MPRA

Munich Personal RePEc Archive

New Economics

Obregon, Carlos

5 November 2020

Online at https://mpra.ub.uni-muenchen.de/122457/
MPRA Paper No. 122457, posted 07 Nov 2024 15:14 UTC


http://mpra.ub.uni-muenchen.de/
https://mpra.ub.uni-muenchen.de/122457/

NEW ECONOMICS

CARLOS OBREGON



INDEX

INTRODUCTION: A NEW ECONOMIC ERA
SECTION I: NEW MICROECONOMICS
CHAPTER ONE. MICROECONOMICS BASED ON THE INDIVIDUAL

CHAPTER TWO. MICROECONOMICS BASED
ON THE EXTERNAL SETTINGS

CHAPTER THREE. NEW MICROECONOMICS

SECTION II. NEW MACROECONOMICS
CHAPTER FOUR. NEOCLASSICAL MACROECONOMICS
CHAPTER FIVE. KEYNES MACROECONOMICS

CHAPTER SIX. NEW MACROECONOMICS

SECTION III. NEW GROWTH THEORY
CHAPTER SEVEN. FAILED MODELS OF ECONOMIC GROWTH

CHAPTER EIGHT. SUCCESSFUL MODELS
OF ECONOMIC GROWTH

CHAPTER NINE. NEW GROWTH THEORY

SECTION IV: THE 2020 GP AND THE FUTURE
CHAPTER TEN: ECONOMIC POLICIES IN THE 2020 GP

CONCLUSION

[5]

11

37

50

79
82

87

130

135

148

160

186

205



INTRODUCTION: A NEW ECONOMIC ERA

The 2020 GP (Global Pandemic) is nor only changing the World in
many dimensions, it has started a new economic era. What are the char-
acteristics of this new era? They are five: 1) Large amounts of money
printed, sustaining low interest rates. The four most relevant central
banks have expanded, up to the end of September 2020, their balance by
6.7 trillion dollars. 2) Large governments’ debt borrowed at low interest
rates. Advanced economies general government gross debt over GDP is
expected to increase from 104% in 2019 to 124% in 2020, and to remain
at this level until 2025. The same indicator in Emerging markets and
developing economies is expected to increase from 52% in 2019 to 61%
in 2020, and to increase furthermore to 69% in 2025. 3) Central banks
buying huge amounts of government’s debt. The four most relevant cen-
tral banks have bought between 50% to 75% of their corresponding gov-
ernments debt issued since February 2020. 4) Governments allocating
huge amounts of resources. Up to September 11, the total fiscal effort in
the world has been 11.7 trillion dollars; which represents 11.9% of global
GDP. Of this amount around half has directly impacted the budget, and
the rest is liquidity support, such as guarantees and others. 5) Central
banks buying directly private sector financial instruments ~what is known
as QF (Quantitative Easing). Although this effort has been of secondary
relevance as compared with the fiscal one. These characteristics are con-
sequence of urgent economic policies, which however have not followed
any theoretical framework. Therefore, a new economic theory is needed:
1) to confirm whether the policies adopted were the adequate ones or not;
2) to suggest alternative economic policies that could had been used; and
3) to define what risks poses the future.

Each economic era has brought along new advances in economic the-
ory, which allowed to create proper policies to resolve the main economic
problems of the time. The era of the Gold Standard was concerned with
preventing inflation; and it used and developed neoclassical economics.
19305 era was advocated to avoid depressions under Keynes’ econom-
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INTRODUCTION: A NEW ECONOMIC ERA 7

ics. The 50’s to the late 70’s era was guided by the desired to manage
properly the business cycle, and its corresponding theory was the IS-LM
model. Since the 80’s era the goal had been to prevent stagflation from
occurring; and the theoretical framework applied was monetarism and
rational expectations. The challenge of this new era, starting in 2020,
is to get out of the crisis without a politicized take over of the economy
and a renew inflationary period. It will not be easy. And there is not yet
a theory at hand. To discuss how to do it, and to develop a theoretical
framework capable to handle this new challenge is the purpose of the
New Economics (NE) proposed in this book.

There are two questions that deserve to be answer. The first question
is Why the world has been so aggressive printing money and increasing
the government deficits? The answer can be found in the slow economic
recovery after the 2008 GFC (Global Financial Crisis).

The second question is Why money printing and government bor-
rowing in this new era has not produced neither stagflation nor infla-
tion? The reason is as follows. The ICT (Information, Communications,
Technology) revolution that started in the late eighties has produced such
increase in global productivity that inflation has been subdued, pressur-
ing nominal interest rates down. The huge savings from China and other
countries that join the ICT revolution has created a supply of capital that
has maintained the real component in interest rates also down. It is in
this environment of low interest rates and high global productivity that
the 2020 GP occurs. This already take us to an important reflection: i is
not possible to explain macroeconomic phenomena without taking into account what is
happening in the real productive economy. This 1s why Section III in this book
is on the new theory of economic growth.

New economic theories do not discard previous ones, they built upon
them. Therefore, the New Economics (NE) proposed in here takes many
elements from previous theories, but it gives them a new perspective.
One of the main conclusions of the IS-LM controversy was that macro-
economics needed better microeconomic foundations, which was then
one of the main concerns in the development of the theory of rational
expectations. Since we agree that it is not possible to have a good macro-
economic perspective without solid microeconomic foundations, we will
use Section I on this manuscript to discuss the new microeconomics.
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Why is there a need for NE? Because previous theories cannot explain
the present situation. Neoclassical economics do not have a macroeco-
nomic theory. According to monetarism and rational expectations, neither
the 2008 GFG, nor the 2020 GP, should have had happened. And, in ad-
dition, so much free money should have had created already stagflation.
The IS-LM model was created to manage a business cycle, and does not
have much to say about how to manage a major economic crisis. And
Keynes’ economics would of have recommended the large fiscal adjust-
ment that had happened, but never contemplated the possibility of QE.

In Section I we discuss the new microeconomics. We built upon
Game Theory. Information Theory, Behavioral Economics, and Insti-
tutional Economics. The main conclusion of this chapter is that there is
not a unique microeconomic equilibrium. The three attempts to find one:
Welfare Economics, General Equilibrium Theory, and Rational Expecta-
tions, have failed. It is now clearly established that the setting (whether it
1s a game, an institution, the level of information, or other behavioral con-
ditions) do influence in the final equilibrium obtained. Therefore, there
is the need to develop a macroeconomic theory and model of economic
growth to define the settings, which go beyond their microeconomic
foundations.

Section II present the new macroeconomics. It defends two main the-
ses: 1) that the macroeconomic equilibrium nor only depends in the mi-
croeconomic conditions in place, but also in both: the macroeconomic
adjustment policies (the fiscal and monetary policies); and on the eco-
nomic growth model. And 2) that the macroeconomic adjustment policies
should go beyond traditional fiscal and monetary policies. That there is
space for an extended and modified version of QE (Quantitative Easing),
but that this would imply creating new institutions capable to direct the
new credit to the productive economy.

Section III presents the new theory of economic growth. It is based
upon the rapid changing preferences of the international middle class,
which guide technological change. It distinguishes between develop econ-
omies (DE) and emerging economies (EE). In DE the technology develop
is always at the frontier; but in EE the technology used may be obsolete.
Obsolete technology only produces temporary economic growth, which
will disappear as soon as the EE opens up to the international market.
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It is argued that an economy must have the proper model of economic
growth, and that growth dilemmas cannot be solved through macroeco-
nomic adjustment policies.

The main conclusion of the book is that the World has erroneously
put all the burden of the economic adjustment in fiscal policies, which
are inefficient to promote economic recovery, create improper transfers
from the tax payer to the rest of the population, and jeopardize the future
of the economy. So much free money, if there is not a proper recovery
program of the productive economy, puts the world at risk of the resur-
gence of inflationary pressures, which could bring back inflationary ra-
tional expectations and the menace of stagflation. It is needed to develop
institutions capable to channel the free money properly to the productive
economy, this will both contain inflationary pressures and maintain in-
flationary expectations under control. The government has never been
trusted by the private sector, and it is not to be trusted know - a large
presence of the government in the allocation of productive resources is a
recipe for future problems.

Any economy main goal, as Adam Smith clearly anticipated, must
be economic growth. Macroeconomic adjustment policies cannot and
should not try to substitute for a proper economic growth model. The
recent failure of Japan is the perfect example, it entered erroneously the
ICT revolution; and that mistake of course has not been able to be re-
paired by expansionary macroeconomic policies. At the center of the NE
is the policy for economic growth. Which can be of very distinct nature
in diverse countries.

The government should not be a substitute for the private sector,
and should not impede market signals to flow freely. The government in
some countries is a key participant in the design of the economic growth
program; and its guidelines, when concerted with the private sector, can
be and had been in many countries very productive. But the government
allocating resources by itself is a poor allocator. This is the main problem
of relaying mostly in fiscal policy. NE proposes 1) To reduce the burden
of the adjustment via fiscal policies; 2) to increase the use of non tradi-
tional monetary policy through a modified and extended version of QFE,
creating a proper institutional arrangement to this purpose; and 3) to
extent the realm of influence of traditional monetary theory, while avoid-
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Ing negative interest rates, incentivizing the private banks to lend more
through a premium, as the ECB is already doing; which is equivalent
to negative interest rates for the private banks, but which allow positive
interest rates in the deposits.

Free money is required to get an economy out of a major crisis, but
channeling most of it through fiscal policies is a mistake. The government
is a poor allocator. Money should be channel directly to the productive
economy. But it is argued, we do not have today in most economies the
necessary institutions to be able to do it properly. NE discusses and proposes
major changes in the institutional arrangement both in DE and in EE.

The major problem of traditional economics is that it has not taken
seriously the need to develop institutions capable to establish the correct
setting for the market to operate properly both nationally and globally.
The 2008 GFC was consequence of the inadequate institutional financial
arrangement, both at the national and at the global level. The 2020 GP
was also a consequence of the lack of proper global and national health
mstitutions. And as I have argued elsewhere there are other potential
global crisis in the making'. The World need to take seriously the need to de-
velop an adequate International Arrangement that permits acceptable levels of global
governance.

Institutions cannot substitute markets; these are needed for a rapid
technological change. But markets without proper institutions generate
suboptimal unstable equilibriums. NE proposes that the DE, the EE, and
the World at large must seriously discuss how to strengthen their corre-
sponding institutional arrangements to be able to a) better resolve crisis
like the 2020 GP; b) get out of the present situation without ending in
politicized economies and/or an unwanted return to inflationary expecta-
tions; ¢) avoid other major global crisis; and d) resolve the problems of
underdevelopment and poverty.

This book is mainly about theory. However, in the conclusion, we
relate our theoretical proposals to the specific situation that the global
economy has been living due to the 2020 GP.

! Obregon, Carlos; 2020. 4 New Global Order. Amazon.com. Also available at Research gate.com



SECTION I: NEW MICROECONOMICS

In general, there are two distinct ways to see the micro-interaction be-
tween economic agents. The first one is as the consequence of a given
nature of the individual economic agents. The second one is as a conse-
quence of the settings under which such micro-interaction between the
economic agents happens. In the first one which is presented in Chapter
One, we encounter three schools of thought: 1) Neoclassical Economics;
2) Sen’s Economics; and 3) Behavioral Economics. In the second one
presented in Chapter Two, we find four schools of thought. 1) Game
Theory; 2) Information Economics; 3) Uncertainty Economics; and 4)
Institutional Economics. Chapter Three presents our own proposal for a
Nnew microeconomics.

Within Neoclassical economics we have had three different theoreti-
cal efforts: a) Welfare Economics; b) General equilibrium; and c) Ratio-
nal Expectations. We show that these three efforts failed to show that
markets are stable, have a unique optimal equilibrium and maximize so-
cial welfare; and therefore there is not a market efficient solution, inde-
pendent of the institutional characteristics of a given society. These three
theoretical efforts however, taught us a lot about markets functioning,
and had been very useful in the solution of many theoretical and policy
economic problems.

Sen took rationality to a whole new dimension, and endow humans
with two unique characteristics: A) the capacity to know what is moral,
and B) the capacity to act according to what they know is moral. But as
we emphasize in the third section in this chapter, there is nothing in neu-
robiology, nor in evolutionary theory that justifies any of these capacities.
Therefore, moral judgments, and moral behavior, are consequence of the
imnstitutional social arrangement.

Behavioral economics have clearly shown that the strong rationality
assumed by the contemporary neoclassical school does not hold. Hu-
man’s are guided by their emotions. But there are two main limitations

[11]
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to Behavioral economics. The first one is that it cannot explain how large
markets work, in fact in large markets humans behave selfish. And sec-
ond, even the emotional responses proven in the laboratory by Behavior-
al Economics are setting’ dependent. Therefore, Behavioral Economics
findings do depend upon the institutional arrangement.

Thus, the first chapter concludes that the three attempts to explain the
microeconomic-interaction by the human individual nature (Neoclassi-
cal Economics, Sen’s Economics, and Behavioral Economics) failed. The
microeconomic-interaction does depend upon the setting on which it hap-
pens. In the Second Chapter, we review the main known theories that
show how the microeconomic-interaction can be explain by the setting
in which it occurs: Game Theory, Information Economics, Uncertainty
Economics, and Institutional Economics. And we discuss how they relate
to one another. And finally in the Third Chapter we present the new
microeconomics that this manuscript proposes.



CHAPTER ONE. MICROECONOMICS
BASED ON THE INDIVIDUAL

BACKGROUND

Economics started with Adam Smith. He asked the question of why
Holland and particularly England were growing fast, while Spain that
have had the gold trade, and Portugal the species trade, did not. He
found the answer in the technological development consequence of
mass production, which in turn was due to the enlargement of the mar-
ket. Smith clearly saw the free markets as a positive institutional char-
acteristic of certain societies like England. And his whole argument was
that individuals must be free to exercise their selfishness through free
markets, because these actually benefit the whole society by promoting
economic growth. Smith was right. 1950 to 2000 the USSR’s GDP Per
Capita grew less than the Africa’s. The failure of the USSR, and the
success of the US, is explained by the enlargement of the middle class
market in the US. More on this will be discussed in Section III, but the
point to be emphasized here is: that free markets are fundamental for economic
growth. Therefore, it is very crucial to study and analyze how markets
do transmit information of the individual preferences. This was the
initial goal of the Neoclassical School.

Free markets in Smith imply that individuals behave selfish. But two
points must be emphasized. The first one is, that the fact that individual
behave selfish in large markets does not mean that they behave selfish
in other activities in society. In fact, Smith himself wrote the Theory of
Moral Sentiments (before the Wealth of Nations). In it he argued, that
in those actions in which either the individual or the society consider
that the individual may harm others, there must be moral-non selfish
behavior by the individual, and that if he does not behave morally the

[13]
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society must intervene and force him to comply. Thus, it was clear for
Smith that markets do operate within a given institutional arrangement.
The second point is that the market in Smith do not require individual ra-
tionality. Markets are made of choices revealed by actions, and whether
those choices are very rational or very emotional is not really relevant.

By the time in which Ricardo and Marx wrote, Capitalism was al-
ready growing rapidly; and therefore economic growth was not any lon-
ger their concern. Therefore, they concentrated in the problem of eco-
nomic value and the allocation of resources through the price system.
Economic value for both of these authors came from labor. For Ricardo,
was mostly a technical problem, which solution allowed for better eco-
nomic policies. For Marx, it was mainly a problem of social justice. Ricar-
do was unsuccessful in finding a numeraire, and therefore could never fully
established his labor theory of value. The numeraire was finally found by
Sraffa, almost two centuries latter, and only for a non-monetary station-
ary economy without technological change. Marx labor theory of value
was trap into a tautology that had no solution. He clearly understood that
incorporated labor could not produce economic value. The value of labor
had to be verified by the market — what Marx called socially necessary
labor. But if economic value can only be defined ex-post, once the market
transactions do happen; then, it could never be verified ex-ante that labor
is in fact the source of economic value. Marxs labor theory remains as
a proposal about social justice. But as a technical explanation of market
prices and the allocation of resources through the markets it was not un-
successful. Ricardos and Marxs failures send the economic profession into new routes
to explain Where does economic value come from?

For the old neoclassical economists, scarcity and individual prefer-
ences, expressed in the market, define through supply and demand the
market prices. This was both an elegant and successful solution. And it
must be emphasized, that it does not require individual rationality: it is
enough with individuals being able to identify and express their prefer-
ences in the market. Markets play the very important function of trans-
mitting individual preferences through actions, what Hirschman called
Exit’: and expressing oneself through exit does not imply any_form of rationality.

2 Hirschman, A.O., 1970. Exit, Voice and Loyalty, Responses to Decline in Firms, Organixations, and
States. Gambridge, MA; Harvard University Press.
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The neoclassical school first attempt to understand formally the working
of a market was with Walras” General equilibrium Model. But understanding
the workings and advocating the virtues of the market, did not stop Walras
from proposing a social reform to make the working class property owners.
His social reform mvolved the nationalization of land, the abolition of taxation
on wages, the curbing of monopoly power, and the promotion of a strong
cooperative movement. It is not really until Pigou, that there is an attempt to
claim that the microeconomic equilibrium maximizes welfare. And even with
Pigou, the idea was that an egalitarian society maximizes welfare, thus this
author was far away from defending the status quo. Neoclassical economists,
even the contemporary ones, understood that the political and social system
was not included in the problem of maximizing social economic welfare. Li-
onnel Robbins, for example, oppose the usage of nterpersonal comparisons,
because the question to answer was If the economic system by itself could
maximize social economic welfare? But Robbins never denied that interper-
sonal comparisons should be made in the political and social system.

The neoclassical school main goal was to distinguish between effi-
ciency and equity considerations. Economic efficiency was thought could
be shown as independent of political and social considerations as to the
distribution of income or wealth. It was the attempt to build solid mi-
croeconomic foundations, that could show an independent and efficient
market equilibrium. Notice that the original neoclassical economist’s re-
search program was more ambitious than the rational expectations’ one;
because the latest is based in partial equilibriums useful to solve specific
problems like stagflation, while the former aim at a general equilibrium.

To prove that markets, maximize economic welfare was an old re-
search project in Neoclassical Economics, which culminates in the math-
ematical conditions imposed by the Contemporary Neoclassical School.
Distinct levels of rationality were introduced all along the development
of the two key research projects of Welfare Economics and General Equi-
librium Theory, such as: 1) an ordinal utility function. 2) a well defined
set of alternative strategies. 3) a behavior of maximizing expected utility.
4) that preferences are transitive. 5) that they maintain today$ transitivity
through time. 6) a known probability function of future scenarios. 7) that
future markets can be treated by adding dated commodities as distinct
goods. 8) that the risk facing the individual is probabilistic risk 9) that un-
certainty can be managed through insurance based in probabilistic risk.
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However, the fact that these theoretical economists were concerned
with establishing the mathematical conditions to be able to model the
workings of a market, does not mean that they believe that the market
1s the only social institution that counts, not that the market is stable, or
finds by itself an optimal solution. It must be understood that many of the
contemporary defenders of Welfare Economics and of General Equilib-
rium did not believe that the microeconomic model was independent of
the rest of the institutional conditions of the economy. Maximizing social
welfare was always understood as maximizing economic social welfare; and
not the full blown welfare of the society as a whole. Samuelson proposed
a strong version of individual rationality to understand mathematically
the microeconomic functioning of the economy; but at the same time he
was a defender of Keynesian economics, and of the need of government
mtervention at the macroeconomic level. Arrow one of the main build-
ers of contemporary general equilibrium theory, was the scientist that
show that welfare economics could not prove that the free interaction of
economic agents maximizes social welfare. It is not really until rational
expectations, that an attempt is made to build a microeconomics that ful-
ly defines the macroeconomic equilibrium and its stability. The rational
economic man never pretended to be a description of the true nature of
man, that could be used to describe the full blown relations between the
individual and the society. The rational economic man of contemporary
neoclassical thinkers was only an abstraction of how individuals behave
in large markets; which unsuccessfully attempted to demonstrate that
markets have a unique stable equilibrium and maximize social welfare.
But, it is worth to emphasis that the utility function that was pretended
to maximize: always only included economic motives in the utility function.

Non-economic motives were first introduced in the utility function by
Gary Becker and others; and were not widely accepted by the profession.
Beckers view of individuals jointly maximizing economic and noneco-
nomic motives, fully contradicts the vision of the world of Adam Smith.
For whom ethical and economic issues belong to two different systems of
relationship between the individual and the society®. The radical version

It has always been tempting for economists to introduce in the utility function non-eco-
nomic motives. Boulding did, for example, to explain altruism. This is however, the wrong
route, and one that has never been accepted by the main tradition. There are strong reasons
not to do it. Man, as Boulding himself also has argued, has other relationships beyond the
economic exchanges. That was also the vision of Smith. Optimizing welfare for the main
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of free markets represented by Becker, Monetarism, and the school of
Rational Expectations is not the logical consequence of Smith’s econom-
ics, nor of early Neoclassical economics, and neither of the rationalism
described by Samuelson and other contemporary neoclassical econo-
mists. There is nothing in Welfare Economics or in General Equilibrium
Theory that supports or defends the extreme position of the school of
Rational Expectation that markets are stable and in an optimal equilib-
rium by themselves. The school of Rational Expectations introduced one
more element of rationality: that individual economic agents use all avail-
able information and process it accordingly to rational expectations — that
is that they are using the best economic model available. The rational
expectations model has been very useful for many theoretical and policy
problems - among them the explanation of stagflation. But, that does
not mean that the vision of this school of the optimality and stability of
the markets is correct, in fact both the 2008 GFC and the 2020 GP had
shown that it is not.

Welfare economics lasted a century searching for a way to show that
the free interaction of economic agents in the market maximizes social
economic welfare, and it was a failure. And general equilibrium also
failed in the attempt to show that there was a unique optimum equilib-
rium. Therefore, the optimum economic welfare and the microeconomic
equilibrium are nor only defined by individual preferences, endowments
and technology; but also, by the institutional setting under which the
microeconomic-interaction takes place.

tradition, which in this always followed Smith, only refers to economic selfish motives.
the main tradition only involved economic considerations based on selfish behavior and
excludes altruistic behavior. In Obregon 1984, in the appendix, it is shown that mathemati-
cally the conditions for an economic agent to have altruistic behavior just because he maxi-
mizes his own utility function - just because he feels good to help - are very restrictive. In a
world of n goods, for an economic agent A to behave altruistic in a good 1 in relationship to
another agent B, it is required that agent B has less than the minimum that agent A thinks
that agent B should have in all the other n-1 goods. Otherwise, it can be shown that, agent A
by being altruistic in good 1 looses trading possibilities as to the position of agent B in any of
the n-1 goods in which agent B has more than the minimum that agent A thinks that agent
B should have. This extremely restrictive condition, indicates that altruistic behavior has to
be explained by ethical principles and belonging relationships just as Kant, Smith and most
of the great philosophers thought, and not to utilitarian considerations. Obregon, Carlos
1984. De la Filosofia a la Economia, Trillas, Mexico City.
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MICROECONOMIC THEORIES BASED ON THE INDIVIDUAL

Neither Keynes’ economics nor the IS-LM model had any serious mi-
croeconomic foundations. The first microeconomic foundations of mac-
roeconomics were provided by The School of Rational Expectations.
This school argued, as we mentioned, that economic agents have all
the economic information available and that they process it efficiently.
Therefore, they pointed out, the best way to incorporate economic
agents’ microeconomic behavior is through recursive partial equilibrium
models, which are able to handle mathematically the interaction between
economic policy decisions and the dynamic responses of the economic
agents. There are two strong results from these models. The first one is,
that the economy remains close to full employment equilibrium; because
the dynamic recursive characteristic of the models used. The second one
is that the stagflation that happened in the real world can be explained.
Since economic agents have all the economic information available, and
they process it efficiently; when the Central bank behaves irresponsible,
and prints excess money, economic agents react forecasting inflation, and
these inflationary expectations explain the possibility of inflation with
unemployment. The assumption that economic agents form rational ex-
pectations is useful to solve many economic dilemmas. The two contri-
butions, previously mentioned were very important, and had produced
several winners of the Nobel Prize in Economics such as Lucas (1995),
Kydland and Prescott (2004), Phelps (2006), and Sargent (2011).

In addition to stagflation the rational expectation models were used to
explain the business cycle, whether alone, or with the inclusion of short
term lived Keynesian rigidities of one sort of another, in models like the
one of Dornbusch y Fisher. Oliver Hart got the Nobel Prize in Econom-
ics for his analysis of one of this rigidities — contract theory.

However, despite the undisputable usefulness of the rational expec-
tations models in many economic problems; they have certain critical
limitations. Stagflation i these models is the consequence or erroneous
economic policies. The markets left by themselves will bring back the
economy to equilibrium. These models recurrently go back to the full
employment position. Therefore, they could not explain an economy far
away from equilibrium.
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The School of Rational Expectations went too far. It argued that ma-
jor crisis could not occur anymore given the state of the art of contem-
porary macroeconomics. Lucas is famous for saying that Keynes was
already dead. From the point of view of this School the 1930 GD (Great
Depression) was a curiosum, a unique event never to repeat again; which
was of no interest for theoretical macroeconomics. Of course they were
wrong, we have had not one, but two major global crises in less than fif-
teen years. Since science has to explain reality, and the 2008 GFC and the
2020 GP did happen: the question becomes which other microeconomic foundations
can be used to explain them.

In the search of new microeconomic foundations for macroeconom-
ics, it 13 important to review the other two critical neoclassical micro-
economic controversies: Welfare Economics and General Equilibrium.
Both of them failed in their purpose to find a unique stable equilibrium;
however, they did provide relevant insights that are extremely useful to
understand the characteristics of any microeconomic equilibrium. There-
fore, there are a good place to start our inquiry.

Welfare Economics

The story of Welfare Economics lasted a century. It starts in the first
decades of the twentieth century with the publications of Pigous books
on welfare in 1912 and 1920, and ends up with the publication of The
Idea of Justice in 2009 by Nobel laureate Amartya Sen. They were fourth
attempts attempts to show that markets do maximize social economic
welfare. In the first attempt, Marshall and Pigou proposed that an egali-
tarian society maximizes social economic welfare. It failed due to the rec-
ognitions that we can not measure utility in a cardinal way, and therefore
we can not compare the marginal utility derived from the income of dif-
ferent individuals, and we cannot affirm that an egalitarian distribution
of income maximizes welfare*. In the second attempt, Kaldor argues that

* First attempt: Jevons pointed out that the labor-value theory could not be applied to
things that lack value; for him, utility arises in things because of its relation to human needs.
In the works of Jevons, Menger and Walras, marginal utility becomes the essential element
of consumer behavior and they find a rule to transform subjective value into measurable
quantities. Wicksteed transformed the utilitarianism of Jevons into a scale of preferences
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economists should make recommendations only based on efficiency, be-
cause if inequalities are created, the winners can always compensate the
losers. It failed because Nobel Laureate Paul Samuelson showed that the
only way we can be sure that a bundle of goods B is better than a bundle
of goods A is in the case where, for all possible welfare distributions, B is
preferred to A. And, like he demonstrates, the above condition is satisfied
only in the extreme case, and without economic interest, in which B has
more of each good than A (assuming there is no disutility). This conclu-
sion shows conclusively that there is no real efficiency rule. Any efficient
solution depends upon the given distribution of resources®. In the third

and analyzed the utilization of resources to the maximum for a certain purpose. Menger, on
the other hand, developed his theory in terms of needs and not in terms of pleasure, such
as Jevons. For Pigou, economics was a science because it dealt with measurable amounts
of satisfaction. Marshall and Pigou accepted the law of incremental marginal utility and as-
sumed that different people obtain the same satisfaction from the same income; under this
assumption, an egalitarian society would maximize social welfare.

The first attempt fails: Marshalls and Pigous conclusion was shown as invalid in view
of the fact that satisfactions can not be added and, therefore, we have to use an ordinal
ranking and not a cardinal number. Since we can not measure utility in a cardinal way, we
can not compare the marginal utility derived from the income of different individuals and,
therefore, we can not affirm that an egalitarian distribution of income maximizes welfare.

® Second attempt: Parcto and Barone presuppose independence between the different sat-
isfactions of people and the absence of external economies and diseconomies; with this
frame of reference, it is possible to separate efficiency from equity - ie justice considerations,
which is known as the Pareto principle. Kaldor, considered that the economist should be
in favor of any change that improves the efficiency of the system, because if inequalities
are created, the winners can always compensate the losers. Hicks, like Kaldor, argues that
economists should make recommendations only based on efficiency, since the gains and
losses are random at the individual level.

Second attempt fails: Three criticisms were made to Kaldor: 1) it is not always possible to
measure efficiency (Scitovsky); 2) the consumer surplus used by Kaldor, based on partial
equilibrium, can give wrong efficiency results (Samuelson), and 3) compensatory payments
are not always politically feasible. Little criticized Hicks and pointed out that some eco-
nomic changes can cause large changes in the distribution of income; he observed that we
can not expect these to be compensated in the future.

It is particularly relevant to understand Scitovsky’s criticism of Kaldor, through what was
known as the Scitovsky paradox. This says, that having shown that a position B is more
efficient than a position A -according to the criterion of Kaldor and Hicks-, using the same
criterion it can be shown that after the community has adopted position B, very well A can
become a preferred position for B. The reason for the paradox is that there is a reciprocal
relationship between the social valuation of the bundle of goods and their distribution.

Samuelson showed that, even in those cases in which the Scitovsky paradox does not occur,
we do not have a criterion to define the optimal solution. Since once it is understood that
the preference judgments about the bundles of goods A and B are different in the case of the
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attempt, Bergson and Samuelson introduced a Social Welfare Function
that does not depend upon the distribution of resources, it is only the
social aggregate of individual preferences. But, Arrow shows that if one
or more individuals has a non linear order in his preferences, the social
preferences could be not transitive and therefore the Social Welfare Func-
tion could not be built®. In the fourth attempt Sen argues that individuals
have moral values that give a solid base to establish a social choice that
could be the foundation of a social welfare function. Sens Moral Econom-
ics attempted to find the solution to the welfare maximization problem by

two distinct distributions, which correspond to positions A and B: it follows immediately,
that that there is a need to understand what happens when there are other distributions:
because A and B are not the only feasible ones. Due to the above, Samuelson concludes
that the only way we can be sure that B is better than A is in the case where, for all possible
welfare distributions, B is preferred to A. And, like Samuelson demonstrates, the above
condition is satisfied only in the extreme case, and without economic interest, in which
B has more of each good than A (assuming there is no disutility). This conclusion shows
conclusively that there is no real efficiency rule.

% Third attempt: Faced with the impossibility of making economic policy recommenda-
tions based solely on efficiency, Bergson introduced the notion of a complete Social Welfare
Function, which adds the social preferences of individuals and can take into account exter-
nal factors, so that the economist can forget about the problems associated with distribution.
Samuelson gave an elegant exposition of the mechanism by which social welfare is maxi-
mized in the tangency between the Social Welfare Function and the production function
that optimizes the use of resources.

Third attempt fails: However, Arrow showed that it is not always possible to add the
social preferences of individuals, so that we can not always build a curve of social welfare
without falling into contradiction. The argument of Arrow can be easily understood, if we
imagine a community composed of three people: a, b and ¢, which have to choose between
three possible policies: 1, 2 and 3. Let us suppose that the order of preference of each person
is the following: a-1p2, 2p3, 1p3; b-2p3, 3p1, 2p1; c-3pl, 1p2, 3p2 (p denotes “prefer”). If we
assign each person an equal weight and try to build a social welfare function, based on the
preferences of the majority; we find two votes for each of the following preferences: 1p2,
2p3 and 3pl. As can be seen, this system is incongruent and has no solution. The results
of Arrow are generated basically because the individual ¢ does not show a linear order in
his preferences, but this is perfectly valid in reality: for example, an individual may prefer
a communist country to a socialist country and at the same time prefer a capitalist country
to a socialist country.

Conclusion: The controversy over welfare economics clearly showed that, as Harrod said,
we can not talk significantly about efficiency and optimal allocation of resources unless we
have a market. And the choice of the market as a method of valuation is in itself a value
judgment, since prices imply a given distribution of resources.

Arrows impossibility theorem put an end to the very long term quest of Neoclassical Eco-
nomics to show that markets optimize social economic welfare; it was proven technically
that they do not. In order to evaluate social economic welfare, we need judgments, external
to the market, which is what Sen proposes latter on.
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re-defining the nature of man. Sen$s solution however requires absolute
external ethical values, which the individual economic agents can use as
a reference. But, as we will argue latter on in Chapter Three, humans
are not evolutionarily made to be able to achieve such external universal
truths. Social choices are welcome, but are by definition embedded in the
Conceptual System and the Institutional Arrangement of a given society-
something that Sen never fully recognizes, even though he seems to get
close to it with his partial orderings. So we are back to the notion that
markets cannot be shown to maximize social economic welfare, because
social choice will always be relative to a specific Conceptual System and
its corresponding Institutional Arrangement. The fact, is that there is not
one, but a set of economic equilibriums of which many are sub-optimal,
and can be characterized by unemployment and/or underdevelopment;
and social choice will not be enough to move these equilibriums to the
optimum - which in any case is relative.

General Equilibrium

General equilibrium Theory had important repercussions for welfare eco-
nomics’. But, it is not possible to demonstrate a unique optimum equilibrium

7 The general equilibrium model has been very useful to reinforce some of the approaches to
welfare economics and to understand them more precisely. In particular, the two fundamental
theorems of welfare economics are derived from the general equilibrium model. The first of these
theorems states that the process of assigning a market equilibrium is Pareto efficient (It is said that
an allocation of resources is Pareto efficient if there is no possible redistribution that can improve
the situation of one person without deteriorating the situation of another). This result, which is
very general and does not require any assumption of convexity, is also very important because it
emulates mathematically and allows to explain the invisible hand of Adam Smith. This result is the
axis of the justification of the importance of the price system as an efficient system of transmission
of consumer preferences, a mechanism that, as we have argued, is central to understanding the
rise of Western Capitalism. But, remember our discussion about welfare economics: this result
implies a given distribution of resources (and in general a given Institutional Arrangement), which
is implicit in the prices that manifest themselves in the market. So the success of the market as a
transmitter of information in the West can not be exported to other cultures without basic consid-
erations about the institutions in those cultures; for example, the presence or not of a middle class,
the legal system, the possibility of coalitions, and so on. The real world is charactherized by Nash
and information multi-equilibriums and to design an adequate Institutional Arrangement is a key
problem to take into consideration. And in a multi-equilibrium world, the pareto optimality of the
first theorem does not hold. Despite the above, this first theorem is not only an impressive result,
but one of great importance for the economic science in general.
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without the use of a set of strong assumptions®. The relaxation of these as-
sumptions leads to imperfect competition models, information models, and
game theory models in which it is possible to find systems with multiple
equilibriums of which many are non-optimal, and even explosive situations
without solution. Multiple equilibrium models show that the equilibrium ob-
tained depends to a large extent on the institutions that are assumed. General
Equilibrium Theory explained successfully how the market behavior trans-
mits information from the individual to the society; but, was unsuccessful
to prove the existence and stability of a unique Pareto efficient equilibrium.

The second fundamental theorem of welfare economics states that, if an efficient Pareto al-
location is found, then it will always correspond to a competitive equilibrium characterized
by a defined set of prices and a redistribution of resources. This result implies, that any
redistribution of goods that one wishes to carry out, can always be done efficiently through
the market, through a redistribution of resources. Mathematically, this result requires the
assumption of technology and convex preferences. Note that the redistribution of resources
can not only be politically impracticable, but can physically involve the redistribution of hu-
man capital, which cannot be done. Despite these impediments, there is an important mes-
sage in this second theorem, because it implies that if the distribution of income is achieved
by, for example, a tax (or benefit) from a single exhibition, then the desired redistribution
of welfare can be achieved without sacrificing the efficiency of the market. The theorem has
relevant implications. On the one hand, it is a natural defender of the importance of using
the market and taking efficiency into account, since it tells us that the market can always
be used; on the other hand, it makes it perfectly clear that the market can not solve equity
problems and that these must be addressed directly via the redistribution of income. This
message is important in terms of resisting both the temptation to distort efficiency in order
to achieve equity, and the temptation to argue that equity must be sacrificed for the sake
of efficiency. In practice, however, the redistributions that would be required do not seem
to be politically attractive in many cases, so that considerations are always made between
equity and efficiency, and it is not uncommon for non-Pareto solutions to be established.

8 Walras, also made scarcity the essence of value and forged a process by virtue of which
by means of “tantonement” the market moves towards equilibrium. Walras studied the
general equilibrium by counting equations and unknowns, and using the Walrasian auc-
tioneer; however, this method does not tell us anything about the existence, uniqueness or
stability of the equilibrium.

In the general equilibrium of Leontief, one can prove the existence and uniqueness of the
equilibrium, but not the stability of the primal and dual problem at the same time. In
a neoclassical general equilibrium with trials (that is, where there are no inventories or
transactions are not executed unless they are correct; so that implicitly there is a Walrasian
auctioneer); stability can be proved given certain assumptions, such as the theorem of weak
revealed preferences (which implies that the aggregate demand excess function behaves
as a function of excess demand of a particular individual) or the substitution assumption
among all the goods (this implies that the price increase in a good , keeping all other prices
constant, increases the excess demand on all other goods). Stability in neoclassical models
without trials, and where there are inventories, requires the introduction of new assump-
tions about the nature of the exchange system (see, for example, Intrilligator, 1971, chapter
9, and Varian, 1984, chapter 6).
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A Beautiful Mind is a very enjoyable movie about the life of John Nash
who received the Nobel Prize in Economics in 1994. Nash has shown that
there are many equilibriums that are not Pareto optimal and that are sta-
ble. Which means that markets do not necessarily optimize, and there are
many possible equilibrium outcomes What defines the final economic equi-
librium? In game theory, which is the field in which Nash worked, the set-
tings of the game. This changes drastically the neoclassical conclusions that
given the set of endowments, the technology, and the preferences of many
individuals a unique general economic equilibrium could be obtained. The
result that one unique stable equilibrium does not exist is fundamental. It
means that a generation of economists has been taught macroeconomics in
a mislead way. There is not any theoretical reason to argue, as the school
of Rational Expectations did, that the economy will remain stable at a full
employment equilibrium: so # is not surprising that in the real world it did not,
and that we have had the 2008 GFC and the 2020 GP. The setting of the game
in game theory could be conceptualized, to some extent, as correspond-
ing to the information set used in information economics, field in which
Nobel Prize Winner Joseph E. Stiglitz, among others, have shown that
there are multi-equilibriums, which may correspond to unemployment or
underdevelopment stable equilibriums. Another way in which one could
conceptualize the setting in a game is as corresponding with an institutional
arrangement. We will discuss more on these alternatives further down. But
what is critical in here is: that it is clearly established that the attempt to_find one
unique stable optimum equilibrium had failed.

What are the implications of the failure? Since the setting whether a
game, an information set, or an institutional arrangement defines par-
tially the final equilibrium to be obtained - the first implication is that the
microeconomic foundations of macroeconomics must take the setting in
consideration. The second implication is that despite the fact that markets
do not achieve one unique optimal stable equilibrium, they do transmit
very efficiently the information of individual preferences — which as we
will see in Section III is fundamental for economic growth. It is true that
there is no market solution without an institutional arrangement of refer-
ence; but, it is also true that institutions cannot substitute the markets.
Thus, any macroeconomic policy has to be related to three issues: 1)
market’s microeconomic efficiency; 2) a proper institutional arrangement
- which among other things defines the fiscal and monetary policies; and
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3) the economic growth model. But we are getting ahead of our conclu-
sions. Our purpose in this chapter is to establish the microeconomic theo-
ries based on the individual. To this end we will briefly discuss in what
follows Sen’s economics and Behavioral economics.

Sens Economics

Sens Economics and Behavioral Economics are the only two of the New
Schools of economics that, following the tradition of the contemporary
Monetarist-Rational Expectations Neoclassical School, centered their
analysis in the economic agent rationality —or irrationality, and not in the
institutional characteristics of the economy. Both schools however, have
in common that they are critical of the selfish rational economic man. Both
the Aumans of Behavioral Economics, and Sens moral economic agent are
socially cooperative and altruistic. However, Sens economic agent is dia-
metrically opposed to the one in Behavioral Economics. For Behavioral
Economics, Kahnemans system 1 is very influential: thus, Aumans display
conducts fully defined by emotions. Moreover, humans in general behave
ethically, but they are not fully trustable, because certain ethical conducts
would change if the monetary reward is significant. In contrast, Sen’s ra-
tional economic agent is fully rational, even beyond the strong rational-
ity assumed by contemporary Neoclassical Economics. He is capable to
distinguish good and evil, is able to control his emotions and his passions,
and can be trusted to do what is right beyond his selfish interest.

As we saw before, Arrow’s impossibility theorem meant that a Social
Welfare Function cannot be built; and therefore, contemporary neoclassi-
cal economists were unable to demonstrate that markets maximize social
economic welfare. Sen solves this problem going back to what precisely
economist from Leonel Robbins onwards were wanting to avoid: inter-
personal comparisons. They became feasible in Sen, because economic
agents are not longer selfish. They are ethical individuals, who under-
stand rationally their social responsibility. In Sen, the preferential order
of a set of social alternatives is not narrowly defined in the space of indi-
vidual selfish utility, but in other spaces on which individuals can mani-
fest their responsible and ethical preferences.
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Sen points out that the political process is msufficient to aggregate
individual preferences at the social level for several reasons. 1) does not
guarantee that the individual is informed and has analyzed in detail the
consequences of his decision; 2) frequently, marginalized groups are un-
derrepresented in the political apparatus because they do not exercise
their voting rights, and 3); Given Arrow’s impossibility theorem, not all
voting aggregation processes give consistent aggregate results, so it is nec-
essary to redefine the possible areas of congruence and obtain the social
choice of the individual in relation to those areas’.

Sen’s proposal provides a new mechanism of social communication
distinct from the market and democracy, through which the responsible
(ethical) individual directly expresses his social preferences. The exercise
of social choice confronts the individual with the possibility and the need
to reflect on the consequences of certain social states, which go beyond
the economic relations contained in the markets. The individual who
uses a large old car and pollutes the environment, and who acts in this
way because everyone does, could be willing to use a new and smaller
car if he knew that everyone else is going to do it. Models, for example,
of multiple equilibriums, such as Tirole’s model on corruption, as well as
many others, show that the result obtained depends on the Institutional
Arrangement imposed. In this way, there is room to ask what are the
social preferences of individuals that are not expressed in the market, and
Sens social choice may be useful in these cases.

Sen develops his theory of justice and ethics mainly in The Idea of Fus-
tice (2009). For Sen, it is not possible to find justice in Rawls’s hypothetical
contract, which originates in a closed impartiality to a specific community,
it requires universal ethical principles that generate an impartiality open
to man in general. Sen refers to the wmpartial spectator of Smith (which in
this author is God), whose requirements are that reason is used to reflect:
If what 1s considered fair for one and for his community would be fair
for others and their communities? and If the others observing us would
consider what we propose fair? For him there is no social justice possible
if it is not based on ethical principles of the individual behavior of an
integral and responsible man who reaches these principles with the help
of his reason. The ethical man not only understands ethical principles,

9 Sen, A. 2002, p.77. Rationality and Freedom. Bellknap Press/Harvard University Press, Cam-
bridge, London.
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but acts according to them. It is not, however, an isolated individual, but
one that learns in his relationship with society to distinguish the moral
from what is not. The benevolent feelings of man are a guide, but they
are insufficient, moral conduct has to be based on reason.

Sen recognizes that there is not a single possible solution to determine
which are the ethical principles that should guide individual behavior,
and that different cultures, communities, groups and individuals can
reach different principles. But he insists that there will always be common
principles that will guide possible agreements between different individu-
als, groups of a community, between communities and at a global level,
so that it will always be possible to move towards a less unfair world.

There are many unresolved issues in Sen’s vision of justice and ethics.
First: there is nothing that guarantees that all individuals will use their
methodology of the @mpartial spectator and even less that they will behave
according to the morality they discover with their reason. Second: there is
an incompatibility between his theory of freedom exposed in Development
as Freedom (2000) and his theory of justice introduced in The Idea of Fustice
(2009). Sen replaces Rawls’s notion of overlapping consensus with that
of incomplete orderings based on the discussion between different points
of view on fairness. But if we accept the notion of incomplete orderings
of The Idea of Fustice, then there is nothing to guarantee that these incom-
plete orders will result in Sen’s basic capabilities related to freedom. The
freedoms of Sen do not have to be accepted by all, nor do they have the
universality that he confers to them in Development as Freedom™. Third: if
there is a plurality of conceptions about justice and incomplete orderings,

1" The theory of underdevelopment of Sen is based on his theory of freedom and rational-
ity. For Sen, the value of freedom has a strong universalist assumption. Freedom for him is
not only the ultimate goal and the way to measure development, but also what drives and
causes it. For this author development must be measured through the capacities that the
individual has to satisfy: what he considers necessary (according to his reason). Sen argues
that all individuals. according to their reason, always consider five basic freedoms of value:
1) political liberties (freedom of expression and choice); 2) economic facilities (opportunity
to participate in trade and production); 3) social opportunities (education and health); 4)
guarantees of transparency, and 5) protection and security. For Sen, one form of freedom
reinforces the other and so development is generated, which is measured in the individual’s
own freedoms. Sen points out, that it is necessary to focus on the deprivation of these basic
needs and not on poverty (even though there may be some correlation). According to him,
improving the capabilities of people has positive effects on development. For him, the coun-
terpart of freedom is the responsibility (his integral man) and the possibility of justice, and
the latter is a relevant factor for evaluating economic and social changes.
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nothing guarantees us that there will be, as he affirms, always partial solu-
tions that reduce injustice.

Empirical international aid data does not seem to justify Sen$s vision
of common ethical partial orderings between diverse communities. The
difference between us and them seems clear in the data; which seems to
confirm Rawls vision that west humanistic values relate only to the west.
Social expenditures in developing countries as GDP percentage are in the
range of 20 to 30%, international aid is only 0.2% of worlds GDP".

The undeniable contribution of Sen is that it clearly points out one
of the most important limitations of the traditional economic literature,
which does not emphasize enough the need to inform the individual of
the consequences of social choices. As we have already seen, there are
many possible Nash equilibria that are not Pareto optimal. Market equi-
librium always depends on an Institutional Arrangement that defines the
rules of the game. The social choice of said Institutional Arrangement
is of great importance, and can not be carried out through the market,
because it depends for its solution on the Institutional Arrangement given
exogenously. The political elections, for the reasons described by Sen, are
not a sufficient solution to the previous problem, so there is always room
for the social choice proposed by Sen. And it is true that this solution
requires the participation of an integral man who, being well informed of
the social consequences, makes ethical judgments that go beyond his per-
sonal interests. The social choice proposed by Sen enriches the delicate
balance that exists between the individual and the society, and therefore
is an important contribution.

But, admitting the method of social choice, does not necessarily imply
accepting the rationalism of Sen’s freedoms. The great triumph of Rousseau
and democracy was to free the individual from the tyranny of reason.
The return to rationality is not acceptable. It is true that man can use his
reason, but it is not true that he can reach unchangeable universal truths.
It is true that there is room for reasonableness and for the scientific study
of social problems, but it is not true that the reasonable determines social
relations. It is true that there is room for the method of social choice, both

! Social expenditures come from Obregén 2018, which uses OECD data. International aid
data is our own estimation based upon World Bank Data available in the web - consulted
September 12, 2018. Obregon, C; 2018. Beyond Behavioral Economics: Who Is The Economic Man.
Amazon. Com. Also available at research gate.com.
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mternationally and locally, to illuminate different social alternatives. But
it is not true that local democracy (or the political system that prevails
in each case) will always revalidate the inalienable freedoms of Sen, nor
that internationally the participating countries will accept them as a guide
in their actions. The basic freedoms of Sen are based on the humanistic
values of the West, which nor even the West is willing to respect in the
mnternational arena. Therefore, given the current global Institutional Ar-
rangement, it is almost impossible to obtain globally Sen’s freedoms. And
even if they were obtained, they would not generate economic devel-
opment. The truth is that even given Western freedoms, development
may not occur, as many underdeveloped countries illustrate. And even
without Western freedoms development can happen, as China and other
Asian countries have shown. Sen does not have a theory that can explain

economic development'?.

It is not true that the individual always acts in society taking into ac-
count cthical considerations. Precisely what distinguishes contemporary
Western societies is that the social order does not come only from ethical
considerations about the reasonable. The political order (although influ-
enced by ethical discussions) is based on the individual desire expressed
in the popular vote. The great virtue of the democratic agreement is that
it makes explicit the fact that we can not resolve the balance of power via
the reasonable. Finally, democracy —is based on the will of the people — and it
is the ultimate source of justice in a contemporary Western society.

And given the Wests legal Institutional Arrangement (that democ-
racy has decided), the individual in Western countries had been allowed
to participate in economic activities in the large markets based on his
personal selfishness — and this is the key, as Smith have shown, of Capi-
talism’s rapid economic growth. It is true that an ethical individual is
required, but not always, not in all activities. The wntegral ethical man of Sen
can be used for social choices in which the markets or the political system
are not suitable; but it can not, and should not, supplant neither e will of
the democratic man nor the selfishness of the homo economicus. Man in contempo-
rary western societies acts and should act as a selfish &omo economicus in the
market, as a citizen in democracy, and as a responsible citizen in social

2 See Obregén, 2008. In this work, it is shown that, in cross sectional data, there is no
relationship between Sen’s capabilities and economic development. Obregon, Carlos; 2008.
Teorias Del Desarrollo Economico. Amazon. Com. Also available at research gate.com.
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choices (in which he can be encouraged to express ethical preferences -
L.e. taking social well being into consideration, but there is no guarantee
that he will do so).

Economic freedom as the space in which the individual acts on the
basis of his selfishness must be maintained, and does not conflict neither
with the need for democracy or an efficient political system, nor with
the need for some social choices taken by well informed individuals. It is
not convenient for the individuals to participate in the markets thinking
mainly on the interests of the community (as would the integral man of
Sen), this would transform efficient economic markets in bureaucratic
slow ones and would seriously jeopardize economic growth.

Finally, Sen’ rational ethical individual rests in two assumptions which
are evolutionarily questionable: 1) That human’s have rational access to
universal moral truths and 2) than they are willing to behave according to
them. His notion of partial orderings in the Theory of Fustice is an attempt
to diminish the heavy burden that these assumptions put on Sen’s social
theory; but it is unsuccessful because, if the two previously mentioned as-
sumptions are gone, nothing guarantees the partial orderings. And then
both Sen’s solution to the social welfare function and his theory of justice
do not longer have the general validity that Sen argued.

Behavioral Economics

Behavioral Economics was built mainly as a critique of the rational eco-
nomic man of contemporary Neoclassical Economics, particularly in its
free markets version. The Aumans of Behavioral Economics are defined
as non rational, altruistic and social cooperative individuals. Behavioral
economics integrates psychology and economics and argues that we are
humans and not econs”. Humans are not rational, they are emotional beings

9 Good reviews of Behavioral Economics, order from simple to complex are: Baddeley,
2017; Tomer, 2017; Cartwright, 2018; and Dhami, 2016. Baddeley, M. (2017). Behavioral
economics. A Very Short Introduction. Oxford University press.UK. Tomer, J.F. (2017).
Advanced Introduction to Behavioral Economics. Edward Elgar, Nothhampton, Massa-
chusetts. Cartwright, E. (2018). Behavioral economics. Routledge, New York. Dhami, S.
(2016). The Foundations of Behavioral Economics. Oxford University Press. Oxford, UK.
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who under some circumstances may take the wrong choices and there-
fore need help from the government. Humans are not selfish individuals,
they are altruistic and socially cooperative. They argue that there are
powerful socio-economic and psychological incentives. People gets well
being by compensations different from money, whether intellectual grati-
fication, respecting others, social conventions, and social status. That ex-
plains why: paying students to study reduces the quality of their intellec-
tual effort; charging parents for picking up late their child from a nursery
had the effect that more parents did it, because they fell free to do it, once
they paid for the service; payments for blood donation reduce donations;
and higher wages encourage more work only if they are related to be
treated well by the employer. Economic decisions, behavioral economists
argue, are nor only related to prices but to human relationships and social
interactions. Behavioral Economics can be defined as the quest to inte-
grate psychology and economics by showing that the definition of Aumans
in psychology can provide light into specific economic problems. At the
outset, then, one has to understand that Behavioral Economics is not and
will not be a new paradigm in economics - simple because it cannot solve
the full set of problems that economics needs to address.

Behavioral economics has been very useful to approach from a differ-
ent perspective certain economic decisions' and has been crucial in the
implementation of innovative policies in these cases'.

!4 Behavioral Economics methodology to criticize traditional economics works as follows: 1)
It shows that humans fail in their process of decision making, due mainly to the psychologi-
cal characteristics of system 1; 2) Intervention is required — in this case Nudges are recom-
mended. But, as we will show, the link between 1) and 2) is not necessarily well established.

The following list of failures due to system 1 is not exhaustive, but good enough for our
purposes. Decision failures due to psychological factors are: 1) Anchoring, 2) availability heu-
ristic, 3) representativeness, 4) priming, 5) optimism and overconfidence, 6) status quo bias,
7) loss aversion, 8) psychologically overweighting rare events, 9) probabilities miscalculation,
10) reversals, 11) safety considerations, 12) endowment effect, 13) framing, 14) psychological
memory, 15) time and adaptation as psychological dimensions, 16) regret, 17) mental ac-
counting, 18) sunk costs, 19) inconsistent customer behavior in bargains, 20) the house effect,
21) the break even effect, 22) time inconsistent preferences i.e. hyperbolic discounting of the
future, 23) altruistic behavior, 24) cooperative behavior, 25) punishing non cooperative be-
havior, 26) psychological fairness, 27) reciprocity, 28) conditional behavior, 29) lack of self
control, 30) influences of advertising or other information, 31) conformity - peer pressure.

Decision failures are also due to other three factors, mentioned by Thaler (2015): 1) economic
transactions that do not allow for learning, 2) experts with conflict of interest, 3) lack of salience.

1 List of principal Behavioral Economics Interventions: 1) Save More Tomorrow; 2) A Di-
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That emotions and groups influences do count in the individuals
perception of reality and i his decisions, has been shown for decades
in many laboratory findings both in social psychology and in cognitive-
behavioral psychology. Therefore, to some extent, it is not surprising
that Behavioral Economics has found that economic decisions are also
influenced by these two factors. Therefore, the interesting question is:
Whether or not Behavioral Economics has brought value added in the
understanding of a relevant subset of economic problems? And the clear
answer is that it has been very relevant in the solution of specific eco-
nomic problems like organ donation, individual saving decisions, and
others'®. There are five Nobel Prize winners that can be associated with
Behavioral Economics: Simon (1978), Akerlof (2001), Kahneman (2002),
Shiller (2013) and Thaler (2017).

The scientific method in psychology has been very different than the
one used in economics. Psychologists based their results in empirical find-
ings in the laboratory, while economists study reality from an abstract de-
ductive mathematical model. They also differ in the object under study.
Psychologists are concerned with broad /Auman individual and social be-
havior. While economist’s main interests are market prices, consumers
and producers microeconomic behavior, allocation of resources, econom-
ic value, economic growth and development, income distribution, the
open economy and financial and macroeconomic stability. Economics
has been able to advance, in the problems it is trying to solve, by intro-
ducing the assumption of the economic man- the econ. Economists are only
concern with individual and social behavior to the extent that its study is
helpful to solve the set of economic problems mentioned above.

Humans as defined by Behavioral Economics cannot explain several
empirical realities such as. 1) Why individuals do behave selfish in large

versified Portfolio: which automatically rebalance through time; 3) RECAP in mortgages;
4) RECAP in student loans; 5) RECAP in credit cards; 6) Nudges for the financial mistakes
made in the 2008 crisis; 7) Prescription Drugs Plan for Seniors; 7) Presumed Consent for
organ donation; 8) Disclosure of the main emitters of pollution; 9) Choosing a school; 10)
freedom to buy or not the the right to sue the doctor for negligence; 11) Replace official
marriages for civil unions; 12) Give More Tomorrow;13) The Charity Debit Card and Tax
Deductions; 14) Stickk.Com - to help people remind their commitments; 15) Quit Smoking
Without a Patch; 16) Motorcycle Helmets; and 17) Gambling Self-Bans.

16 See Obregon, C. 2019, Beyond Behavioral Economics: Who is the Economic Man. Ama-
zon.com, also available at Research gate.com
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markets, despite the fact that they display altruistic and cooperative behav-
ior in laboratory settings or small groups - even in monetary transactions.
2) Why individuals can display altruistic and cooperative social behavior
in some cases, like the dictators game in laboratory setting, or the high
social expenditures in developed economies; and not do so in other cases,
like the extreme low international aid (which is nothing else than a global
Dictators Game in real life). 3) Why in some cases individuals can display
very aggressive behavior, particularly to “other out-group” individuals not
belonging to the i-group to which the individual belongs. 4) Why the com-
panies with more global success are the ones which introduce new options
to the customer and new ways to process information in a more rational
way. 5) Why despite the presumed individual non rationality markets
work so well both to allocate resources and to promote economic growth.
To explain these realities, we need to go beyond Behavioral Economics.

Behavioral Economics starts its analysis form the characteristics of the
individual human nature. The whole discussion is around whether indi-
viduals are selfish or not, and whether they are rational or not. But there
is not a careful description of the social group, the institutions and the
historical values of the culture of reference. Focusing on the individual
to explain social dynamics and economic relations is the wrong method-
ological approach, which for the free market defenders ended up in their
proposals that economic markets can almost do it all. Behavioral Eco-
nomics rebels against this conclusion. And maintaining the same meth-
odological approach, it ended up with the conclusion that Aumans display
altruistic and cooperative behavior even in monetary transactions. But, it
could not explain why in some cases they behave altruistic and coopera-
tive and in others they behave selfish. And it could not explain in which
cases individual selfishness is welcome, and in which ones it is not. And
it could not understand the relationship between the individual selfish
behavior in large markets, the efficient allocation of resources, and the
Capitalism$ faster economic growth. Social dynamics goes well beyond
economics, and we do need to integrate other social sciences; but we
should not, and cannot, do it using only the methodology of analyzing
the characteristics of the individuals; because social dynamics goes, as we
will see, well beyond the individuals.

Introducing psychology, allowed Behavioral Economics to describe
a non rational individual incapable to know in many occasions what are
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his true economic preferences. But then, how do markets work so well
to allocate resources and governments do so poorly? Why the USSR
failed and the Western economies succeeded? These questions cannot be
answered with Behavioral Economics. We need to go beyond.

One of the first relevant studies we would like to mention is The Rob-
bers Cave experiment, which showed how students became influenced by
the in-group to which they belong in the experiment, to the point of becom-
ing extremely aggressive with other students consider the out-group. The
aggression was due to competition between the two groups for resources
in a camping area. Another study was the very well known Stanford Pris-
on Experiment, which reproduced the conditions of a jail, with students
playing both the role of policeman and of prisoners. The students play-
ing the policeman role became very abusive and authoritarian, and the
prisoners became submissive. Both experiments had to be stop before the
mitially planned date for their conclusion. Because the high and unman-
ageable level of aggression among participants. These studies leave no
question that we are social beings, and that we are influenced by others.

The results of these studies cannot be explained neither with Behav-
ioral Economics, nor with its extension into identity economics. Indi-
viduals were socially cooperative, but only within the #n-group, and they
behave selfish and aggressive towards the individuals belonging to the
out-group. Thus, individuals are neither altruistic and cooperative, nor self-
ish and aggressive — they behave different in distinct situations. And to
understand these results, it is not enough to internalize in the individuals
utility function the social norms as identity economics do. Because, if the
individuals had internalized the humanistic values of their large society,
they would not had become so aggressive to the other students group,
which after all in reality were part of the same large society to which they
belonged. What these studies basically showed, is that there are not very
relevant individual preferences, that they can be changed with the influ-
ence of the group, actually in a record time of less than a week.

To understand why the group is so decisive in defining the individuals
behavior, and to explain the five empirical realities mentioned, we have
to go beyond Behavioral Economics into a deeper integration of econom-
ics with other sciences. This will be done in Chapter Three, in which we
follow an evolutionary approach. In this last chapter of the first section,
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we show how the evolutionary approach: 1) allow us to understand the
primacy of the group over the individual; 2) explains the five empirical
realities mentioned few paragraphs above; and, 3) permits a proper un-
derstanding of the contributions and limitations of the diverse schools of
thought in microeconomics.

CONCLUSION

None of the economic schools which aim at explaining microeconomic
interaction based only on the individual was successful. The Neoclassi-
cal school could not prove that markets attain a unique stable optimal
equilibrium that maximizes welfare. Sen’s Economics and Behavioral
Economics also failed. Sen’s economics requires either external moral
truths which can be attained by individuals willing to follow them; or a
set of moral values which is institutionally develop. Since neurobiological
humans do not have access to external moral truths, it follows that moral
values are institutionally dependent. Behavioral Economics conceived
humans as irrational, which is useful for some specific economic prob-
lems; however, there is not any given human nature that define individ-
ual decisions. Humans are neither aggressive and selfish; nor cooperative
and altruistic — what they do and decide is heavily defined by the group
to which they belong.

However, despite their failure to fully explain the microeconomic in-
teraction between diverse economic agents; each of these schools have
important contributions that we must take into account to develop a new
microeconomics. Neoclassical economics established the models to un-
derstand how a market works; and has been extremely useful nor only
for price theory, but also for many other theoretical problems in econom-
ics and in finances. Whether in international economics, in the theory
of the consumption function, in portfolio theory, or in public finances,
among many other areas, the neoclassical model is a fundamental base.
In finances, asset management, derivatives, and corporate finances have
developed i the light of the neoclassical model. Sens economics has
changed the way we conceptualize development. It has created the ca-
pabilities approach; and his theoretical frame is behind the Millennium
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Goals of the United Nations, the HDI (Human Development Index),
and the measurement of multidimensional poverty. Sen’s social choice
theory has and will continue contributing to the creation of a better global
world. Behavioral economics has made us aware of the importance of
emotions in economics, has been particular useful to better understand
some economic decisions, and has allow the implementation of better
policies in cases such as Save More Tomorrow; Presumed Consent for Organ
Donation; Disclosure of the Main Emitters of Pollution; and many more'’. Be-
havioral economics will continue illuminating economic policy decisions
from a different perspective, and therefore it is highly useful.

In this chapter we had seen that it is not possible to fully explain the
microeconomics interactions between the economic agents only based on
the characteristics of the individuals. There is no doubt that the setting in
which those interactions occur is highly influential.

7 Obregon, C. 2019, Beyond Behavioral Economics: Who is the Economic Man, op.cit.



CHAPTER TWO. MICROECONOMICS BASED
ON THE EXTERNAL SETTINGS

In this chapter we will review four theories that have explored how the set-
tings define the interactions amongst the individuals: Game Theory, Infor-
mation Economics, Uncertainty Economics, and Institutional Economics.

GAME THEORY

Game theory has shown that there are nor only multi-equilibriums but
that many of them are not Pareto optimal - they are Nash equilibri-
ums. Nine Nobel Prize winners have had very relevant contributions in
Game Theory: Harsanyl, Nash and Selten (1994), Aumann and Schelling
(2005), Hurwicz, Maskin and Myerson (2007) and Tirole (2014). The
main message is that once the game is set, it defines the conditions under
which economic agents operate — basically none of them knowing what
the other economic agents will do. And since there are not coordinating
agencies, many of the economic decision are not globally optimal - be-
cause they are optimize conditioned upon what economic agent A thinks
other economic agents will do. Therefore, such decisions in fact, may
produce many diverse suboptimal equilibriums.

Notice that even informing the participants that it is possible to achieve
a Pareto optimal solution will not help, because the fact of the matter is that
they cannot communicate with, the other participant, or participants, to be
able to establish a pact of no aggression and/of cooperation to the common
goal of reaching the Pareto optimal equilibrium. And even if they can com-
municate they need to be able to trust what the other participant, or partici-
pants, said he/they will do. In many cases knowing that not complying with
the committed behavior will bring extra benefits that can be substantial.
Given the game, agent A does not know what Agent B (or other agents)

[37]
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will do; and a movement of A towards the Pareto equilibrium, may end
up putting him in a worse position that the one in which he started, if B de-
cides not to cooperate — this can easily be shown in the Prisoners Dilemma.

There is a close relationship, as we mentioned, between the game, the
Institutional Arrangement, the set of information, and the uncertainty as to
the future. Both the wrong game, and the improper set of information, can be
seen as the equivalent of having the inadequate Institutional Arrangement.
And the uncertainty as to the future may also be seen as the lack of confi-
dence in the Institutional Arrangement to manage properly future events.

Tirole (1996), is a good example of what occurs in the real world,
he shows that both a corrupt economy and a non-corrupt economy
have stable equilibriums. In a non-corrupt economy, the optimal indi-
vidual strategy is to be no-corrupt; but, in a corrupt economy it is to
be corrupt. That is why both equilibriums are stable. Notice that the
equilibrium has little to do with the individuals preferences. Even if we
assume that all the individuals in the corrupt economy would rather
live in a non-corrupt economy, the corrupt economy will persist as long
as there are not institutional features (including market prices — because
markets are in itself an institution) that allow the individuals to act in
a non-corrupt manner. This example can be extrapolated to full em-
ployment or to the right development path; almost all, if not all, of the
individuals rather have full employment and proper economic develop-
ment, yet their individuals’ optimal behavior may not take them there.
Institutional interventions are required.

Game theory, like Neo-Institutionalism, and Information economics,
focuses m the settings — that define the game; and not in the individual
characteristics of the economic agents, as Neoclassical Economics, Behav-
ioral Economics, and Sens economics do. Even strong rational agents, in
the wrong game, will produce suboptimal equilibriums.

INFORMATION ECONOMICS

Information Economics success is also shown in the fact that it has pro-
duced four Nobel laureates: Mirrless and Vickrey, 1996; and Spence and
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Stiglitz, 2001'8. Information Economics represents a strong critic to the
vision of the economy of the free market of neoclassical theorists, ac-
cording to which neither the institutions nor history matter. For the free
market neoclassical economists, given the distribution of income, which
is assumed not to be a problem to be solved by economic theory, equi-
librium is basically determined by the fundamental forces of preferences,
technology and endowments. On the other hand, information theorists
argue that information and coordination problems may impose limits on
economic possibilities which are as real as technology or any of the other
fundamental forces.

Information economy focuses on understanding the causes of coordina-
tion farlures due to which the neoclassical equilibrium is not obtained. This
literature shows the possibilities of multiple equilibriums, in which one
or several of them can be sub-optimal; and, nevertheless, the markets,
and in general even the existing institutions, may be insufficient to move
the economy from the sub-optimal equilibrium to an optimal neoclassical
equilibrium®. In addition, the sub-optimal equilibrium can create path
dependence®. And temporary shocks can have long-term consequences,
there is hysteresis?'.

The models used in the study of the information economy are dynamic,
either with continuous or discrete decision variables. In some cases, the

18 Akerlof also won in 2001 the Nobel prize due to his contributions in Information Eco-
nomics; but, given also his relevant contributions in Behavioral Macroeconomics, we have
included him in the group of Nobel laureates in Behavioral Economics.

19" Arnott and Stiglitz, 1991, Kranton, 1996, North, 1994. Arnott, R., Stiglitz, J.E. (1991).
“Moral Hazard and Nonmarket Institution: Dysfunctional Crowding Out or Peer Moni-
toring?”, American Economic Review 81-1, pp. 179-190. Kranton, R.E. (1996). “Recipro-
cal Exchange: A Self-Sustaining System”, American Economic Review 86-4, pp. 830-851.
North, D.C. (1994): “Economic Performance Through Time”, American Economic Re-
view 84, pp. 359-368. Alfred Nobel Memorial Prize, Lecture in Economic Science.

2 Engerman and Sokoloff, 1997, Hoff, 1994, Mookherjee and Debraj, 1999. Engerman,
S.L., y Sokoloff, K.L. (1997): “Factor Endowments, Institutions, and Differential Paths of
Growth Among New World Economies: A View from Economic Historians of the United
States”, in Haber, S. (ed.): How Latin America Fell Behind: Essays on the Economic His-
tories of Brazil and México, 1800-1914, Stanford University Press, Stanford, pp. 260-304.
Hoff, K. (1994): “The Second Theorem of the Second Best”, Journal of Public Economics
54, pp. 223-242. Mookherjee, D., Debraj, R. (1999): Contractual Structure and Wealth Ac-
cumulation, Boston University,inedited manuscript.

1 Tirole, J. (1996). “A Theory of Collective Reputations (with Applications to the Persis-
tence of Corruption and to Firm Quality)”, Review of Economic Studies 63-1, pp. 1-22.
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economic actors are identical; in others, they differ in their benefit func-
tions (payoff); and in others, they differ in their strategy sets.

The inefficiencies of information give rise to a large set of economic
externalities, that can not be resolved through private arrangements, such
as: 1) information; 2) group reputation effects; 3) effects of agglomera-
tion; 4) spillovers of knowledge, and 5) pecuniary. The sequence is that
there are multiple Pareto equilibriums that can be ranked according to
their degree of efficiency; one of these equilibriums is superior to all the
others in the sense that it is better for all, but the other inferior equilibri-
ums exist, with their corresponding vector of prices, that do not move the
system out of the inferior equilibrium. Information Economics has been
applied to diverse economic problems, among them, financial crisis?, and
underdevelopment®.

There is a very close relationship between an insufficient infor-
mation set, the inadequate Institutional Arrangement, and the un-
certainty regarding the future. Knight and Keynes had explored the
consequences of uncertainty for obtaining economic equilibrium and
for the determination of employment levels, but none of these authors
managed to properly formalize their thinking. Theorists of underde-
velopment have argued for a long time that it was due to development
traps such as low industrialization, low research and inappropriate
institutions; but they did not formalize their thinking either. The great
contribution of the Information Economy is that it formalizes: 1) that
the economic equilibrium depends on the Institutional Arrangement;
and 2) that the growth path of a given economy also depends on
the Institutional Arrangement. A critical message is that today market
prices and institutions may not deliver neither the desire economic
equilibrium nor the required long term growth path.

2 Greenwald, B., Stiglitz, J.E., (2003): Towards a New Paradigm in Monetary Economics.
Cambridge University Press. Cambridge.

% Hoff, 2000; Hoff and Stiglitz, 2002. Hoff, K. (2000): “Beyond Rosenstein-Rodan: The
Modern Theory of Coordination Problems in Development”, en Pleskovic, B. (ed.): Pro-
ceedings of the XII Annual World Bank

Conference on Development Economics, World Bank, Washington. Hoff, K., Stiglitz, ].E.
(2002): “Modern Economic Theory and Development”, en Meier, G.M., y Stiglitz, J.E.
(eds.): Frontiers of Development Economics. The Future in Perspective, 3a ed., World
Bank/Oxford University Press, Washington, pp. 389-485.
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Information Economics argue that whatever institutional interventions
have to be done must be analyzed m a dynamic path. Information Eco-
nomics proved that even with strong rationality assumptions, markets do
not necessarily produce ecither full employment or the desired growth path.

UNCERTAINTY ECONOMICS

The success of Information Economics produced a renew interest in
Keynes’ macroeconomics. This, can be seen in Greenwald and Stiglitz
(2003)2*, which is more or less a formal presentation of Minskys model
of a credit economy, which in turn was based in Keynes liquidity prefer-
ence theory. But the 2008 GFC made the revival much stronger. Because
reality had shown in a dramatic way both that Lucas was wrong in saying
that Keynes was dead, and that the Rational Expectations claim that the
markets will always maintain developed economies near full employment
equilibrium were seriously mistaken.

In Keynes thought economic agents are rational, but they cannot fore-
see a future that does not exist; therefore, if institutions make mistakes
that show them as incapable, confidence as to the institutional capacity to
deal with future unknown events may deteriorate rapidly. There are two
channels through which such lack of confidence impacts the economy.
The first one is the liquidity preference theory, which basically says that
banks confronted with a deterioration in the balance sheet of the econom-
ic agents will raise the banking lending rate and that this rate will become
melastic (it will not respond) to changes in the central bank rate. There-
fore, traditional monetary policy will not be successful. Bernankes policy
of buying directly private sector debt, was an explicit recognition that
there was m fact a liquidity preference phenomenon m the 2008 crisis,
and that traditional monetary policy influencing the central bank rate was
not going to be successful. The second channel is the marginal efficiency
of capital, which says that the lack of confidence will force investors to
mcrease the discount rate of future investment returns. Notice, that nor
only investors are affected by the lack of confidence, but also consumers

2 Greenwald, B., Stiglitz, J.E., (2003): Towards a New Paradigm in Monetary Economics.
Cambridge University Press. Cambridge.
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of durable consumer goods who should also increase their rate of dis-
count. This second phenomena, explains why consumer confidence took
so long to recover in the US after the 2008 GFC?.

Therevival of Keynes'thought is explicitly recognized in Mervyn Kings
latest book, The End of Alchemy (2016), in which he calls Keynesuncertainty
- radical uncertainty; and argues that it has an enormous relevance to under-
stand the real economy and the financial markets. Mervyn King was the
Governor of the Bank of England 2003-2013. Akerlofs and Shillers book
on Amimal Spirits (2009), also pretends to be a revival of Keynes thought;
although, as we had argue elsewhere, they misinterpret Keynes?.

In Keynes, as in Neo-Institutionalism, Information Theory and Game
theory, markets are unable to reach the optimal equilibrium due to set-
ting failures, and not to the lack of rationality of the economic agents as
it happens in Behavioral Economics.

INSTITUTIONAL ECONOMICS; NEO-INSTITUTIONALISM

Both Neo-Institutionalism and Behavioral Economics argued that the con-
temporary neoclassical vision of how the economy works is wrong, and
they both agree that institutions are needed. However, their vision of the
economic dynamics of the social system is diametrically opposed. Neo-
Institutionalism focus its analysis on the institutions; while Behavioral Eco-
nomics focus it on the limitations of the individual. For Neo-Institutionalism
the analysis of social dynamics and economic equilibrium starts with the
Institutional Arrangement, the individual economic agent is always a given
datum. The individual is always creative, and he is the source of economic
progress; but whether there is progress or not depends upon whether or
not the Institutional Arrangement is the proper one. A proper Institutional
Arrangement is such that allows for individual creativity to be express.
For Behavioral Economist the individual economic agent cannot identify

% Keynes never discusses this second phenomenon, but it could be argued that it is implicit
in his consumption function, in which consumption is a function only of today income. See
the section on Behavioral Macroeconomics.

%6 See Obregon, C. 2018. Beyond Behavioral Economics, op. cit.
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always what is his real interest and mstitutions are need to help him. For
Neo-Institutionalism proper institutions are required; but not to guide the
individual, just to let him express his creativity. For Behavioral Economist
the individual has to be guided, and institutions are responsible to guide
him so that he arrives at a proper solution. For Neo- Institutionalism the
individual is a given datum and there is nothing wrong with him, economic
problems such as underdevelopment arise due to improper institutions.
For Behavioral Economics individuals have to be guided and institutions
must decide what is best for him - because even though the individual is
given a choice, it is predictable what choice he will take depending upon
how the institution frames the question or the circumstance.

Neo-Institutionalism has been influential to such a degree, that it
could be said that nowadays the thesis according to which the market
is delimited by an Institutional Arrangement is generally accepted. This
is reflected in the fact that several neo-institutional economists have re-
ceived the Nobel prize: Coase (1991), Fogel and North (1993) and Ol-
strom and Williamson (2009). In spite of this, it is still not clear what is
meant by Institutional Arrangement and there is discussion about this?.

In general, Neo-Institutionalism has been predominantly mfluenced
by the analysis and study of the institutions of Western economies. The
vision of institutions is the consequence of the microeconomic analysis of
transaction costs, the analysis of property rights, and the development of
contract theory. Coase’s proposal®® that Neoclassical Economics without
friction does not correspond to the real economy -which is characterized
by transaction costs (costs of searching and obtaining information, costs
of negotiating and deciding, and costs of monitoring and make contracts
effective) - led to important changes in the study of the industrial organi-
zation in the contributions of Alchian, Williamson and others.

In this friction economy, the system of property rights defines the
incentives of economic agents. North, for example, makes a historical
analysis of the consequences of different systems of property rights. In
this type of economy, asymmetric information problems as well as incen-

¥ Obregén, C; 2008. Institucionalismo y desarrollo. Pensamiento Universitario Iberoamericano
(PUI), México. Available in Amazon.com and in Research Gate.com

% Goase, R.H. (1937). “The Nature of the Firm”, Economica 4, pp. 386-405. In Stigler,
GJ., y Boulding, K.E. (eds.): Readings in Price Theory, Richard D. Irwin, Homewood, 1952.



44 CARLOS OBREGON

tives are central, and contract theory becomes basic for the analysis. The
agent’s theory studies the information problems between the contractors
(Fama, Alchian, Demsetz, Stiglitz and Holmstrom), while the relational
and incomplete contracts theory studies the information problems be-
tween the contractors and an interested third party, a judge for example
(Macaulay, McNeil, Williamson and Alchian).

The historical roots of the thought of Neo-Institutionalism are in the
North American institutional thought of Commons. This author defined
the institution as the collective action in control of individual action®.
Commons placed a special emphasis on the study of the transaction as a
transfer of ownership. It is particularly notable that there is no influence
of Veblen’s thinking in the New-Institutionalism, and this is particularly
due to the vision of this new school, which considers history and institu-
tions only from the point of view of the Institutional Arrangement that
characterizes the West; so that a broader and more general historical
point of view, like Veblen’s, was left aside. More in this point, below.

In fact, the idea that markets work under uncertainty and lack of
information, and that, therefore, economic decisions depend on an In-
stitutional Arrangement, has a long tradition in economic thought. Even
though this idea never managed to dominate the mainstream of economic
thought, it was always defended by various economists throughout the
history of economic thought. In this tradition one can point out*, among
other authors, Smith, Malthus, Marshall, Keynes, Knight, Marx, Schum-
peter, Veblen and Boulding.

Neo-Institutionalism is a great contribution to economic thinking, uncer-
tainty and lack of information make institutions essential. The Neo-Institu-
tionalism has allowed a new vision of the harmony of Adam Smith. Coase,
Alchian, Williamson, North and others have had a great influence on con-
temporary economists. The most recent growth models explain the non-neo-
classical convergence based on institutions. The Information Economy finds
in the institutions the explanation of the possibilities of multi-equilibriums.
Sens Moral Economy sees in the establishment of institutions -for example,
democracy or individual freedom- the path of economic progress.

2 Commons, 1934, p.69. Institutional Economics: Its Place in Political Economy, University of
Wisconsin Press, Madison/MacMillan, New York.

3 Obregén, C; 1984. De La Filosofia a la Economia, op.cit.
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Despite its great successes, Neo-Institutionalism is far from being an
mntegrated discipline with a precise unique vision. There are important con-
tradictions, for example, Williamson versus North. At one extreme, Neo-
Institutionalism has adherents who consider it an extension of the neoclas-
sical model®', which should be expanded and include more restrictions. At
the other extreme, some other exponents of Neo-Institutionalism consider
the new paradigm as antithetical to the neoclassical model and incompat-
ible with it?2. There is not a well-integrated view, of general acceptance,
that we can call the Neo-Institutionalism model of the economy, which
could constitute a true alternative to the well developed neoclassical model.
However, Neo-Institutionalism clearly delimits the neoclassical perspec-
tive, even giving rise sometimes to opposite conclusions: as for example in
anti-oligopoly regulation and the auction of public monopolies.

Neo-Institutionalism shares with most of the other New Schools the
concept that underdevelopment is the result of the absence of the mstitu-
tions that the West has. For this school, the Western individuals creativi-
ty is the motor that generates historical change; and progress is generated
by establishing institutions that adequately motivate respect for private
property, democracy, order and for the law in general. The problem with
this vision is that it prevents the study and understanding of the historical
evolution of other societies, which do not take the individual as a central
figure in their social dynamics®.

From the point of view of economic policy, Neo-Institutionalism al-
lows to understand problems such as the firm, oligopolies and others, for
which it has been very useful. However, as regards to the international
policy of patent protection, the case of its importance for global develop-
ment has been exaggerated by some exponents of this school. Rodrik has
pointed out that such a protection is not always justified from the point of
view of the interests of the underdeveloped countries®.

3 Dahlman, 1979.

32 Furubot, E.G., y Richter, R. (2003). Institutions and Economic Theory. The Contribu-
tion of the New Institutional Economics, University of Michigan Press, Ann Arbor.

% This topic is developed with breadth in Obregén, C; 2008 Globalizacion y subdesarrollo. PUI,
México. Available in Amazon.com and in Research Gate.

3 (Rodrik, D; 1999, p.148. The New Global Economy and Developing Countries: Making Openness
Work, John Hopkins University Press, Baltimore.
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North’s contribution on the resilience of informal institutions, allows
explaining why in certain cases the export of Western institutions to un-
derdeveloped countries does not work properly (this is the historical ex-
ample of India, or México); and this in itself was a great contribution. But
what North does not explain are the strengths of these informal tradition-
al institutions that, mixed with heterodox new formal institutions, have
produced economic success stories in countries like China, and other
Asian countries, that never fully adopted the Western institutions®.

Neo-Institutionalism showed that economic development is a func-
tion of the Institutional Arrangement; but it failed to prove that Western
mstitutions are indispensable for such development, nor that the estab-
lishment of Western institutions in underdeveloped countries promote
economic development.

% Rodrik represents an advance on North as he recognizes the importance of the strength
of domestic institutions to stimulate development, but there is still in Rodrik the insistence
of seeing the institutions of other countries as a transition to the optimal institutions, which
are the Western ones; and to explain the success stories based on these institutions, i.e.,
respect for private property and democracy. (Rodrik’s proposals are presented more exten-
sively in Obregén, 2008 Teorias Del Desarrollo, op.cit.) The reality is that Asia developed
mostly without democracy and that in China respect for individual rights is very limited,
and of course there is no democracy. These societies are competitors of the West, not their
followers; they have adopted from the West the minimum necessary to integrate globally
and compete, but basically they continue to be societies with values and institutions that are
very different from the West. Openly analyzing these differences is relevant, and changes
our focus on the problem of underdevelopment; Obregén, C; Institucionalismo y Desarrollo
2008, and Globalizacion y Subdesarrollo are widely dedicated to this analysis (both available in
Amazon.com and in Researh Gate.com. The New Schools of economics, like the previous
ones, have not dealt with the consequences of not seeing development as a natural process.
In particular, the vision that development is a process that occurs naturally once the appro-
priate institutions (and policies) are implemented, has diverted the attention of economists,
both of the new and old schools, from the study of two central problems: 1) the analysis
of how development could be generated from the current conditions of the underdevel-
oped countries and from the own specific historical institutions of each country, and 2)
the possibilities and development consequences of reordering the international Institutional
Arrangement that exists between developed and underdeveloped countries have not been
sufficiently studied. The thinking of the New Schools, even though it means a great ad-
vance over the old ones, continues to be influenced by the predominating epistemology in
economic thought, that of the economy of reproduction. This epistemology conceives eco-
nomic development only as a natural consequence of individual economic freedom - which
suppose to produce progress and accumulation of capital; and has restricted the analysis of
underdevelopment to answering which are the absent Western institutions in the underde-
veloped countries that impede individual economic freedom. This epistemological position
has precluded the analysis of other routes to development, like the one followed by China
and other Asian countries.
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It is convenient to establish the main difference between Neo-Insti-
tutionalism and traditional Institutionalism, particularly in the works
of Veblen and Boulding. In Veblen, as in the Neo-Institutionalism of
North, an institution includes both the Conceptual System of values
and the actual institutions that implement such Conceptual System. But
there are two key differences, one that in our opinion favors North and
another that favors Veblen. In Veblen, like previously in Marx, social
change happens only as a consequence of technological change; North
introduces the social change that happens because of social intentional
design, a key feature of contemporary societies. But what favors Veblen
is that, while the individual is a given datum in North, it changes histori-
cally in Veblen. Thus, in Veblen we can understand the historical gen-
esis of the free economic man. It becomes very clear thanks to Veblen,
that the free expression of the individuals selfishness in large markets
is a particular institutional characteristic of contemporary Western so-
cieties. The individual is not historically always the agent of change in
Veblen; while it is clearly so in North.

Boulding, pointed out that the economic relation trough the mar-
ket is just but one of the three key relations of the individual with the
society, beyond the Economic System there is an Integrative System
and a Power System. This contribution of Boulding is central, because
it points out that man’s behavior changes accordingly to the system
in which he interacts with society. He may behave selfish in large
economic markets and altruistic and cooperative through the Inte-
grative System. Moreover, if we put together Veblens and Bouldings
contributions, we can see that there is a historical dynamic of the three
social systems. And therefore the interaction of the individual with the
society in each one of the three systems is distinct in diverse societies
and in different points in time in the same society. All this means that
there is not a unique Ahuman nature. There are basic evolutionary traits
of humans, but how they are expressed depends upon the specific
historical Institutional Arrangement. Our nature as Aumans cannot just
be found through empirical laboratory findings in a particular society
and at a given point in time — mainly because such findings imply
already a given Institutional Arrangement. Human behavior cannot
be disentangled form the institutions that are influencing it. An in-
dividual economic agent just does not exist by itself. The laboratory
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findings are very useful, but they have to be related to what we know
from other social disciplines in an evolutionary and historical institu-
tional perspective.

Take for example the finding of Behavioral Economics that, in the
Dictator Game people displays altruistic behavior. Voluntarily 74% of
participant dictators divide money equally with the other participant;
which is argued by Behavioral Economics as an empirical demonstration
that huwmans are not rational selfish calculators maximizing their personal
well being. But, what it really shows is that in developed countries there is
a strong Integrative System. And we must recall that both the Integrative
System and the Power System are reflected in monetary and economic
transactions. Therefore, it is not surprising to find that the Integrative
System plays a role even in monetary transactions in the laboratory in the
Dictator Game and others.

The Integrative System and the Power System are part of the economy.
Governments at the beginning of the 20" century were in average in devel-
oped economies only around 10% of GDP, today they are around 40%;
of which the Power System represents around 4%, social expenditures
around 25% and other integrative functions 11%. Thus, the Integrative
System represents 36% of the economy, the Power System 4% and the
Economic and Exchange System 60%%. Individuals living in developed
economies live in a world in which social cooperation is a reality, that is
why they display cooperative and altruistic behavior. That however does
not mean that they will behave altruistic in a large competitive market, i
these markets in fact it has been shown empirically that they behave selfishly.

Internationally there is a very weak integrative system, therefore it
should be expected that humans will not behave altruistic, and this is the
case. While the integrative system represents around 36% in a DE, the
international aid from DE to EE is only around 0.2% of Worlds GDP.

% These calculations are not precise because available data does not allow to do it. But they
are good enough proxies. For calculations on government size and social expenditures see
Obregén, C; 2018 Globalization: Misguided Views. MPRA _paper_85813.pdf which uses OECD
data. Military expenditures can be found in CIA world factbook - www.indexmundi.com,
which are updated up to January 1, 2018. Military expenditures are around 2.5% of GDP.
The Power System includes military expenditures plus other enforcing agencies of which no
hard data can be found, but we estimate that they do not add more tan 1.5% of GDP.
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CONCLUSION

Each one of the schools reviewed in this chapter have found that the mi-
croeconomic interactions between economic agents critically depend on
the settings under which such interaction happens. Game Theory showed
that there are many non Pareto equilibriums which depend upon the set-
tings of the game. Information Economics obtained multi-equilibriums
which are function of the diverse information sets. Uncertainty Econom-
ics explain why an economy may be away from full employment equilib-
rium. And Institutional Economics explain how the equilibrium obtained
is function of the Institutional Arrangement. Despite the fact that each
one of these schools has its own technical method and they do not strictly
relate to each other. Conceptually there is a close relation between all of
them. Uncertainty can be seen as lack of trust in the institutional capacity
to deal with the future economic problems. Insufficient information can
be reinterpreted as the consequence of inadequate institutions capable to
guarantee the required flow of information. The setting of the game in
Game Theory could be understood as representing an Institutional Ar-
rangement. Thergfore, a simple way to summartze all the findings of these diverse
schools is to say that the microeconomic interaction between economic agents is substan-
tially influenced by the Institutional Arrangement in which it occurs.

A particular interesting result of Institutional Economics is North’s
discussion of the relevance of social engineering. In Veblen, like previ-
ously in Marx, social change happens only through technological change.
Through social engineering North incorporates individual creativity in
the process of social change. This establishes a connecting point between
institutionalism and the schools reviewed in Chapter one which explain
microeconomics based on the individual.



CHAPTER THREE. NEW
MICROECONOMIGCS (NMI)

We know reality through images created with the information pro-
vided by our senses, and we create scientific models of such a reality
which may work or not. They work when they cannot be shown
empirically to be false. But more than one scientific model may work
to explain the same reality; and therefore although they are distinct,
they are both valid. This is the case for example of Newtonian Phys-
ics which uses an absolute notion of time versus General Relativity
which uses a relative notion of time. Newtonian Physics explains as
well as General Relativity 95% of the macro-physical phenomena.
Scientific models are not reality, they are only a way to explain it,
and they also only explain reality partially. General Relativity can
not yet be integrated with Quantum Physics, just to give an example.
All of the microeconomic schools reviewed in the first two chapters
have key contributions, and that is why they have received so many
Nobel Prizes in Economics. But, many of them have attempted a
microeconomic vision that goes beyond their particular contribu-
tion. For example: rational expectation models are very useful to
explain stagflation and other particular economic phenomena, but
the School of Rational Expectations attempted to go beyond. Despite
the failures of Welfare Economic and General Equilibrium Theory
in showing a unique, stable, optimum equilibrium that maximizes
economic welfare; the School of Rational Expectations, using partial
recursive dynamic equilibriums, again insisted in finding a stable full
employment equilibrium, and it failed. In building a NMi we will
be using an evolutionary vision of humans that is compatible with
what we know in other sciences like Physics, Evolutionary Biology,
Evolutionary Linguistics, Social Psychology and so on, and which is
flexible enough to integrate the contributions of the diverse schools
in microeconomics. But NMi recognizes the limitations of each one
of the micro visions that these schools have built.

[50]
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The microeconomic theories in Chapter One were not able to
explain the microeconomic interactions between economic agents
based only in the individual, and the theories in Chapter two have
shown that the Institutional Arrangement clearly influences the equi-
librium that is obtained. And North has insisted in the relevance of
social engineering consequence of individual creativity. Therefore, it
is necessary to explain to what extent the individuals’ interaction is
defined by the institutional arrangement, and what is the space left
for individual creativity to influence the equilibrium obtained and its
dynamics. To be able to answer this question is critical to be able to
integrate the microeconomic theories discussed in Chapter One with
the ones presented in Chapter Two. And to be able to do it we need
to be able to answer two questions: The first one is Who is the in-
dividual? The rational selfish individual of Neoclassical Economics,
the altruistic and social cooperative individual of Behavioral Eco-
nomics, the morally responsible individual of Sen’s Economics, or is
someone else. The second question is How institutions are form and
how do they change? We need to be able to ascertain what is the role
of individual creativity in this process. In what follows we will pres-
ent the answers to these two questions, which will be the base that
sustains the construction of the conclusions presented as the NMi.

FIRST QUESTION: WHO ARE WE?

We are consequence of an evolutionary process of live, which occurs in
a material universe in expansion. We cannot understand who we are,
without reference to our belonging relationship with the material and
biological universe that surround us. Therefore, before explaining our
self in evolutionary terms, we will digress briefly in the existence of the
universe at large, and in the general process of adaptation and evolution
of life. This detour is necessary to be able to explain why we are neither
the rational selfish individual of Neoclassical Economics, or the altruistic
and social cooperative individual of Behavioral Economics, or the mor-
ally responsible individual of Sen’s Economics.
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Existence: Synchrony and Diachrony

There is a universal synchrony®. A harmonious universe that follows
physical laws. One in which everything that exists is related to everything
else. In physics, both Newtonian gravity and General Relativity express
formally this synchrony. As I am sitting in here, writing this book, I am
connected to the whole universe and its physical laws. If it was not for
gravity, I could not remain here where I am. And since I am made of or-
gans with tissue and cells made of atoms. It means that my existence links
from the smallest particle in an atom to the whole universe of existence.
But at the same time each existent particular has its own diachrony - giv-
ing by its own arrow of time. The universe of energy is permanent —it
always exits, but existent particulars happen to appear and disappear.
Whether it is the material universe, earth, live or each one of us, particu-
lars have its own diachrony. Each one of them starts its existence and
then disappears, we in particular are born and then we eventually die.

The universe follows physical laws and can be understood in its syn-
chronicity either with causality (classical physics) or probabilistic (quan-
tum physics) methodologies. But there are no laws that can explain the
diachronic existence of a particular. We know for example that starts do
collapse into black holes and understand the physics as to how it hap-
pens, but we cannot forecast which star will collapse. Thus, the universe
that looks synchronic from the point of view of the relations between all
of the particulars, is diachronic from the point of view of each particular.

Humans are the only living animal, that as Heidegger emphasized, are
aware of their own diachronic arrow of time — we are the only ones which
abstract thought allows for the understanding of an extended time. So we
are the only existent particular that is anxious about its future disappear-
ance. This particular anxiety of humans is mitigated to a large extent due
to their belonging to a social group. The social group and its institutions
provide the individual human with a more forecastable known environ-
ment. That is why any fear that the institutions of the group will not
work, translate into a profound sense of mistrust of the future, this is how
we can interpret Keynes and Knight definition of uncertainty as to the

¥ Please see, Obregén, C; 2014. Existence and Time: Philosophical and Scientific Inquiry.
Amazon.com. Also available at Research gate.com
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unknown future. If the institutions behave normal as always, the past and
the present knowledge are good indications of the future, the economy
is near equilibrium and risk can be calculated in a probabilistic manner.
However, when institutions seem unable to do their normal tasks, the
individuals’ confidence in the system goes down abruptly and the future
becomes unknown.

Adaptation and Evolution

The universe is defined by energy which transforms itself in matter, life is
just one expression of matter. The material universe in its actual form is
much older than life, fourteen billion years versus less than four. Live is an
accident of matter; the DNA, that characterizes life, is but a minor chemical
alteration of the RNA, that defines matter. The material universe is ex-
panding an ever changing. Particulars appear and disappear. The existence
of life is not guaranteed; life may disappear in the future and nothing will
happen to the material universe. Nor only life is significantly younger than
the material universe, but it’s size is also insignificant in relation to the one
of the material universe. Life disappearance may be caused by small, today
unknown, future small change in the material universe. Life disappearance
would not be a significant event in the existence of the material universe.

Since the material universe and earth are changing, to survive life has
to adapt to such changes. And since the future changes are unknown,
life must diversify as much as possible its genetic pool. More diversifica-
tion means better survival chances. This diversification happens both,
by diversifying the species, and by diversifying the genetic pool in each
specie, by given different individuals distinct genetic pools®*. Adaptation
and evolution mean that, once there is a significant change in the mate-
rial universe, some species will disappear, like the dinosaurs did, and
others will survive, like it happened with the mammals. Of those species

% The two main themes of evolution are natural selection and random genetic drift. Indi-
vidual genetic variance (due to random mutation, recombination - sexed reproduction or
migration - gene flow), sexual reproduction, inheritance and natural selection allow the ad-
aptation of the species to environmental changes. Random genetic drift allows the random
genetic variability of the species, regardless of environmental changes. These two processes
operate concomitantly.
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that survive, some individuals will disappear and others will not. The
individuals that survive, are those better fit genetically to the new mate-
rial world brought about by the material changes previously referred.
But those individuals surviving the material changes, will have to die
eventually. Because, they have to inherit their superior genetic pool (only
superior in relationship to the particular specific new material world), in
order for new generations to be better adapted, which increases the sur-
vival chances of the whole specie. We are individuals, and we are born
and we die, because that optimizes the human specie chances of survival.

Our Evolutionary Self

At one point in time, likely seven million years ago, we had a common ances-
tor with the Chimpanzee. An accident taught us to use the sharp edges of a
broken rock for productive reasons; and as the rock technology progressed
it produced an economic surplus, that allowed to feed larger social groups.
Both the new rock technology, and the more mtense social life, produced
evolutionary changes that finally ended up with the Homo Sapiens. The
brain grew in size; technology became more advanced; social life in larger
groups; more sophisticated language; we learn to read other people minds
and to express and control our emotions; a more erected body position that
free the hands for productive purposes and permitted a larger phonetic ca-
pacity. Chimpanzees can learn in the laboratory the rock technology belong-
ing to 3.5 million years ago, but they cannot learn the one of 2.4 million years
ago®. Thus, somewhere in this period we became significantly different.

The point to emphasize is that man in evolutionary terms already
comes from an ancestor that lived in groups. And that the evolutionary
changes that ended up with the Homo Sapiens were concomitant with a
larger group and a more intense social life. If anything distinguishes us
from the animals is our syntactic language, which is due to more intense
social life. To be human meant from the beginning to live in a group.
Individuals survival depends upon his belongings’ to a group.

Thus, we have two key evolutionary characteristics: we are individuals, geneti-

# See Obregén, C; 2014. Existence and Time: Philosophical and Scientific Inquiry, op.cit
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cally differentiated from others, who born and die; and we belong to a social group. In
order to maximize our survival chances, evolution gave us two instincts:
selfishness and belonging. Selfishness, to guarantee that each individual looks
up to his own survival. Belonging to guarantee that the individual is re-
lated to a group, because that increases his survival chances. And because
group and species survival is evolutionarily more relevant than the spe-
cific survival of any individual; the belonging instinct was evolutionarily
designed to guide and redefine the selfishness mnstinct.

Group Formation - Our Belonging Self

Our belonging instinct has been carefully documented by the Psychology
of Attachment®. Psychological and neurobiological studies done in more
than twenty countries have shown that we are born with a belonging
mstinct. Infants recognize their mother voice immediately after they are
born. They can imitate an adult face 40 minutes after being born. The
childs brain takes years to develop, and thus requires the mother atten-
tion and care. The relationship with the mother or care giver during
the first twelve months defines in most cases the adults personality. In
extreme cases even the neurobiological development of the childs brain
is at risk. We are social animals; whose survival requires the social group.

The belonging relation with the mother or take giver the first twelve
months is emotional. The mother teaches the child not to be aggressive
and socializes him; among other things she teaches the child to speak.
Learning a language, other careful teachings from the mother, and the
maturity of the childs brain develops the childs capacity to reason; thus,
with time the belonging relation becomes also based on reason.

The belonging relation is nor only social, but also chemical. When
we share time with others we love we produce dopamine and oxytocin,
drugs that eliminate stress and foster a better functioning of our immu-
nological system. Loneliness, or being subject to social abuse, produces
cortisol, which in extreme cases destroys our cells and neurons.

1 See Obregdn, C; 2009, 2013 y 2017. 2009, La soledad y el amor. PUI, México. Available in
Research Gate. 2013, El camino a la libertad. PUI, México. Available in Research Gate. 2017,
¢Quienes somos realmente?: La historia del yo. EU, México. Available in Research Gate.
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Thus, belonging to a group is the most human characteristic that we
have, we actually became Aumans due to the enlargement of the social
group. Now, evolution, according to our brain size, prepare us to live in
groups of around one hundred participants*’. In groups of this size our
emotional and chemical belonging works properly. However, as technol-
ogy developed, the economic surplus grew and fostered the enlargement
of the group significantly above its originally designated evolutionary
size. As a consequence, emotional and chemical belonging to the whole
group were not longer possible. Therefore, social belonging became more
and more a conceptual - rational - relation.

Belonging is always both an emotional and a rational relation, be-
cause the brain is only one. However, there is a spectrum. With those
more near to us with whom we have the possibility to look mutually at
each other eyes, to eat together, and eventually to touch each other, the
relationship is more emotional. With those with whom we cannot, the
relationship 1s more conceptual and rational. To distinguish them, I have
called the first type Love, and the second one Social Significance (signifi-
cance because the individual gets meaning - significance - through social
belonging).

In Addition to Love and Social Significance, the individual also has
an instinctive belonging relationship with the biological and material
universe, also needed for survival — which I have called Existential Sig-
nificance. That is why we get amuse and relax when we: a) listen to the
wind, to the ocean waves, or to a bird singing; b) look at a beautiful val-
ley, or a dolphin swimming in the ocean; ¢) contemplate the moon or the
sun or the stars. Existential Significance is expressed in many forms of
religious and spiritual life, which in many societies is also a social event
that strengthens the relation of the individual with the society.

In primary societies, Love and Social Significance were/are both with
the social group; and Existential Significance is also largely obtained
through the social group. In traditional societies, love was/is mainly with
the extended family, and Social Significance with the social group; Ex-
istential Significance may or not be obtained through the social group.
In contemporary Western societies, Love is mainly with the unicellular

1 Obregén, C; 2014. Existence and Time: Philosophical and Scientific Inquiry, op.cit.
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family and Social Significance is with the social group*. Existential Sig-
nificance, through Protestantism, has become related to working for the
well being of the social group. Since, we are evolutionarily prepared for
having an emotional and chemical belonging tie, Love is central for and
adequate individual belonging; that is why the disappearance of the uni-
cellular family in Western societies is a serious threat to the psychological
stability of the individual.

Moreover, in contemporary Western societies the individual is fully
differentiated and for the first time becomes responsible of his belonging
relationships through the three routes. Love — who to marry for example;
in primary and traditional societies was decided by the group or the ex-
tended family. Social Significance was automatically obtained because by
being born in such a society the individual had already a well defined social
role; whether it was to be a fisherman or a carpenter or a king. And Ex-
istential Significance was obtained from the group or was quite accessible.
In Western contemporary societies, love — who to marry - is decided by
the individual, his Social Significance is obtained by merits which given the
predominant role of the Economic and Exchange System in most cases
require nor only social success but also monetary success (although in-
heriting name and money still helps a lot), and he is also responsible of
his Existential Significance — he can decide whether to be a religious man
or not. This new freedom in the Western contemporary societies present
great opportunities for the individual, but has the disadvantage that when
he fails, he is left with no belonging relationship to recur to. That is why:
while Freudian neurosis was the most common mental illness in traditional
societies, because they refrained the natural satisfaction of selfish instincts;
in the contemporary Western societies, the most common mental problem
1s personality disorders, due to social isolation.

What we would like to emphasize in here is: that the individual needs
the group, nor only for his economic survival, but also for his psychological well be-

# The primary, the traditional and the Western societies are abstract categories of analysis
used in previous works. They are defined as follows. Primary society: the individual is not
differentiated from the society. The society, in turn, is not differentiated from the existential
universe. Traditional society: the individual is differentiated from society in terms of his
responsibilities, but not in terms of his rights. The society may or may not be differentiated
from existential universe. Western society: the individual is differentiated, in addition to
his responsibilities, by his rights. The individual exercise his rights of: expression; politi-
cal participation and voting freedom; economic freedom and property; and to pursue his
individual economic interests. The society is differentiated from the existential universe.



58 CARLOS OBREGON

ing. Extreme cases of loneliness produce uncontrolled aggressiveness or
auto- destruction. Monkeys that are grown isolated mutilate themselves,
and are never any longer capable to establish social relations with other
monkeys. Drug abuse is in fact one way to compensate for the lack of do-
pamine and oxytocin, consequence of inadequate emotional belongings
in our contemporary societies®.

We already have in here an initial explanation of why social expen-
ditures over GDP in Western countries are between 20 and 30%, but
international financial aid over worlds GDP is only 0.2%. Individuals
belong to a given country, but not to a world community.

Emotions versus Reason

Emotions are mherited evolutionary traits of successful patterns or re-
sponse to environmental cues. As we have said before, to survive life has
to adapt to the environment; thus, even the most simple of the unicellular
being has patterns of response to the environment*. Reptiles do not have
emotions as such, but they do have inherited patterns of response to the
environment which manifest themselves in two main kinds of survival
instincts: aggression and attachment. In mammals, emotions started as
the brain developed areas capable to sustain those feelings; but emotions
in mammals, despite the self feelings associated, are only surviving pat-
terns inherited from earliest and simplest forms of life. In Aumans, attach-
ment becomes belonging, which nor only has an emotional basis but also
involves reason. But, the critical point to emphasize is that emotions are our
most fundamental inherit way to interact with the environment.

Emotions actually help us to preselect what is relevant in the environ-
ment, to be store as images in the brain. What is emotionally irrelevant
we simple do not store. Wherever you are standing, if it is not at home,
ask yourself what do you have behind, and you will discover that you do
not know. Emotionally irrelevant cues are just not storage. And actually,
events that may be too emotional intense and that put at risk our psycho-

8 Obregon, C; 2009. La soledad y el amor, op.cit.
* Obregon, G; 2014. Existence and Time, op.cit.
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logical stability may not be store either; very young kids that have been
raped, often do not remember the event (or events). Because emotions
preselect what we store, they are always involve in any relationship with
the out-there. We just cannot be pure rational beings. But at the same
time what distinguish us from other animals is, that due to our syntactic
language, we can process more images in more combinations, and we
have therefore the notion of an extended time. We are the only animal
capable to visualize itself in extended time. Reason developed, as a part
of a larger brain, concomitant with more social life and more sophisti-
cated language. Reason is part of our evolutionary brain, and our brain
is only one and works like a unified system. Therefore, while we cannot
be purely rational, we cannot be purely emotional either. Despite the fact
that they may be some innate responses that are purely emotional — we
dislike snakes for example, they mainly only dominate carly stages of
life. As the childs brain matures and the mother teaches him to talk and
to control his aggressive instinct — the child uses his reason. In adult life,
we do have instances in which emotions may be very intensive and may
dominate us; but in most normal circumstances, actions in the human
beings always involved the use of reason. Emotions are not opposing
reason; reason was built to complement emotions. They work together
to optimize surviving possibilities. It does not make sense from an evo-
lutionary point of view to conceptualize a human that does not use his
reason efficiently, survival does not work that way.

Let us just take one classical conformity experiment in psychology
labs. An individual is introduced in a dark room and he is asked the
length of a light lane in front of him. But before he enters the room, he
is introduced to a professor whom he is told will also participate in the
experiment. The trick is the student listens, by a planned accident, the
professors intentional wrong answer in a nearby room. And it is shown
statistically that the answer of the student is influenced by the professor’s
wrong answer.”. Does it mean that Kahneman’s system 1, which con-
nects emotionally the student with the professor, dominates system 2?
Or just simply means that an evolutionary trait is to follow the group,
and since the student is not so sure, he does what is rational, follow the
leader who suppose to know better. Following the group is evolutionarily
the right rational decision. What goes wrong in this experiment is that

% There had been several versions of this study, the first ones were made by Asch in the 1950s.
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evolution did not prepare us for the group to lie to us, as the professor
did. Evolution could not had prepared us to misread the environmental
cues, emotions and group belonging in fact augment and do not diminish
our capacity to read the external cues. System 1 prepares us for a better
usage of system 2, system 1 is not oppose to system 2.

The rational economic man does not adequately picture us as humans,
but the emotional man dominated by the system 1 of Behavioral Eco-
nomics is neither a good description of the economic man. Because, while
emotions enter everything that human beings do and there is no action
that does not involve them, they are not evolutionarily designed for us
not to appreciate reality correctly - it is just the other way around they
help us to improve such appreciation. A being which cannot decide what
is best for him would not survive. Thus, due to very fundamental rea-
sons, Behavioral Economics cases in which system 1 make us fail have to
be a reduced set.

There is a confusion which has to be clarify, the rational economic
man is an abstraction related to the behavior of individuals in large mar-
kets, but it does not imply that man is rational in the sense that his emo-
tions do not count or that he can fully control them. When preferences
are expressed in the market they involve emotions. In fact, one of the
virtues of the economic markets is that they allow for the expression of
individuals emotions. Both economic markets and democracy surge as a
consequence of the demise of rationalism, understood as the philosophy
that argues that everything can be understood with our reason. If reason
could be used to order the social world, then the most intelligent should
guide society — like in Plato — and they must decide what to do both
socially and economically, they must decide who does what and who
gets what — there is no need for the markets nor for democracy. In the
markets the individual selfish instinct expresses itself, and it is of course
dominated by passions and emotions; which does not imply that the rea-
son is nor also involve.

The rational economic man of the contemporary Neoclassical School
1s a rational calculator that in some-ways represents a come back of Ratio-
nalism. Because reason in each individual imposes itself upon emotions
and orders the individual preferences with such clarity that they can be
aggregated and provide a new form of rationality to the whole social
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economic system. In this view, particularly in the case of the market de-
fendants of the contemporary Monetarist-Rational Expectations Neoclas-
sical School, markets establish a unique stable equilibrium, and maintain
economies near full employment. Thus, individual rationality provides
order to the economic world. Furthermore, since non-economic motives
are introduced in the individuals utility function, markets nor only or-
ganize the production and distribution of economic goods but also solve
other non-economic problems like for example social discrimination.
This view of the markets, as we had been showing since the first chapter,
was unsuccessful. Thus, we can not give order to the social economic world
only by assuming individual rationality; we need institutions, values, his-
tory and so on.

The rational economic man does imply a form of rationalism that
does not correspond to our evolutionary traits in which emotions are
crucial. But, refusing the characterization of humans provided by the ra-
tional economic man, does not mean that we have to move into an alter-
native in which emotions make us fail as to the adequate appreciation of
the external world. Emotions are actually a key feature for us to appreci-
ate correctly reality. And being emotional does not imply that reason is
not being used. The free economic man expressing his preferences in the
market is fully compatible with our evolutionary traits; and expresses
his preferences using both his emotions and his reason. And the social
economic world is nor ordered only by individual preferences, but also
by the Conceptual System and the corresponding Institutional Arrange-
ment. The economic man does not fail in appreciating what he really wants of what
is really convenient for him, at least does not fail usually-otherwise it could not be a
survivor. Thus, if he fails it has to be in particular cases, and finding these
particular cases is actually the contribution of Behavioral Economics. But
it must be understood that these particular cases, described by Behavioral
Economics, are not the general case.

When an individual is in a market place there are four main kinds of
economic transactions that occur, and in all these cases emotions may
play an important role: 1) there are many products which are bought
without much thinking, remember yourself in a super market. But many
of those are decided this way, because their price is low and it is not
reasonable to spend time researching on them - the search cost is too
high related to the price. But the buyer is conscious of what he is doing.
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And what 1s good for him is not to incur in the search cost. 2) repetitive
transactions in which the buyer may initially decide without much think-
ing, but then goes home and uses the product and decides again, after
few repetitions the buyer knows what is good for him. 3) relevant unique
and significant economic decisions in which the buyer invest enough time
and effort finding information and external advice to decide what to do.
After this process the buyer knows what is good for him. 4) economic de-
cisions in which system 1 dominates and the buyer does not know what
1s good for him. Notice that due to information, educational and knowl-
edge insufficiencies in 1), 2) and 3) there may be market failures and the
buyer may end up deciding something which is not good for him and
government and non-market institutions intervention may be required.
But 4) is a distinct case, it is assumed that even with education, informa-
tion and adequate knowledge, system 1 dominates and a market failure
occurs. While possible, 4) is not very common, and in reality many of the
Nudges are really due to lack of information, education and knowledge.
Therefore, there are only few economic transactions in which system
1 dominates the scene and the individual really does not know what is
good for him. Such cases do exist and it has been the contribution of
Behavioral Economics to find some of them. And it has been shown that
Behavioral Economics is useful in particular cases like individual saving
decisions and organ donations. But the point that we want to stress is: that
Behavioral Economics refers itself to a particular case, in which system 1 dominates,
s0 that due to our emotions we do not appreciate reality in a proper way, and that is
why we do not know what is best for us.

OUR HUMAN PSYCHOLOGY

We are evolutionarily built to belong, because belonging is key to survival.
Belonging guides and redirects our selfish instinct. Contrary to popular belief
there is no contradiction between belonging and selfishness. Belonging does
not reduce freedom, it increases it. Adequate belonging is key for a healthy
individual psychology — one capable to make economic choices. Belonging
failures create stress and in this intense emotional periods the areas of the
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brain required to reason do not work properly*. An adequate emotional
development increased the possibility of the adequate use of reason. An emo-
tional balance person is ideally prepared to take rational decisions.

Mclean for descriptive purposes have divided the human brain in
three: the reptilian brain, the limbic brain and the cortical brain. As an
analytical count of brain functioning Mclean classification is wrong, be-
cause the brain is only one integrated system. However, it has the virtue
that it emphasizes our evolutionary heritage. The reptilian brain coordi-
nates the autonomous functioning of our body, the limbic brain the emo-
tions, and the cortical brain the reason. The freedom to choose basically
consists in our ability to use properly our cortical brain. But to be able to
do that, we need to be healthy and emotionally balanced. In other works,
I'have described the road to freedom as consisting of six steps*’. The first
one is to satisfy our evolutionary need of free movement, maintaining
ourselves alert in a challenging environment; which is basic to develop
our capacity to learn from the environment. The second is to satisfy our
basic selfish instincts guided by our belonging mstinct. The third one is
to establish adequate belonging through the three previously mentioned
routes: Love, Social Significance and Existential Significance. The fourth
one is an adequate emotional development. The fifth is to be conscious of
our self and our relationship with our belonging surroundings. And the
sixth 1s mentalizing, which implies to look with flexibility and perspective
our past and our future alternatives. The key message is that to get to the
sixth step, we need to properly satisfy the first five. In other words, the
rational economic man only exists, if he is healthy psychologically, and
that means mainly emotional development through adequate belonging.

The notion that the individual always know what is best for him is
obviously wrong, think in someone buying a shot gun to kill many oth-
ers and then to suicide himself, clearly he does not know what is best for
him. But, if there is psychological freedom due to good emotional balance
obtained through proper belonging, the individual in most of the cases
will be able to know what is good for him*. He will not satisfy the condi-

6 Obregén, C; 2013. El Camino a la libertad. PUI, México. Available in Research Gate.
17 Obregén, C; 2013. El Camino a la libertad. op.cit.

* The individual always knows what he wants, the discussion is about whether What he
wants is what he needs? Behavioral Economics argues that in many cases it is not. But,
needs imply a normative dimension which relate to values in the Integrative System and
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tions of the rational man of contemporary Neoclassical Economics, but
he will clearly satisfy the ones of the economic man of Adam Smith. He
will able to express his preferences through the market.

A healthy psychological individual does not jump the gun, and he
is not dominated by Kahnemans system one. He has learned to use his
system two, and to use all help that he can acquire from the social group
through: 1) market participants like firms selling information and analy-
sis or giving it for free (examples: the Mayo Clinic web, or the World
Bank web, among many others); 2) non market participants like friends
or non profit oriented organizations; and 3) the government. We live in a
world of abundant information and analysis. Many of the examples used
by Behavioral Economics involve lack of time to take the decision, non
repetitive decisions, un-aid decisions and so on. But in real markets those
conditions do not happen. For example, people always can ask somebody
who can help them to calculate probabilities. Lack of knowledge does not
mean to be dominated by system 1.

Emotions do not jeopardize rational decisions, they help them to be
better, because they provide additional useful information and a connec-
tion with the group which can help the individual to be more rational.
The only emotions that do jeopardize rational decisions are those due to
belonging failures. That is why a society has to develop a proper social
Integrative System that permits adequate belonging for the three routes.
That we are emotional when making decisions is an inherited evolution-
ary trait, but that does not mean that we are being non rational or irra-
tional. Even buying a convertible car that we do not really need and that
we will use only once a month may be a very pleasant decision. To be
rational does not mean not to be emotional.

in the Conceptual System (there is not an absolute rational external standard that defines
needs).Values which the individual learns through social belonging, which implies informa-
tion, education and knowledge. If there is a failure in here, is a belonging social failure,
not due to the individuals psychological characteristics, and must be corrected and social
intervention is adequate by the democratic means chosen. The contribution of Behavioral
Economics in these terms could be seen as the proposal that due to the individuals psycho-
logical characteristics these types of failures happened more often in certain cases that could
be identified studying these psychological characteristics. But, Behavioral Economics goes
beyond this, and argues that due to its psychological characteristics the individual even
with knowledge, information and education, in many cases, does not know what he needs
because due to system 1 he jumps to conclusions. Such cases, as we had argued, should
not be very frequent, because evolutionarily our emotions are designed to help us read the
external environment and not to misread it.
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Markets do not work isolated; they need a proper Institutional Arrange-
ment. Including an adequate Integrative System. Proper social analysis has
to be done also at the mstitutional level, and it cannot be restricted only at
the level of the discussion of the universal characteristics of individuals. Be-
cause the only individual universal characteristics are evolutionary traits,
which expression varies in function of the institutional conditions.

The weak rational individual of Behavioral Economics is dominated in
many instances by his emotions and therefore is unable to understand his
true preferences, and is altruistic and socially cooperative. Our criticism is
not that this is not a good description of Aumans, but that any description
will always be wrong. Humans can be under some circumstances altruistic
and cooperative, in other situations they can be tuff economic competitors
that show no mercy for their competitors, and in certain cases can be ag-
gressive selfish predators that do not respect any law or social limit. In fact,
the same human person may display all of these behaviors at a given time:
he may be a selfish competitor in large markets - the economic man that
Smith proposed, and at the same time being an altruistic social cooperative
individual through the Integrative System of his #-group, and an aggressive
predator towards others in the out-group. Think for example in a pilot of
the US forces dropping bombs against the out-group, belonging to a church
given charity, and displaying selfish rational behavior in large markets.
There is not a fix human nature, there are only general evolutionary traits.

The Economic Man

The economic man - the econ - is not a description of our human na-
ture. It is an abstraction of human behavior in large economic markets.
The version of Smith is quite compatible with the evolutionary psycho-
logical characteristics of the Auman beings. Under normal social circum-
stances psychological individuals will be able to express their preferences
through the markets. The economic man is a useful abstraction to explain
the rapid growth of capitalist economies. The rational economic man of
contemporary neoclassical economics proposes a rationality that goes be-
yond the evolutionary psychological characteristics of /uman beings. But,
despite its inconveniences, it has been useful to build mathematical mod-
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cls that up to today are the best explanation of the allocation of resources
through the price mechanism in large markets.

The humans of Behavioral Economics are not useful to explain many of
the most fundamental economic phenomenon such as economic growth,
or the allocation of resources; in that sense it is not an abstraction that
can substitute the econs. The humans of Behavioral Economics are neither
a good description of our evolutionary human characteristics. Behavioral
Economics main problem is that methodologically it focuses only in the
individual, and not in the individual relations with the social group and
the environment which are the basis of the evolutionary traits of the hu-
man beings. Behavioral Economics loses sight of how institutions can
influence human behavior, and therefore was unable to understand that
in the main tradition econs were just an abstraction of the behavior of
individuals in large markets, which no doubt is selfish and for which the
experiments of Behavioral Economics are only of a secondary relevance.

Despite its limitations, Behavioral Economics has had relevant contribu-
tions, mainly pointing out some of the instances - due to the psychological
characteristics of individuals - under which there can be market failures. And
therefore, nstitutions — mainly the government - needs to provide help to the
individual, for him to be able to process his choices in a rational way.

Our Selfish Self- the Neoclassical Man

The great contribution of Smith is that he understood that England by
mstitutionalizing economic freedom i large markets had liberated the
selfish instinct of man in such a way that, in instead of producing social
damage, it would produce social well being. Thus, economic markets
presented a solution for Smiths previous work in Ethics. Markets allow for
individual selfishness to become an ethical conduct. But remember, that
according to the Theory of Moral Sentiments, it is only so, if both in the
eyes of the society and in those of the individual, the activity in the mar-
kets can be proven that does not damage others or the society at large.

Now, we must be very careful not to confuse our selfish instinct with
the selfishness of the economic man in large markets. The selfish instinct is
an evolutionary characteristic of man which is a constant in all societies, but
in many of them social belonging did not allow for any social expression
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of this individual selfish instinct, at least for the majority of the individuals.
It is the particular case of modern Western societies that the expression of
the selfish instinct is allowed, to most of the individuals, through the large
markets*. Therefore, the selfish economic man is an institutional characteristic
of a specific society, and it is restricted to a specific activity — the markets.

Sens Global Moral Human Does Not Exist

As Kant anticipated us, we never really get to know the out-there. We
encounter reality through our senses, and the beats and pieces received
through them are put together by our brain as images. These images
are decomposed and store, and when needed they are recall. In fact, our
imagination is nothing else than recombining the images that we had
stored previously. This process, up to here, is identical to the one that
evolved mammals follow up to know the out-there. The only distinction
is that we have a syntactic language, one in which the meaning of each
word is contextual. Our more sophisticated language allows for more
combinatory possibilities of images. Thus, as far as we know, we are the
only animal with an extended notion of time. We are the only one aware
that will die in a defined range of future time®.

Since we cannot get to know the out-there by any other method, that
science recognizes, it means that scientifically speaking man is unable
to have access to universal ethical values, whether they represent a full
blown ethical system of just partial orderings as Sen affirms. Therefore,
altruism and social collaboration have to come either from natural sen-
timents or from social learning. Since evolutionarily we know that the
instinct of belonging relates only to a small group with which we have
visual and other contacts. It follows that we do not have universal moral
sentiments. And since there is not an institutionally established interna-
tional society, it is easy to understand why international aid is so low.

¥ Poverty may not allow some individuals to express their selfish interest through the market.

% Obregén, C; 2014. Existence and Time,op.cit.
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IN SUMMARY:

We are the outcome of evolution. We have two instincts a selfish instinct
and a belonging instinct; the second directs the first. But if there are belong-
ing failures the selfish instinct dominates. But we should not confuse our
selfish instinct with the selfish economic man. The latter is the outcome of
an institutional feature of a particular society, the Western society; and it
only refers to the economic and exchange system as it manifests itself in
large markets. Neither the Rational Economic Man as described by con-
temporary Neoclassical Economics, nor the emotional altruistic individual
of Behavioral economics correspond to our evolutionary characteristics.
Sen’s human with access to universal moral truths does not fit with how
the mind works according to contemporary neurobiology.

SECOND QUESTION: HOW INSTITUTIONS ARE FORM AND
HOW DO THEY CHANGE?

Institutions include the pragmatic Institutional Arrangement and its cor-
responding Gonceptual System. They are form through a long historical
cultural process. They are resilient and change slowly. They are highly
influential in defining the social-economic equilibrium and its dynamics.
However, since the groups main evolutionary goal is survival, when con-
fronted with drastic internal (example technological shocks) or external
shocks (example wars or a pandemic) institutions have to change. And
this change is always lead by individual creativity. Therefore, individual
creativity occurs at two key levels: the technological process of produc-
tion, and the required social engineering for institutions to adapt to inter-
nal and external shocks.

The Conceptual System and The Institutional Arrangement

What is an institution? In other works, I have defined an institution as
the sum of the Conceptual System and its corresponding Institutional Ar-



CHAPTER THREE 69

rangement’'. The definition sounds somewhat tautological, but it is not.
It is meant to indicate that the actual pragmatic mstitution that we see
in a society always has a corresponding Conceptual System attach to it.
Think for example in the institution of the parliament in England, it has
its members, they are elected and they discuss in a specific building and
so forth — but they also represent a Conceptual System -i.e. the constitu-
tion, the laws and so on. The Conceptual System is defined as a mixture
of knowledge, beliefs and habits that comprehensively explains social and
physical reality, which guides and directs social and individual behavior.
An Institutional Arrangement is the set of institutions that make the Con-
ceptual System operable.

The Conceptual System and its corresponding Institutional Arrange-
ment have a specific historical culture in a given society. Therefore, social
decisions nor only correspond to todays democratic choices, but are also
related to the historical institutions. Whether we talk about representative
democracy or participative democracy; democracy always operates in a
given Institutional Arrangement and its corresponding Conceptual System,
which do change through democratic and other decisions, but slowly.

The Three Social Systems

The mteraction between the individual and the society is intermediate
by three social systems: The Integrative System, The Power System and
The Economic and Exchange System. The basic social system of any so-
ciety is the Integrative System. The Integrative System consists in the tra-
ditions and customs; socially established obligations - established norms,
the law; values, and social beliefs in general; ethical principles; the reli-
gion; benevolence, and commitments acquired individually but socially
sanctioned. This system holds society together, and it is the base that
defines the main relationship between the individual and the society. The
Power System refers to the use of public force. The use of force is usually
only allowed to the state; individuals are forbidden to use any sort of
force against other individuals of the same in-group, although they may be

8 Obregén, G; 2008. Institucionalismo y Desarrollo. PUI, México. Available at Amazon.
com and Research gate.com
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allowed to use it against other individuals which are conceived like out-
group members, i.e. slaves, enemies, or simply members of other groups.
The Power System usually governs, to a large extent, the relationship
between in-group and out-group members. The Economic and Exchange
System is the production and distribution of economic goods, and the
selfish relations of exchange in general, including economic exchange.

In the primary society the Integrative System and the Power Systems
are more relevant. But as societies become more complex the Economic
and Exchange System gains importance, until it gets to the Western so-
ciety in which it is a rival of the Integrative System as to define the main
relationship between the individual and the society.

Social Change

Kenneth E Boulding use to say that the main problem of the social sci-
ences was the relationship between the individual and the society. Table
4.1 presents the main elements of such relation. Individuality is defined
by the specific individual genetics which combined with survival instincts
gives rise to our individual self. Self preservation is closely watch by our
selfish survival instinct. But since individual survival requires the group,
the individual also has a belonging instinct, to the people very near to
him - Love; to the society - Social Significance; and the the biological
and material universe - Existential Significance. The social significance
is expressed through the three social systems: The Integrative System,
The Power System, and the Economic and Exchange System. Society
is defined by its Conceptual System and its corresponding Institutional
Arrangement.

There are many theories of social change. We shall mention four of
them. The classics Stationary State, Marxs, Veblens and Norths.

At the bottom of the table we find the Economic and Exchange Sys-
tem, which for Marx explained social and institutional change. For him
the changes in the relationship of man with the material universe define
the changes in the social universe. For him history is a teleological pro-
cess which at the end will bring about the humanitarian communist soci-
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ety, in which the human needs of the individual will be satisfied. Veblen
agreed with Marx in many ways, but he points out that the social mstitu-
tions created by the previous technological process will enter in conflict
with the new institutions consequence of the new — most recent - techno-
logical process. And that, the result of this conflict varies from society to
society and it is distinct in diverse historical times-therefore it is not, as in
Marx a teleological process. According to him we can study the histori-
cal past, and he did, but we cannot forecast the future. In North, social
change happens in any of the categories in the table except those defin-
ing individuality, which may change genetically but is a much slower
process than the rest. For him individual creativity nor only changes the
technological process of production, but also the social process by which
individuals interact. There is a permanent questioning and redefining of
the Conceptual System and its corresponding Institutional Arrangement,
which in turn modifies the three belonging relationships. And since it
modifies Social Significance, it also changes the three social systems. But
change can start at any of the instances of the table, individual creativity
may modify the Integrative System which then will have repercussions
in the other two systems, in the Social Significance and in the Conceptual
System and its corresponding Institutional Arrangement. North point is
that social creativity occurs at any social instance, and nor only in the
technological process of economic production. North, however warn us
as Veblen did that old institutions are resilient and difficult to change.
This is how he explains why exporting Western institutions to develop-
ing countries has been so difficult and unsuccessful.

TABLE 4.1. RELATIONSHIP: INDIVIDUAL — SOCIETY

Individuality Belonging Institution
Individual genetics  Individual =~ Love Society  Conceptual System
Survival instincts Social Significance Institutional Arrangement

Existential Significance
Social Significance
Integrative System
Power System

Economic and Exchange System
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Finally, the classical economics stationary state argued that as the popu-
lation grows less productive land is used, therefore the cost of producing
food goes up, the salaries go up, rent of the land goes up (because its defined
by the less productive land) and profits go to zero. Different economists
design distinct ways to escape the stationary state fatality; Malthus recom-
mended policies to maintain population growth under control (which are
still critical for many developing economies), Ricardo recommended im-
porting food (which is also useful for developing economies). But the true
way out of the stationary state is technological development. Technology
in food production and in other goods increases productivity and allow for
both salaries and profits to go up. That is why technology was for Smith so
crucial in his thinking. And What does technology depend on? Mainly on
mass production allowed by the enlargement of the markets. The positive
cycle of economic development implied in the West is as follows: 1) inter-
national trade increased due to both, gold from the Americas and species
from the east; international trade meant already access to cheaper imported
food. 2) countries that were not involved neither in gold or species had to
developed mass production. 3) which implied that the Burgos-cities grew;
and this, by the way, was the best possible policy to reduce population
growth, because having children in cities became more expensive and dif-
ficult. 4) as cities grew the middle class grows, democracy comes along
and the consumption of the middle class provides a new substantial and
decisive enlargement of the markets. In all this process the enlargement of
the markets allowed for the mass production, which fostered technological
development both in food production as well as in other goods. Smith’s
main contribution is to have understood the relationship between large
markets and technological change.

There are only two groups of countries that had become developed, a
group of Western countries and a group of Asian countries. We already
briefly explained how the first group developed. The second group de-
velopment have been due to what I have been calling The Asian Devel-
opment Model*?. This model is dependent upon the West, because it
maintains its technological development at the worlds frontier by heavily
exporting to the middle class of the Western countries. But it has special
features of its own. 1) It has a very high internal saving rate, which re-
duces the dependence on foreign capital, allows for a stable undervalue

2 Obregon, G; 2018. Globalization: Misguided Views. MPRA_paper_85813.pdf
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exchange rate and provides enough resources for investing in local com-
panies that may become worldwide export leaders; 2) It has an industrial
policy aim at: a) integrating other companies as providers to the export-
ing companies, b) reduce imports, through the undervalue exchange rate,
and using import substitution policies, among which there are all sort
of administrative tricks - fostering the growth of local companies in the
local market, ¢) promote the development of local productive chains of
economic value added, like the construction sector — which is also pos-
sible because the high internal savings. The huge internal savings and the
appropriate industrial policy has made it possible for a group of Asian
countries to become developed economies. But we must emphasize that a
critical key feature of the Asian Development Model is that it exports to
the West and maintains first class global technology. Why is this so cru-
cial? Because if a country develops with obsolete technology whenever it
opens up its industries are not competitive, and they just disappear as the
consequence of the confrontation with a superior technology. This ex-
plains why, for example: 1) East Germany became so small after joining
West Germany, and 2) Russia collapsed when it opened up to the West™.

We will further discuss economic growth theories in Section III, but
by now the two critical points to understand about social change are. 1)
that although it occurs as North argues at any place in the social system,
its main determinant is technological development, and 2) that by its very
nature social change is slow, particularly due to the opposition of the old
mnstitutions. Once we understand that institutions are not only pragmatic
actual institutions, but also the Conceptual Systems that they represent,
we can see why social change is so difficult, values and concepts remain
attach to societies for centuries. The Western Capitalism and the Asian
Capitalism had been exceptions, and even in them social change is slower
than may seem. Asian Capitalism changed faster than Western Capital-
ism, but was only able to do it, because it had access to the frontier tech-
nology of the West. In some other regions like the Arab countries, South
Asia, and large parts of Africa and India the Conceptual Systems have
prevailed and social change has been very slow.

Social change is the consequence of old institutions, technological
change, and individual preferences and creativity all throughout the social

% Obregén, C. 2018. Globalization: Misguided Views, op. cit.
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system. Notice that democracy only happens in a limited number of societ-
ies, and even on them it is only one of the components i all the complex
process of social change. Can we change our social world, in any desired
direction? Yes. But at a much slower pace that we may wish. Democratic
or any other political choices have to cope with the fast social transforma-
tions produced by technological change, that has a dynamic of its own; and
are embedded in old mstitutions — many of which clearly delimit how far
democratic or political choices can go. Our societies are the reflection of
their own history, strongly embedded in values and pragmatic stitutions
that necessarily constrain todays social democratic or political choices.

NEW MICROECONOMICS (NMI)

The microeconomic equilibrium is form in diverse societies in distinct
manners. In particular, in Western societies individual choices are
through democracy and the economic markets a key element of the so-
cial equilibrium attained and its dynamics. But even in Western societies
there are other important elements that also have critical influence, such
as internal and external shocks, and institutions. The interplay between
the individual and the Institutional Arrangement is complex. None of the
two elements is decisive by itself, and one influences the other as well as
the outcome. The following are the critical conclusions of NMi:

1) The micro foundations of macroeconomics developed by the
School of Rational Expectations are useful for economies near
full employment equilibrium in which there is enough informa-
tion to built a rational expectations model that will describe
properly the possible future.

2) In Economies far away from equilibrium in which the econom-
ic agents have lost confidence in the financial authorities’ ca-
pacity to manage the situation, the rational expectation models
do not work (more on this initial two points will be discussed
in Section II).

3) Since both Welfare Economics and General Equilibrium The-
ory failed in showing a unique, stable, optimum equilibrium
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that maximizes economic welfare; it follows that there are oth-
ers elements that intervene on such determination.

Game Theory, Information Economics, Uncertainty Econom-
ics, and Institutional economics have shown that the social
and economic settings are decisive in the determination of the
social-economic equilibrium and its dynamics. And although
each one of these schools use its proper technical language; the
social-economic settings in each case could be reinterpreted as
the Institutional Arrangement.

The way in which the social-economic equilibrium and its dy-
namics 1s obtained varies across societies and historical times.
In primary societies, the primary cosmology defines the Inte-
grative System which i turn specifies the Economic and Ex-
change System. There is no room for individual creativity. If
there is a need for social change due to an internal or an exter-
nal shock, decisions are taking by the group as a whole, or in
some cases the council of elders. In traditional societies there
are all sot of variants, but still the participation of individual
creativity is highly restricted. Even in Rome where the sen-
ate played a key role, the senate was chosen by the elite and
not democratically. Free voting, and free economic individual
participation is a unique feature of contemporary Western like
societies.

In contemporary societies individual preferences and creativity
are critical elements in the determination of the social-econom-
ic equilibrium and its dynamics — but it is not the only one.
The Institutional Arrangement continues to play a fundamen-
tal role.

Because the microeconomic equilibrium and its dynamics can
not be defined out of individual preferences, endowments and
technology; it follows that there is room both for macroeco-
nomics as a tool to maintain or bring back the economy to its
full employment equilibrium, and for a economic growth poli-
cies looking for generating and maintaining a proper level of
economic.
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10)

11)

12)

13)
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Institutions have a historical root and they are resilient and dif-
ficult to change. Therefore, the macroeconomic policies adopt-
ed both in the 2008 GFC and in the 2020 GP are consequence
of previous institutions, not necessarily adequate for the new
conditions. This will be a topic for Sections II and IV.

The same happens with economic growth. Many countries copy
the institutions of the West and failed, because they were not
longer the proper ones - precisely because the West had been
already developed. For example, higher savings in the history
of the West were always associated with frontier technology;
because the West was the frontier. For other countries savings
may be associated with obsolete technology; because the frontier
is in the already developed West. In fact, one of the key features
of the Asian Model is that it used frontier technology, because
it developed through exporting to the West’s middle class. The
success of Asia is that it designs a new Institutional Arrangement
(that use old institutions and created new ones) to confront the
new world brought about by the ICT.

Both a proper stable macroeconomic equilibrium and adequate
economic growth cannot be obtained only as a consequence of
an efficient microeconomic interaction between the economic
agents, the role of institutions is fundamental.

However, the key contribution of Adam Smith remains valid, a
key feature of an adequate Institutional Arrangement is to let free
markets operate. The key difference between capitalism and pre-
vious modes of production is the fast technological development
consequence of the enlargement of the middle class market.

To free individual creativity is fundamental to obtain fast and ad-
equate social change, but it must be guided by proper institutions.

Many of contributions of Neoclassical Economics remain val-
id, in price theory, in public and private finances and so on. A
rational economic man as described by contemporary Neoclas-
sical Economics is not a good description of the evolutionary
features of humans, but for certain purposes the models based
in such abstraction had and will result very useful.
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14)

15)

16)

Sen’s economics failed in showing that a responsible moral hu-
man defines the microeconomic equilibrium and its dynamics.
His description of human beings is incompatible with contem-
porary neurobiology; the human’ mind does not have access
to essential moral truths; and nothing indicates that even if he
had, those moral truths would necessarily guide human be-
havior. However, Sen’s vision of development as something
that goes beyond economic growth stands; and his defense of
minimum capabilities, and of the need to improve the standard
of living of the poor, is an important contribution that already
guides and should continue guiding social policy.

Behavioral Economics failed in describing the human nature
as altruistic and mainly defined by emotions. There are many
economic problems that cannot be approach through Behav-
ioral Economics. But it was successful in showing the limita-
tions of the Rational Economic Man of contemporary Neo-
classical economics. And some of its contributions to improve
particular economic policies stand.

Game Theory is a very useful frame to analyze many econom-
ic problems, and it is highly beneficial for mnstitutional design.
Information Economics is also useful for the same reasons. In-
stitutional economics has already been discussed plentiful. And
Uncertainty Economics will be further discussed in section II.

CONCLUSION

The main conclusion of NMi is that the microeconomic equilibrium and

its dynamics is directly influenced by the Institutional Arrangement.

Therefore, the theoretical possibility of a major macroeconomic crisis like
the 2008 GFC and the 2020 GP exits. There is not proper microeconomic

dynamics without an adequate macroeconomic policy. However, a prop-

er macroeconomic policy does not substitute an adequate microeconomic

design, that allow for individual preferences and creativity to be properly

manifested. Markets do not attain an optimal dynamic equilibrium by



78 CARLOS OBREGON

themselves; but, they cannot be substituted by mstitutions. Institutions
alone cannot obtain either an adequate dynamic micro equilibrium. New
Macroeconomics will be the topic of Section II.

Since there might be stable equilibriums characterized by underdevel-
opment, the problem of economic growth cannot be either solved just by
establishing the proper microeconomic conditions. An adequate growth
institutional program is required. Although again, Institutions cannot,
and should not, attempt to substitute the market; because they will fail.
New growth Theory will be the subject of Section III.



SECTION II. NEW MACROECONOMICS (NMA)

For the classical and neoclassical economists, cycles were seen as a natural fea-
ture of the economies. Therefore, they did not have a macroeconomic theory.
Smith was concern with economic growth; Ricardo and Marx with the source
of economic value; the neoclassical school with the allocation of resources.
None of these schools ever thought that the government could do anything to
dramatically modify the economic cycle or to prevent major economic crisis
to occur. For the classical and neoclassical schools, the role of fiscal policy
was to provide resources for the government to be able to execute its re-
sponsibilities related to: guarantee the rule of law, education, infrastructure,
national defense, social aid. and regulation of the political life. But it was never
conceived as a means to seriously influence the economic cycle, or to get the
economy out more rapidly of a major crisis. Monetary policy was understood
as providing the neutral conditions for the economy to work properly, thus
the purpose was to maintain the central bank interest rate at the level of the
natural rate of the economy — not to interfere with the productive side of the
economy, which by itself defined the natural interest rate.

It is not until Keynes that macroeconomic started — basically with the
proposal that the governments had also the task to get the economies
out of mayor economic crisis. He argued that monetary policy was not
suited to the task, and that fiscal policy had to be used. Since the second
World war, the 20" century did not suffer any major global economic
crisis, and macroeconomics — the IS-LM model, was used to manage the
economic cycles — reducing their length and deepness. In the beginning
with more emphasis in the fiscal policy, but soon was recognized that
monetary policy was useful as well to manage the economic cycle. And in
fact that the fiscal policy has the disadvantage that has to pass by congress
and therefore is too slow to be efficient as a countercyclical policy — and
more emphasis was given to the more flexible monetary policy.

The IS-LM model was subject to strong controversies between Keynes-
ians and Monetarists that finally were won by the second group. At the
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end of the seventies the world economy suffered stagflation that could not
be explained through the IS-LM model. The school of Rational Expecta-
tions (SRE), outgrown from monetarism, was able to explain stagflation
by conceiving full informed economic agents which use the information in
an optimal way. This school used recursive dynamic models which main-
tain the economy near full employment. Business cycles were conceived as
short term lived, or as having real causes which could not be influenced by
macroeconomic policy. Therefore, there is a return to the classical-neoclas-
sical view that the role of the government is to remain neutral versus the
economic cycles. The 1930 GD was argued as a curiosum, consequence of
mistaken government economic policies, which never suppose to happen
again due to the contemporary knowledge in economics. Lucas argued that
Keynes was dead. The SRE was however not fully convincing for all the
economists, and some other rational expectations models were built that
included short term Keynesian rigidities. These other models did empha-
size the need for the government to manage the business cycle. But, their
share the view that business cycles are short lived, and that the 1930 GD
was a curiosum never to happen again. Then came 2008 GFG, and could
not be explained with the theoretical economics that had been developed
since the 1950’s. It was in particular unexpected and unexplainable with
Rational Expectations models. Therefore, Keynes was resuscitated. But so
many years had passed by, that most contemporary economists did not
not know much about Keynes’ theories; in fact, they had never read any
of his books. The consequence was that Keynes was often misrepresented.
Finally, the 2020 GP occur; governments incur in huge fiscal deficits, and
central banks printed huge amounts of money; and here we are — without
a proper theoretical explanation of why those policies were taken.

It is true that Keynes advocated large fiscal deficits to get out of major
economic crisis; but Keynes himself was concerned with the consequenc-
es of big government spending. Moreover, Keynes never realized the pos-
sibility of an efficient monetary policy such as QFE (Quantitative Easing).
We need a new theoretical perspective, and we must design new institu-
tions to confront major economic crises; in particular, the world has to
be very careful not to create again in the future inflationary expectations.
This is one of the major tasks of the NMa (New Macroeconomics).

At the global level Keynes was always concerned with institutional de-
sign. Since he wrote The Economic Consequences of the Peace, Keynes saw in an
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madequate global economic design a major cause of world economic cri-
ses. His concerns culminated in Bretton Woods design, in which his ideas
were influential. However, Bretton Woods ended in 1971. And todays
Free Floating Exchange Regime and the ICT revolution have created new
global financial problems, that require new global institutions that we have
not built. The 2008 GFC was mainly consequence of inadequate institu-
tions, both nationally and globally. Under the influence of the School of
Rational Expectations markets were seen as stable by themselves, and the
US financial authorities argued during three years that the market was
going to solve the problem of the crash in the adjustable rate subprime
mortgages. It did not. And European financial authorities insisted that the
subprime crash problem was a US problem, that did not concern them.
They were also wrong. We just did not have the proper institutions, both
nationally and globally, to understand what was really happening. The
2020 GP has been consequence of an inadequate global health system.
We knew it could happen. In fact, years before Bill Gates had warn the
world of the possibility of a global pandemic. President Obama created a
special US health office dedicated to observe pandemics worldwide, which
was dismantled by president Trump. However, even Obamas US health
office was insufficient; what was needed was a strong WHO (World
Health Organization) — which we did not have. And, Trump’s decision to
dismantle the US’ office was just unbelievably incorrect. Nor only we had
managed the pandemic wrongly, in addition the macroeconomic respons-
es had been based on badly understood Keynesian policies, and using old
madequate institutions. We need to think new ideas, create new theories,
and built new institutions, this is the goal of NMa.



CHAPTER FOUR. NEOCLASSICAL
MACROECONOMICS

Fiscal policy was conceived as a tool to provide resources for the govern-
ment to be able to execute its responsibilities related to: guarantee the
rule of law, education, building infrastructure, national defense, social
aid, regulation of the political life and so on. But it was never thought
as a macroeconomic tool to influence the economic cycle, or to get the
economy out more rapidly of major crisis. Therefore, Neoclassical Mac-
roeconomics was centered in monetary policy.

Neoclassical monetary theory was simple, more gold implied higher
nominal GDP, and less gold implied lower nominal GDP. Nominal GDP
always followed real GDP. Therefore, although there were economic
cycles, these were always around the equilibrium defined by the real
economy. The Neoclassical Monetary Theory (NMT) is closely related
to the Theory of Capital. Real savings and real investment opportunities
equal each other and define the natural real interest rate, that maintains
the economy at its long-term growth potential. Note that there can be
more than one long term growth potential, but only one that relates to
full employment equilibrium. But that was not a concern for neoclassical
economists, for whom real savings and real investment opportunities are
exogenously given.

A good summary of NMT is given by Wicksell*. For him the “natu-
ral rate” is the one that equals real savings and real investments in an
inter-temporal sense, which is compatible with Bohm Bawerk’s Capital
Theory. It is an inter-temporal equilibrium, between the inter-temporal
preferences of the savers and the inter-temporal opportunities of invest-
ment as foreseen by investors. Thus, the role of the monetary policy is to
maintain the “nominal rate” equal to the “natural rate”.

The disequilibrium may have both monetary and real causes. Mon-
etary causes relate to banks intermediating between the supply of savings

 Mainly in Interest & Prices.
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and the demand for investment. If banking credit is higher than real sav-
ings —which means the bank rate is lower than the natural rate, investment
is higher than savings and there will be excess aggregate demand and infla-
tion. If it is less, investment is less than savings and there will be insufficient
aggregate demand and deflation. The role of monetary policy is to remain
neutral, so that real savings equal real investment and monetary distur-
bances are avoided. The real causes of disequilibrium relate to parametric
changes in the inter-temporal preferences of the saver, or in the investors’
planned mvestment (which among other causes, may be due to an external
shock). These real and monetary parametric changes may result in the pre-
vious banking rate to be higher or lower that the new natural rate.

Wicksell’s adjustment process can be easily appreciated in figure 4.1.
To start with let us assume that is the natural rate of interest, therefore the
central bank rate should also be . Now let suppose a real shock (a new tech-
nology, a new mine discovery, and so on) that implies that investors wish
to invest more. Investment moves moves from therefore the new natural
rate is , if the central bank maintains the interest rate at there will be an ex-
cess credit demand (aggregate demand) and there will be inflation. Now, as
a second example, let us assume that we start with a natural rate equal , and
that there is another real shock, this time in savers preferences, so that they
decide to save more. Saving move from and the new real natural rate will
be equal to if the Central bank maintain the interest rate at there will not
be enough credit demand (aggregate demand) and there will be deflation.

FIGURE 4.1. INTEREST RATE AND THE SAVINGS-INVESTMENT EQUILIBRIUM

1

r2

ro




84 CARLOS OBREGON

There is already in Wicksell a justification for what latter would become
the preferred monetary policy of Monetarists and proponents of Rational
Expectations, a stable rate of growth of money supply. This is because in
Wicksell’s view, the role of monetary policy is to remain neutral. In other
words, the Central bank should not produce monetary disequilibria.

It is remarkable that the rule of a stable rate of growth of the money
supply has never convinced central banks in the real world. And the
explanation can already be found in Wicksell’s vision of the frequent
parametrical changes, both in real savings and in real investment. In this
sense, there is in Wicksell a recognition that monetary policy has to be ac-
tive, because it should react to parametrical changes in either real savings
or real investment, to avoid the banking rate to remain above or below
the new natural rate.

Therefore, Wicksell, summarizes what would constitute accepted
monetary theory for many years to come: (1) Central banks most avoid
a monetary policy that introduces unnecessary fluctuations in nominal
GDP. And, (2) given real shocks, whether internal or external, to the
economy; a conservative, but active central bank policy is required.

The most important lesson to learn form NMT is that money is not
and end of itself, the key problem of any economy at any time is the real
economy.

Keynes’ Treatise of Money was written in the neoclassical tradition. Fol-
lowing Wicksell, Keynes argued in this work that the role of the cen-
tral bank is to maintain the bank rate equal to the natural rate, which
means real savings equal real investment. Thus, Keynes in the Treatise
is still compatible with Bohn Bawerk’s Capital Theory. Keynes’ Treatise
of Money is still in the neoclassical tradition, but it differs from Fisher’s
Quantitative Theory of Money. The latter focuses on monetary disequi-
libria, while Keynes focuses on the disequilibrium produced due to para-
metrical changes in savings and investment.

In the Treatise of Money, economic equilibrium is defined by real sav-
ings and real investment. Disequilibria mainly expresses itself in the level
of prices, although Keynes argues that disequilibrium can have short
term consequences in the level of employment. The Treatise, however,
is not a significant departure from the NMT. In fact, Keynes’ second
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fundamental equation in the Treatise may be written in such a way that
it is compatible with Fishers. The difference between the two being that:
Fisher’s covers all the transactions and Keynes’ does not. However,
Keynes places special emphasizes in the instability of the real economy,
particularly due to parametrical shifts in investment — a concept he will
use latter on in the General Theory.

To explain economies near full employment equilibrium - as they were
in real life in the second half of the twentieth century, and to make the
explanation compatible with the neoclassical capital theory, Hicks substi-
tuted Keynes” MEC, for his Investment Theory (I'T); and Tobin changed
Keynes’ Liquidity Preference Theory (LPT), for his Liquidity Theory
(LT). IT and LT are a function of the interest rate, and therefore define
an endogenous model. This defines a clear equilibrium position which,
through the interest rate, connects with the neoclassical capital theory.
Once the IS-LM model was defined, there was a macroeconomic contro-
versy between Keynesians and Monetarists, which as we said, was won by
the Monetarists. Understandably so, because in the real world prices are
mostly flexible, information generally flows well, and markets are quite
efficient. Therefore, any assumption of money illusion or of price rigidity
(as the ones used by the Keynesians) was not validated by the data.

The Monetarist success came with the conviction that more solid micro-
economic foundations were needed. And the more these were developed,
the clearer it became that markets display homoeostasis on their own. Thus,
normally they maintain themselves close to full employment equilibrium.

The final blow to the Keynesians was the success of Rational Expec-
tations to explain Stagflation. However, the Monetarist’s and Rational
Expectations’ proposal of a fix rule of money growth was never accepted.
Because, although the economies in the real world were near equilibrium
since the second world war until 2008; economic cycles were evident.
The initial Rational Expectations School’s explanation of such cycles,
based in the lack of transmission of information between the Phelps is-
lands, was very unconvincing — for the same reasons that monetary il-
lusion was previously rejected. Therefore, it was soon replaced by the
theory of Real Business Cycles (RBC) of Kydland and Prescott, which
also used rational expectations models, but explains the cycles as a conse-
quence of a myriad of unpredictable internal and external real events that
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hit the economy. They argue that the most important of such events was
technological changes. The problem with RBC models was that they left
unexplained why monetary and fiscal policy had been successful from
the 50’s to the 80’s in managing the business cycle. The cycles then were
explained by Taylor, Fisher, and Dornbusch, introducing in the Rational
Expectation model short term Keynesian rigidities, which justify the need
of a moderate active monetary policy. The conclusion of all of this is the
contemporary NMT, characterized by a view that prescribes very moder-
ate and conservative monetary policy.

The development of the endogenous microeconomic foundations
strengthened the view of an economy always near equilibrium, in which
risk is viewed in terms of historical probabilities. Tobin’s LT became the
cornerstone of future key developments in finances and in portfolio the-
ory. An economy in equilibrium, and a concept of probabilistic risk, are
the theoretical basis for: (1) Black and Scholes options theory which had
a huge impact on the growth of the derivatives markets. (2) Modern port-
folio theory developed by Tobin, Markowitz, Sharpe, and others, which
is the theoretical basis of today’s professional asset management practice,
and has been decisive in convincing large pension funds of the benefits of
index investing. (3) The Modigliani-Miller theorem which is the founda-
tion of contemporary financial thinking about the capital structure of a
company. The actual functioning of the world global finances just would
not have happened without the vision of an endogenous economy, in
which risk is perceived in terms of probabilities.

In summary, NMT explains nor only the behavior of central banks
before QE, but also the functioning of the financial markets in the global
economy, and how individual consumers and investors make their eco-
nomic choices. Its success is undeniable.

There are however key problems that remain unresolved with the
NMT. The main one is why the economies move drastically away from
equilibrium like in the 1930 GD, the 2008 GFC, and the 2020 GP. And
why in all these cases governments used a highly expansionary fiscal policy
supported by a rapid growth in the balance of the central banks. And why
QE was mtroduced in 2008 and again in 2020. What theory justify these
actions? Were they correct or wrong? What else could of have been done?
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Keynes had three key contributions, and two unwarranted proposi-
tions. The first critical contribution was, as Patinkin has convincingly
argued, his theory of the consumption function. Keynes’ consumption
function for the first time allowed the conceptualization of theoretical-
ly diverse economic equilibria, of which only one corresponds to full
employment. As far as this contribution goes, the IS-LM model does
recover it very well. His other two contributions were his Liquidity
Preference Theory (LPT), and his concept of the Marginal Efficiency of
Capital (MEQ). The first was substituted by Tobins Liquidity Theory
(LT), based in a probability view of risk, while the second was substi-
tuted by Hick’s investment theory (IT). To understand why LPT and
MEC were left behind one needs to understand the two unwarranted
proposals made by Keynes.

The first one is that the dynamics of the real economy were mainly
defined by the volatility in the investors expectations, derived from uncer-
tainty about the future. In other words, he implied that his concept of the
MEC was relevant at any point in time in any given economy. However, if
he had been right, we should have seen many more major crises in history.
The uncertainty of the future is always there, yet major crises only occur
infrequently. The MEC is relevant in a major crisis; this is why we listed it
as significant contribution. It however, does not explain the normal func-
tioning of the economy which is better accomplished by I'T. Economies are
usually close to full employment equilibrium; because markets are efficient
and flexible prices make the economy quite homeostatic.

Markets usually operate within a given mstitutional arrangement,
which normally works well. But, when there 1s a serious institutional mis-
take, the economy may move from near full employment equilibrium to
a far away suboptimal one, in the form of a major crisis. When this hap-
pens, the confidence of economic agents in financial institutions worsens
drastically, and MEC becomes relevant.

[87]
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A similar argument applies to LPT. In normal times the balance sheets
of most economic agents are sound and therefore, central bank policy
rate movements define movements in the banks’ lending rate - in line
with Tobins LP, which explains rather well the economic mechanisms at
play. But once a major crisis occurs, the balance sheets of most economic
agents seriously deteriorates, and Keynes’ LPT becomes relevant. Be-
cause both LPT and MEC are only relevant in major crises and not dur-
ing the regular operation of the economy, these concepts were removed
from the IS-LM analysis, and substituted by LT and IT, both of which
explain better the functioning of the economy in normal business cycles.

The second unwarranted proposal in Keynes 1s found in the chapter
in the General Theory titled Sundry Observation on the Nature of Capital,
where he argues that the interest rate is a pure nominal phenomenon.
This chapter reflects Sraffas influence - the latter had mounted a critique
of Neoclassical Capital Theory and which he would develop in his book
Production of Commodities by Means of Commodities, many years later.

As I have argued elsewhere, Sraffa’s was wrong®, but under his influ-
ence, Keynes mistakenly abandons the Neoclassical Capital Theory, and
makes the economy hang on pure nominal categories. These approach
will have defined Mrs. Robinson volatile animal spirits. With this proposi-
tion Keynes, dissociates his theory from the real economy, and from the
problems of economic growth. A view of nominal quantities dominated
by the uncertainty of the future was clearly a poor substitute to the Neo-
classical Capital Theory, where the real interest rate was a function of
savings and investment. LT and IT had the virtue that they were com-
patible with a vision of a real interest rate, as defined by the Neoclassical
Capital Theory. Years later, Solow’s Theory of Economic Growth would
be compatible with the IS-LM frame, and therefore with LT and IT.

It should be quite clear why the main economics tradition refuses to
incorporate LPT and MEC: they were not useful to explain the regular
or normal operation of an economy. Despite this however, once a major crisis
happens, LPT and MEC become relevant concepts. The first one, to explain the ingf-
JSicacy of the traditional monetary policy after a major crisis occurs. And the second one,
to explain the deterioration in the economic agent’s expectations as to the capacity of the
institutions to manage the crisis.

% See Obregon G; 2018. Globalization: Misguided Views. MPRA_paper_85813.pdf
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It is important to understand that Keynes did not have a monetary
theory of his own. However, both LPT and MEC are key elements in his
thought that allow us today to explain why QE (Quantitative Easing) did
work in major crises. This understanding will be helpful in the construc-
tion of a new monetary theory. The Treatise of Money, as we said before, is
compatible with the NMT, and Keynes did not develop a new Monetary
Theory of his own in his General Theory.

What changed between the Treatise, published in 1930, and the Gen-
eral Theory, published in 1936, was the Great Depression. Keynes made
two major contributions in the General Theory. First, the consumption
function which allowed him to understand full employment equilibrium,
as distinct from other equilibriums. Second, an explanation of why mon-
etary policy may be some times imeffective in maintaining the economy
at full employment equilibrium. This second contribution is lost in the
IS-LM model. The consequences are serious. As we already mentioned,
Hicks left out Keynes” MEC, and Tobin dismantled Keynes’ LPT; and
with these two changes the IS-LM model became incapable to explain the
inefficacy of the monetary policy. And in fact, unable to understand an
economy far away from the full employment equilibrium. The Keynes-
ians versus Monetarists debate of the post war era ended up with the
triumph of the monetarists, latter reinforced by the triumph of Rational
Expectations explaining Stagflation.

Keynesians were doomed from the start because, without Keynes’
MEC and LPT, they had to mount their defense on rigidity assumptions
and monetary illusions that were both theoretically and empirically inde-
fensible (prices are almost always quite flexible, and markets disseminate
information efficiently): 1)Wage rigidity, to explain unemployment; 2)
Monetary illusion, to explain movements in the full employment level; 3)
An inelastic investment function and the Liquidity Trap, to explain the
mefficacy of monetary policy.

The results of the debate were: First, that the Keynesian policies di-
rected towards managing aggregate demand were shown less useful than
what Keynesians initially suggested. In turn, this was due to (a) external
shocks, uncertain expectations, and unknown response lags, it is difficult
to forecast and understand the results of a specific aggregate demand
policy; (b) the fact that if the economy is near full employment, aggregate
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demand policies will only produce inflation; ¢) inflationary expectations
which seriously restrict the possibilities of aggregate demand policies.
These results did not fully eliminate active aggregate demand policies,
but seriously restricted their scope. Second, the instability of the money
demand function makes it impossible to fully abandon monetary policy
and to substitute it by fixed rules. And, third, the microeconomic founda-
tions of the IS-LM model were very poor and needed to be addressed,
which was done by the Rational Expectations School. Under the assump-
tion that all the economic agents have all the available information, and
that they process it accordingly to the best available economic model,
Rational Expectations was able to explain the Stagflation phenomenon of
the late seventies. Despite its enormous success, however, this school was
unable to convince the profession that a policy of aggregate demand was
not needed at all. Short term, Keynesian-like, rigidities were introduced
in models of Rational Expectations, that became the accepted justification
of minor interventions on aggregate demand. The vision of the economic
world was mostly back to the NMT. The central bank was argued has to
avoid creating unnecessary monetary disturbances, and active monetary
policy is needed to attend the minor disequilibria produced in the real
economy by small and short-lived rigidities.

This was the state of mind in the economics profession when the GFC
arrived in 2008. As I have argued elsewhere, the GFC was not inevi-
table — it was rather caused by untimely and misguided intervention of
economic institutions such as the Fed and US Treasury®. Intervention,
when it finally came, was based on the incorrect theoretical framework,
i.e., NMT. This framework works very well when economies are in the
vicinity of full employment equilibrium. But it is ill-suited to explain econ-
omies far away from it, as was the was the case during the 1930 GD, the
2008 GFC and is the case now in the 2020 GP.

For these extreme cases, something else is needed to understand the
role of monetary policy. This was understood by Keynes who provided
some highly useful insights i this area, though was unable to provide a
full answer of what is needed to be done. Keynes argued that monetary
policy was inefficient in these cases because of his LPT, and he was right.
He, however, did not develop an alternative proposal for a new mon-

% See Obregon 2011 and 2018c. 2011, La crisis financiera mundial: Perspectivas para Méxi-
co y América Latina. Siglo XXI, México. 2018b, Globalization: Misguided Views. op.cit
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etary theory, nor concrete policy ideas. We will argue in this book that an
extended and modified QF could provide such new monetary theory.

Keynes had doubts as to the possible efficacy of the fiscal policy in large crises, but
since he was left without monetary policy, he did not see other option but to use fiscal
poliy fully. In the response to the 2020 GP, governments are still relying
mainly on fiscal policy. We argue that this is a mistake. Once an extended
and modified QF is at our disposal, it should be a key element that should
collaborate with, and reduce the size and scope of fiscal policy. In what
follows, we will review Keynes’s theory from the point of view of what is
relevant for economies far away from equilibrium. Both, to explain why
QE works, and to provide the building blocks of a new monetary theory
appropriate for large crises.

KEYNES LPT

The best way to understand Keynes’ relevance for today’s 2020 GP cri-
sis and address what is missing in the IS-LM, is to start with Minsky’s
interpretation, which provides a good version of Keynes’ LPT?”. Minsky
modifies the money demand of the IS-LM model to make explicit the
precautionary demand of money. In the IS-LM model, the demand for
money is given by (1), and in Minsky by (2):

(1) (1) La=Ld .p)
@) Ld=Ld (y,Pk,FNM)

where, y is national income, is the deposit interest rate, is the price of
capital goods — and Minsky introduces the uncertainty associated with its
possession, is the precautionary motive for possession of Money, and is
quasi-money, which can also be used to satisfy the precautionary demand
for money. For Minsky, the key is that the price of real capital assets in
relation to financial debts depends on , the state of uncertainty. In the
recession, when the money supply goes up and p goes down, the debt
capitalization rises and should also rise; but if deteriorates, then does not
go up enough. The balance sheets of the companies deteriorate. Given;

7 Minsky, H.P. (1975). Fohn Maynard Keynes. Columbia University Press. New York.
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the higher perceived risk banks raise their margin and the bank lending
rate rises, or banks ration the credit, or a combination of both. Note that
in this recessive process there is an increase in real balances as a conse-
quence of the fall in prices and monetary wages, and that this stimulates
consumption (the neoclassical effect). But Minsky’s point is that, the ef-
fect of the increase in corporate the debt (and we would add consumer
debt), consequence also of the fall in prices and wages, can more than
offset the effect of the increase of the real balances.

In Minsky’s and Keynes’s model the deterioration in U could be read as
volatile expectations. In our view as we will show, it would be due to large
and consequential mistakes made by the institutions and policy makers
which drastically reduce trust in their capabilities to manage the situation.

To summarize the above model, the distinctive feature of a credit
economy is that it depends on the state of confidence , i.e., on uncertainty
as incorporated in the view of economic agents about the future. If the
state of confidence deteriorates, assets whose value depends on the result-
ing (more uncertain) view of the future (in the case of Minsky, capital
goods) lose their value, the balance sheet of economic agents deterio-
rates, and banks restrict credit. As a result, the differential with the central
bank’s policy rate rises, and negative feedback loops are unleashed.

Minsky’s model does not include consumers, nor parallel banking®.
But it is relatively easy to see how it would operate in this case. Parallel
banking is more willing and able (because it is less regulated) to take more
risk; so that it should ration less the credit, and it will take more the route
of significantly higher lending rates. But the macroeconomic consequence
1s similar as the one in the case or regular banks.

Long-term assets owned by the consumer, such as their home and
their investments in the stock market, also incorporate a view of the fu-
ture. During recessions consumer net worth goes down. Normally when
the policy rate goes down the stock market should rise. However, given
diminished confidence in the future (in our view, in the capabilities of
institutions to manage the situation), deteriorates, and as a consequence
the stock market nor only does not rise, but may go down significantly.
A similar phenomenon occurs with real estate. Home prices decline, but

% Parallel banking refers in here to institutions that intermediate credit but are not regu-
lated as banks.
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consumer debt does not, implying a deterioration in consumers’ balance
sheet. In turn, this lead to a reduction in the supply of consumer loans,
unleashing a negative loop. Bank credit and rises, and a negative feed-
back loop is unleashed. That is what happened in 2008. The slow and
incorrect actions of policy makers (such as not addressing sub-prime
adjustable-rate mortgage holders when rates started to rise, and allowing
Lehman Bros to fall) were a blow to confidence in policy makers that
explains, at least partially, why the US recovery has been so slow. In a
credit economy™, monetary policy is not as effective as it is in a tradi-
tional macroeconomic model. That is why QE has to be used at the end
in large amounts to combat the already very large financial crisis.

The models developed by Minsky, Stiglitz, and Greenwald®, empha-
size the decline in the supply of credit as a result of the deterioration in
the balance sheets of credit claimants. The model of Stiglitz and Green-
wald has the advantage that it is a more elegant and precise mathematical
formulation, but it operates in a similar way to Minsky’s®’. These authors
point out that the objective of monetary policy is not p but r. If r rises
above the desired equilibrium - if in a recession r is contractionary rather
than stimulating - the Central bank must lower p even more and reduce
reserve requirements. This task is even more difficult if parallel banking
1s widespread, as the central bank has little control over it.

Minsky’s model makes an explicit description of the demand for mon-
ey that is not in Keynes’s work, but is compatible with the view of this
author. In Keynes, as in Minsky, Stiglitz and Greenwald, financial rela-
tions are expressed in nominal terms. Keynes criticizes Fischer® because
he distinguishes between the nominal interest rate and the real rate, but
does not distinguish whether future changes in the value of money were
anticipated or not®. Thus for Keynes, Fischer’s theory is written on the

% A credit economy is one which largely operates through credit intermediation, a feature
not specifically taken into account in the traditional economic model.

% Greenwald, B., Stiglitz, ].E., (2003): Towards a New Paradigm in Monetary Economics. Cam-
bridge University Press. Cambridge.

%! For a summary of this model see Obregon, C; 2008. Teorias del Desarrollo Econdmico. PUI,
México. Available in Research Gate.

2 A point Patinkin did not understand

% Keynes, quoted in Obregon, 1989, p. 173. Controversias macroecondmicas contempordneas (un trat-
ado sobre la macroeconomia de Keynes en la controversia contemporanea). Trillas, México.
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basis of a real interest rate that would have to prevail “as a result of
a change in expectations about the future value of money, so that this
change has no effect on the current product”*. The distinction of Min-
sky, and Stiglitz and Greenwald, between p and r is very compatible with
Keynes’s original thinking in his LPT.

KEYNES  MEC

Keynes goes further. Aside from LPT, he introduces the MEC, , the dis-
count rate used by investors for future cash flow. If is very high, it means
that investors are very concerned about the future (again, for us this in-
cludes a degree of trust in the capability of institutions to manage any situ-
ation). Thus, in Keynes there are two mechanisms that slow economic
recovery and hinder the effectiveness of monetary policy. The first is the
LPT, i.c., the contraction of bank credit, and the rise in the lending rate of
banks. And the second is the rise in the MEC. According to Keynes, uncer-
tainty is reflected both in the LPT and in the MEC. The first maintains too
high and/or reduces credit amounts, and the second increases 7d.

In Keynes, the demand for credit and the supply of credit can deter-
mine and the amount of credit, but not . The lack of credit may be a
problem for investment, but the presence of credit does not necessarily
solve the investment problem, since is defined by the uncertainty associ-
ated with expected future cash flows.

With this background we can see with theoretical clarity why it was
so difficult for central banks to stimulate the economy after the 2008
crisis: (1) Central banks have control over , but less so over (and with
the growth of the parallel banks have been losing control over monetary
aggregates); (2) and even if central banks manage to influence , they have
no control over the demand for credit and over . What Bernanke bril-
liantly understood with QE was the need to sustain asset prices by buy-
ing them directly, which was equivalent to lower , which significantly
quickens the recovery. The recovery, however, was still slow because
remained too high for a significant period.

# Keynes, quoted in Obregon, 1989, p. 173. Idem..
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In Keynes there is also no theory that describes what happens to the
consumer, but it is easy to extend the model. The consumer has his own
discount rate of the future, let’s call it . Even if the central bank manages
to influence , it is possible that the economy recovers slowly because and
remain too high. Therefore, if we compare what happened earlier in Japan,
with what happened in the US after 2008; the difference is that due to
Bernankes heterodox policies the US was able to influence , which Japan
never manage to do; this is why recovery happened faster in the US than
in Japan. But still Bernankes large purchases of assets did not influence nor
, that is why US recovery, despite being faster than Japan'’s, was slow.

The 2008 GFC began with a banks credit crisis, consequence of the
authorities’ mismanagement of the adjustable rate subprime mortgage
loans crash. In Minsky’s model the confidence in the future deteriorated.
Then at first the supply of credit is reduced (the supply curve shifts to
the left). Later, as credit quality of bank and mortgage lenders worsened,
the supply of credit became inelastic (insensitive to changes in ). Finally,
the demand for credit itself is reduced as a consequence of the increase in
and rise (the demand curve also shifts to the left and also becomes inelas-
tic). At first with the reduction in the supply of credit r rises, then with
the fall in the demand for credit r tends to decline. The value of r is inde-
terminate. However, what we do know is that the total amount of credit
is reduced, and that the new LM is melastic to both changes in p and 7.

With the rise of 7d