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The new proposal. Frydman’s lecture in Milan: the economist challenges the orthodoxy of

market rationality theories.

Crisis: Bubbles? They can work, but only with a limit

By Fubini Federico

Impossible to have reliable predictions, but authorities can keep excesses under control. And

that it is not what they are doing at the moment...

Financial markets’ turmoil keeps raging. A series of hypothesis that only five years ago
would have been promptly dismissed have not only surged, but in some cases, have occurred
against all odds. There’s a long series of similar unexpected events which keep increasing,
ranging from the economic and financial area to the Arab world’s geopolitics, possibly

passing by food inflation derived from the US liquidity produced a s a response to the crisis.

All these events force us to look backwards and question the founding principles of Western
economies. New York University economist, Roman Frydman, claims to have found a
revealing extract by Robert Lucas. Nobel Prize winner in economics in 1995, Lucas is the
main theoretician of what is universally referred to as the “rational expectations hypothesis
(REH)”. According to this theory, the market is always right and predictable on the basis of
mathematics models, in that its prices express all the information available from those

individuals pursuing the same objective: their own economic interest.

Models

With a polemic tone, Frydman refers to the following phrase by Lucas to condense the
famous Chicago economist theory: “I prefer using the term ‘theory’ ”, writes Lucas “as
something to be put in a computer and calculated. A theory is the artificial building of a
mechanical world inhabited by interacting robots. This is what the economy studies. ”
Recently, in a side room at the House of Lords, Frydman read out this sentence to a small
audience of colleagues adding the following comment: “It is almost embarrassing. Not even
the Soviets would have dreamt of creating such a perfect model. It’s like planning real

socialism: if it doesn’t work, it will be the people’s fault, not the model’s.



In 1968, Frydman left Poland, his country of origin, at 19 years old and went to New York to
escape anti-Semite persecutions pursued by the socialist regime. And it was probably his
childhood experience with what he called “fully predetermined models” that, since he was a
student at the Columbia University in the 70’s, made him sceptical towards the “rational
expectations” theory drawn up by Lucas and supported by his colleagues. A few days ago, as
guest of the historian economist, Lord Robert Siddelsky, and City of London regulator, Adait
Turner, Frydman presented at the House of Lords his most recent book, co-written with

Michael Gol-dberg, where he openly criticizes and tries to overcome Lucas’ theory.

Volatility

The book is titled "Beyond Mechanical Markets” and beyond being a current macroeconomic
editorial case, it somehow represents a redemption for Frydman. Frydman has not been
facilitated in his career by his reputation as “dissident” within the Western economic school
of thought. It is not a coincidence that his lecture -to be held tomorrow at Milan Bocconi
University (at 2 pm in Via Sarfatti, 25)- is entitled “Unorthodox Macro”. Frydman firmly
believes that the core principles of market fluctuations are the prevailing basis and reason. In
his book with Michael Goldberg, he demonstrates his theory by analyzing a series of
Bloomberg articles of the past six years (from 1994 to 2000, i.e. throughout the new economy
bubble context). He finds that all interviewed experts and traders always explain the facts on
the basis of the core principles and not on the basis of emotional factors (i.e. the market
feeling). However, the factors considered to be mostly relevant do change as time goes by. In
the wake of John Maynard Keynes, Friedrich Hayek and Karl Popper’s lessons, Frydman and
Goldberg claim that it is only possible to have an imperfect knowledge of markets and of the
future of the economy “because we can’t rationally predict the future course of our own

knowledge”.

Hence, there are no predefined models, but neither an agnostic and fatalist renunciation to
understanding. According to “Beyond Mechanical Markets” market fluctuations are
inevitable when allocating capitals, although they can become excessive because of the
imperfect knowledge of the operators. That is why Frydman suggests that political and
economic authorities should intervene to gradually discourage excesses, when prices seem to
go over the average maximum levels. This goes against the principles implemented by Alan
Greenspan when serving as Chairman of the Federal Reserve who never put a stop to the

dotcom or the estate bubble on the basis of Chicago market rationality theories. On the other



hand, Brazil seems to be applying the new principles when trying to limit the strong
revaluation of its currency (Real). While the developing world implements Frydman’s

theories, developing countries start talking about it.





