use of reason to understand the behaviour of 
individuals based on their experience and folk knowledge

• An examination of the possible intelligence that is 
“embodied in the rules, norms and institutions of our 
cultural and biological heritage”*

Ecological rationality

146See Smith, V., 2003, “Constructivist and Ecological Rationality in Economics” American Economic Review, 93(9):465-508
Also available at https://www.nobelprize.org/uploads/2018/06/smith-lecture-2.pdf (*p.509)


