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Suddenly, in the aftermath of the 2008 globd financid crigs, the king turned naked. Or
we dl redlized that he was naked. Neoclassical economics was dominant since the late
1970s, but proved unable to explain and predict the behavior of economic systems.
Mainstream economics, based on the homo economicus and on the rationa expectations
assumptions, concluded from them that markets were efficient and self-regulated. They
were not. It dso concluded that the existing market failures were eventualy minor and
did not questioned the logic of that reveded truth. It would be enough to guarantee
markets, to protect property rights and contracts, to defend competition, and to keep
public finances balanced, that the rest — financid and price stability, fast growth, and
fair income distribution would in place. But thiswas dso fase. Although hypothetical-
deductive economic models may show that income is distributed according to the
margind productivity of factors, non-regulated markets were never just or even fair;
athough market competition was supposed to automatically cause fast growth,
historical experiences of catching up were dways combined with active date action;
athough inflation was supposed to be under control provided that budget deficit and the
supply of money were under control, these two implicit correlations were not confirmed
by regresson andyses, dthough deregulated financid markets were supposed to
guarantee financid stability, the enormous increase of assat bubbles and financid crises,
or, in Kindleberg' s wording, the recurrence of euphoria, manias and panics after the

collapse of the Bretton Woods agreement, proved that thiswas just not true.

Neverthdess, the victory of the market economies over the centrd command economies
materidized in the 1989 fall of the Berlin Wdl and in the following collapse of the
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Soviet Union obscured these shortcomings. A triumphant neoliberdism saw in these
events the confirmation of the victory of free markets over regulated marketsin

coordinating economic systems.

On the other hand, on the academic realm, as part of the neoliberal wave, the supposed
“superiority” of forma, mathematical models over necessarily more modest hitorical-
deductive Keynesan and classical modd s turned the former increasingly atractive to
the economic departments of the main universties, who saw in them aform of
distinguishing graduate from undergraduate teeching and of defining “ scientific”

research. In the 1990s, while Nobel prizes were avarded to economistsin retribution for
their mathematical exercises, the dream on free and perfect markets and the ideological
clam that thisided was embodied in the Anglo-Saxon model of capitdism cameto be
seen astrue. In the same 1990, when neolibera hegemony was complete, an ideologue
of capitalism felt secure to assert that to grow al countries in the world would have
adopt the same growth standard — a * golden straightjacket”. The demand, now, was for
neolibera reform. The smple criterion to distinguish the good from the evil, the
competent from the “populist” and backward adminigtrations, was to know if they were
market friendly or nat, if they were “reformist” or not.

It istrue that the economic performance of the 30 Neolibera Y ears of Capitalism (1979
2008) was subgtantidly inferior than the one in the previous 30 Golden Y ears of
Capitalism (1949-78). It istrue that the financid crises, that had almost disappeared in
the rich countries and had diminished in the developing ones during the well regulated
Bretton Woods year in which Keynesian economics was maingream. It is truethat in
the following 30 years financid ingtability increased dramatically in developing as well

in rich countries, and were “crowned” by the 2008 globa financid crigis. It istrue that
this crisis was not so severe aswas the 1930s° Great Depression because governments
everywhere adopted radica heterodox monetary and fiscd policiesto circumscribe it,
and because in some large middle income countries like Chinaor India new
developmentaist policies proved effective in bringing back high rates of growth. It is
true that the two developing countries’ chiefs of government that in the 1990s were
portrayed as the heroic “reformists’ — Boris Ydtan in Russaand CarlosMenemin

Argentina— led their countries to mgjor economic crises. It istrue that the successful
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contral of inflation was nat principaly the outcome of inflation targeting schemes, but
rather to the fast increase of productivity in Chinaand the fal of the manufactured
goods it exports. It istrue that the financid crisesin developing countries (that are
mostly currency crises, not banking crises) were not principaly the consequence of
profligate adminigtrations, but of large current account deficits or exchange rate
populism. Or, in other words, it was not fisca populism (the state to expend more than
it gets) that proved highly destabilizing to developing countries, but it was the growth
with foreign savings Strategy (the nation state expends more than what it produces)
recommended by conventional economidts. It is true that behaviord and experimental
economics proved recurrently in experimenta research that the homo economicus was
just afiction. All thiswas true. Everything condemned neoliberdism and neoclassica
economics. Everything pointed out the economists should be less arrogant and
ambitious in economic theory terms and more foot to the floor in order to understand or
interpret economic systems. Everything suggested that in order to understand economic
and promote growth we should go back to classical economics and to Structurdist
development economics, and in order to understand and assure equilibrium and red full

employment (not NAIRU.. .)1 we should return to Keynes, Kaecki and Minsky. Y, it
was necessary afinancid crids as deep as the 2008 crisis to make politicians and
citizens to lose confidence in orthodox economics and policymaking, and to make an

Increasing number of economists to ask about the red “foundations’ of their science.

Actudly what isrequired today isaradicd critique of neoclassica economicsand aless
radical but effective critique of orthodox policymaking. Lessradica because, as we will
see, orthodox policymaking is less unredigtic than neoclassicd macroeconomics. What
IS necessary is not just one theoretica aternative, but several ones— aplurd dternative.
Not as formd and fully encompassing aternatives as the neoclassicd, not aternatives
assuming the homo economi cus and using the hypothetic- deductive method which is
incongstent with asocid science as it is economics, but more modest (less plagued by

certainty) historica-deductive dternatives that open room for sensible interpretations

' NAIRU (non-acceerating inflation rate of unemployment) is a concept that alowed
neoclassical economist high rates unemployment (more than 6% of the labor force in the US) as
necessary to keep inflation under control. This concept is a classic example of ideological self-
indulgency.
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and reasonably good predictions on how economic systems work.

Inthisessay, | arguein favor of a new mainstream — a mainstream tha is modest in
respect to the truth, plural because open to different approaches to a very complex and
changing redlity, and heterodox, because dl orthodoxy iswrong and intolerant.

Theneoclassical core

Wha is “maingream”, what is viewed as part of the teaching of economicsin the more
prestigious universities and what is dominant in policymaking is today a varied and

often contradictory congtellation of knowledge. Neoclasscd economics remains the
core of thisthought, but in order to not fully lose contact with redlity their proponents
did not heditate in coopting — and S0 legitimizing its teaching in graduate programsin
economics— many lines of thought as behavioral and experimental economics, new
inditutionalism, and game theory, that in rigorous terms are incongstent with the
neoclassica core. As John B. Davis (2007) observes, “the new gpproaches al maintain
fundamental assumptions at odds with neoclassica orthodoxy, and, thus, should be seen
as heterodox”. Neverthdless, they are part of the mainstream. This cooptation process or
this chain of compromises went so far and the contradictions within the mainstream
became so deep that David Colander (2000) felt authorized to declare the degth of

2
neoclassicd economics. Heiswrong; it is dill dive, and probably will be for some
time in the academia, in so far as academic economigsingst in building a science as
mathematica as physics or even as mathematics itsdlf. It is not saying that there not

anymore orthodox economics that we will defedt it.

What do | am mean for the neoclassica core? Essentialy it includes the Warasan
generd equilibrium modé, rational expectations macroeconomics, and endogenous
growth models. Note that | exclude Marshalian microeconomics from this core. It was
not because | forgot it, but because, according to my view of economics, this
microeconomics as well as game theory are not part of economics but of economic
decison making theory. If | had to nominate only five mgor economigts, Alfred
Marshal would bein the list because in authored his diagrammeatic theory of markets.

2
Colander (2000: 227) additionaly weakens his claim by adding: “what | am sentencing to
death the content of neoclassical economics... What | am declaring death is the term”.
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Y et, contrarily to what he intended, and contrarily to neoclassica thinking, his
microeconomics combined with Leon Walras genera equilibrium mode did not
provide the “microfoundation” of economics, because it does not need it. Because if you
reject the economics based on methodologicd individuaism or on the hypothetic-
deductive method as | do microfoundations make no sense. Instead of such useless
foundation, what Marshall did was to develop an extraordinary method to anayze
markets and make economic decisons. What he is presenting in his graphic andysisis
not how economic systems do work. Given his passon for historicd andyss, he knew
well histheory’s limitation when the problem is to understand trade and industry. Y et,
unintended consequences may be wonderful ones. Marshdl devel oped a hypothetica-
deductive system of reasoning thet is legitimate because it is methodological, because it
does not say how economic systemswork (thisiswhat a substantive science asit is
economicsis supposed to do), but do offer away of reasoning and making market
decisons. It not by coincidence that after his mgor contribution, many economists
beginning with Lione Robins (1932), decided to call economics “the science of
choice’. Itisnat, it isthe science of economic systems; but this definition shows how
srong was Marshdl’ s influence. It is not ether by accident that since the 1970s text
books on microeconomics started to have alarge part on game theory that is overtly a

decison theory.

The neoclassicd coreisformed by acluster of hypothetical-deductive modelsthat am
to offer aclosed and embracing view of atimeless the economic system. In the same
way that mathematicians and statistician part from some axioms to develop their
methodologica science, the core neoclassical economist part from the assumptions of
perfect rationdity or sdlf-interest and of competitive markets to deduce the whole
economic sysem. The main outcome of such methodologica individudism wasthe
generd equilibrium modd. But an incomplete modd, an economic system where there
Isno money! Just a nice and ingenuous abstraction. Marshdl was wise enough in not
adopting it. But the modd was rationd, consistent. It attracted enormoudy economists
searching for the perfect model.

In the 1930s, due principaly to the contributions of Michael Kaecki and John Maynard
Keynes, anew and much more powerful mode explaining economic systems emerged —

macroeconomics — using ahigorica or empirica gpproach, the onethat it is suited to a
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socid science. For that reason — and also because it assumed the need of permanent
date regulation of markets to achieve stability and full employment — neoclassica
economigts rgect it. “This mode lacks microfoundationd” they exclamed. And they
went ahead in the search of the grad — of amacroeconomic modd consistent with
microfoundations or with individua rationa behavior. In the 1970s Robert Lucas was
the hero of such achievement. On the basis of this modd, where rational expectations
played amgor role, it was possible to demonstrate mathematically that economic policy
Is ineffective because neutraized by the agents' expectations.

But there was, additiondly, the problem of making the modd dynamics: growth
friendly. Robert Solow had devised a growth model that was consstent with the
neoclassical assumption of full subgtitutability of labor for capita and vice versa, but in
his theory technological progress was exogenous. In the 1980s, Paul Romer (1986)
meastered the immense mathematics that made technological progress an integrd part of
the growth modd — an endogenous variable. It istrue that before then Smith, Marx and
Schumpeter had dready come to this concluson and included it in their theory of
economic development... Well, but they had not demondrate it formally,
mathematicaly — and thisis the only thing that counts to neoclassical economics.

After these two additions, economics was complete. All problems have been resolved. |
never heard this clam in relation to the endogenous modes, but in reation to
meacroeconomics, | personally heard Robert Lucas saying it in the 1980s, in avigt to
S&0 Paulo; since he had resolved dl macroeconomic theoretica problems, he had
changed his focus to growth theory ...

The University of Chicago based New Classical Economics and the MIT and Harvard
University based New Keynesian Economics are in the core of neoclassical economics.
Although the former is more orthodox or more radica than the later in so far as market
falures are took serioudy into consderation by the later, while essentialy ignored by

the former, but both schools are in the core of neoclassical economics, and both develop
and teach axioms-based mathematical economics. The debate among their members
may be interesting, but it is a domestic and eventudly irrelevant debate.

Thisisthe neoclasscd core. Essentidly, it is an arrogant cadtle in the air, without
empiricd legitimacy; a product of Platonism — the absurd belief in rationa idess
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exiging independently from redlity; an intolerant truth; a new version of the Middle

Age scholagtic. Actudly, the neoclassica core is anon-falseable modd that cannot and
needs not to be empiricaly or higtoricaly demondrated. The implicit truth criterion is
not adaptation to redity, but internal coherence, logicad congstency, in the same way
that in the methodologica sciences. If redity is not in conformity to the modd, this

does not mean that the modd iswrong. It just says that the market is wrong, that there

are market failures that, once resolved, the modd will turn true, flawless...

Am | meaning that al neoclassical macroeconomics theorizing isusdess? Yes Or, in
the words of Willem Buiter (1999: 1) who adds technica competence with having been
externa MPC member at the Bank of England, neoclassical economicsis*inward-
looking distraction a best”. In hiswords:

Most mainstream macroeconomic theoretical innovations since the 1970s (the New
Classical rationa expectations revolution associated with such names as Robert E.
Lucas Jr., Edward Prescott, Thomas Sargent, Robert Barro etc, and the New
Keynesian theorizing of Michagl Woodford and many others) have turned out to be
sf-referential, inward-looking distractions at best.
Or, inthewords of Narayana Kocherlakota, president of The Federal Reserve of
Minneapolis (2010: 1):
| believe that during the last financia crisis, macroeconomists (and | include myself
among them) failed the country, and indeed the world.
For sure, many neoclassica macroeconomists resisted to the “purity” of rationa
expectations macroeconomics and tried to be more empirical. Edward Prescott made
the gpparently more “successful” attempt in this direction, but his“red business cycle’
theory that became dominant in the universities since late 1990sis just a new version of
rationa expectations reasoning. Crises are not related to the business cycle, but derive
from exogenous technologica shocks that were modded or smulated with the help of
sophigticated mathematical insruments using red data. As to unemployment, it

remained the outcome of arationd choice on the part of workers...

More successful in separating itself from the neoclassical core was the “New Economics’,
related to the orthodox works of Paul Krugman and Joseph Stiglitz, that emphasized imperfect
market competition, asymmetric information, and increasing returns of scale, but, as William

Milberg (2004: 6) remarks, “the New Economics’ did not cause an abandonment of
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choice mathematicad modding”.

Other branches

Within the mainstream there are other serious and respectable branches. | aready
referred to Marshdlian microeconomics and game theory that actualy belong to a
diverse science, economic decision making theory. The same gppliesto new
inditutionalist economics, in S0 far as the inditutiona economigt limits himsdlf to
understand the existence of activities that are not economicaly well coordinated by
markets. In this case, thisisjust a new and va uable development of the reasoning on
market failures; it is part of the economic decision-making science. Y, if the new
inditutionalist economist is more ambitious, if he starts with absurd assumption that “in
the beginning was the verb”, and intends to explain the existence of organizations and
the gate itsdlf by using the transaction costs concept, he goes astray and his reasoning
turnsjugt part of theideologica judtification of markets.

Another different science within the mainsiream but that isaso not in its coreis
econometrics — an essentia tool for economic research. As microeconomics, itisalso a
methodologica science. Thus, complex mathematics may be fully legitimate. We know
that itisalimited tool, thet it isfull of pitfals. But we cannot digpenseit. And —what is
more important — we should not confuse it with the neoclassca mathematical

economics that isin the core of the present mainstream.

Besides these two auxiliary sciences, we have within the mainstream three other large
branches that are part of economics but should not be mistaken with the neoclassica
core. Firgt, the Applied Microeconomics School which is often confused with the New
Economics group, but should be digtinguished because it is substantialy more empiricd
and lesstheoreticd. It isformed by an immense and ever increasing number of
economists that make specific sudies trying to corrdate some variable with another
with the help of econometrics: growth with capita accumulation, or with technological
progress, or with inditutions; inflation with the money supply, or with the budget
defiat, or with previousinflation; education performance with expendituresin
education, or with a specific education method, or with the education of parents; etc.,
€tc.
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These economic studies are part of a school that could be called Applied
Microeconomics School. They are essentidly ad-hoc. Thereisnot ared theory behind,
but just some specific hypotheses. As Colander (2000) underlines “modern applied
microeconomics congsts of agrab bag of models with amode for every purpose’.
Most research just demongtrates the obvious, but some may be quite interesting and
helping in policymaking. Thar practitioners who today are largdy dominant in the
universities believe that their sudies are based on neoclassical economics. Because they
don't distinguish with clarity neoclasscd economics with just economics— the sum of
knowledge that economists share independently of school of thought on how market
economic system works. And because they were taught that no econometric should be
mede if thereis not behind it atheory to explain what is being searched. Thus, they
make aregression analyss correlating growth with education, and say that they “are
using they Solow mode”. They are not. They are just, and often legitimately,

correlaing two variables that are probably correlated.

Second, we have the smulation models — attempts to smulate the economic systems
through a system of equations. They are called genera equilibrium models, but are not
really based in the Warasan genera equilibrium modd. Instead, they are based on a
useful planning tool, Leontief’ s input-output table. The same gpplies to the stock-flow
models based on the work of Robert W. Clower. These smulations are always
precarious, but may be useful if the specific models or partia theories behind are good,
and if the data, trustful, and, specidly, if they viewed with caution and used with

prudence.

Third, within the mainstream but not in the neoclassicd core, we have the economic
policymakers and the analyses and propositions they made. Policymakers arein large
number, they work for government, for multilateral organizations, for banks, for big
business enterprises, for newspapers and specidized magazines, and aso for
universties. Theradica dismiss of the neoclassca corethat | am proposing only makes
sense if we distinguish and separate economic policymakers and their ideas. Because,
among them there are many competent professionds that make competent economic
analyses and propose or adopt sensible economic policies. How can they perform
relatively wel, how can they be often right, if the theory in which they weretrained in
the PhD programsin economics, and that they assume to gpply, iswrong? The
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explanations for this gpparent paradox are smple. First, most of them are highly
intelligent people; PhD programs in economics are very selective. Second, in these
programs they don't learn sensible economics, but they learn to think abstractly.
Mathemeatics and micro decison theory are very hdpful on this matter. Third, they
don’'t gpply the absurd macroeconomic and growth mode s thet they were taught in the
graduate program, but the much more reasonable and modest economics that they
learned in the undergraduate text books. The macroeconomics that they learn in these
text books remain essentiadly Keynesian, despite the monetarist and — what ismuch
worse — rationa expectation biases that appear here and there in these text books.

The fact that economic policymakers do not use neoclassica macroeconomicsin their
work wasfor long clear for me. | dways wasin disagreement with the orthodox
economigts that offer to dl problems auniversal solution — “to cut public expenditures’
—, but | dso dways rejected the opposite tendency of vulgar Keynesians proposing “to
Increase government expenditures’ asacureto dl evils. | often wasin disagreement
with IMF s excessve severity in adjustment process, and | have been since the early
1990s a critique of the Washington consensus on how to promote growth and stability
in developing countries. But much of the mistakes involved in such policies derived
rather from ideologica preconceptions than from theoretical clams. Besides, my
disagreement — and, | believe, of most heterodox economists— in relation to these
policies were often a question of degree. They are not aways and essentidly wrong as it
Isthe neoclassical core.

But why can | say o firmly that orthodox economic policymakers don't use
neoclassca economics? Or that they use it very limitedly. Or that the neoclassical core
isonly relevant to policymakersis so far asit isthe ideologica foundation of
neoliberadism to which they mostly adhered in the 30 Neoliberd Y ears of Capitaism?
My persond experience in the policymaking area helped me to understand that. Reading
Alan Blinder’'s (1998) wonderful book on the independence of central banksin which
the eminent economist and policymaker writes that, contrarily to his colleagues centrd
bankers, he believed in the macroeconomic models, but that he dways used four of
them, was a good indication of how precarious is economic theory, and on how
important, in policymaking, is intelligence, open mind, wide scope of reasoning, and
prudence. But the definitive “proof” of my ancient conviction, thet is aso the definitive

Luiz Carlos Bresser-Pereirais emeritus professor at Getulio Vargas Foundation, in S&o
Paulo, and doctor honoris causa by the University of Buenos Aires.
www.bresserpereira.org.br bressepereira@gmail.com



“confesson” of the failure of the neoclassical macroeconomic core by one of his more
wel-known contributors, was Gregory Mankiw’s 2006 paper, “The macroeconomist as
scientist and engineer”. Thisis areveding paper. The Harvard professor begins saying
that for two years he wasin Washington (in the two firg years of the Bush son
adminigration he was president of the Council of Economic Advisers), and, for his
surprised, he realized that in Washington economic policymaker did not use the
“soientific models’ that the academia had devel oped:

The sad truth is that the macroeconomic research of the past three decades has had
only minor impact on the practicad analysis of monetary or fisca policy... New
classcd and new Keynesan research has had little impact on practica
macroeconomists who are charged with the messy task of conducting actual monetary
and fisca policy. (2006: 19, 21)
According to Mankiw, what do policy economists usein their policymaking? Some
kind of “economic engineering” — some Smple analyses and corresponding policy
propositions. And who is the late economist who inspires such non-scientific economic
engineers? None el se but John Maynard Keynes! None el se but the greatest and more
influentia economist of the twentieth century. But that, according to the neoclassicad
bias, did not produce real science. Because, when a neoclassical economist reads
The General Theory, his experience is resumed by Mankiw: it “is both
exhilarating and frustrating... analysis seems incomplete as a matter of logic.

Too many threads are left hanging.”

Actualy, what makes neoclassica policymakers no to be so wrong is the fact that they
use Keynes' theories rather than the one produced by the “ scientists’ that teach in the
magjor universities. To be based on Keynes does not represent a guarantee of being right,
but it is a guarantee of not being necessarily wrong usudly it is when your economics

and your reasoning are based on the homo economicus and on rational expectations.

Critique

Endogenous growth models are just irrelevant. Thisis not the case of the generd
equilibrium modd and of neoclassical macroeconomics which, besides being

necessarily wrong, they are dangerous because, despite the fact that policymakers do not
take them serioudy into account, they have some influence in policymaking. Alan
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Greengpan proved to be competent as a centra banker. Y et, he was unable to predict
and to avoid the 2008 cris's because he believed in the genera equilibrium mode or in
the efficient markets theory on finance. The relative disconnection between neoclassica
macroeconomics, beit “new classcd” (full), or “new Keynesan”, or “new consensus’
(partid disconnection) and policymaking does not happen by chance. It happens
because policymakers intuition is that this kind of science does not redly hold.

When | say that neoclassical macroeconomics is necessarily wrong | am not going too
far. Thiskind of economic reasoning just makes no sense. This does not mean thet |
believe that al neoclassica modds are wrong. For sure, thereis sometruth inthisor in
that pecific concept, in this or in that specific modd. But the general modd, the whole
approach, iswrong. Not only because the theory does nat fit redity. Thisisthefind
reason, but, in order to demonstrate that, | would have to do what heterodox economists
(Keynesians, Schumpeterians, behavioridigs, Marxigts, old indtitutiondidts, etc.)
having been doing for years and years. | would have to demongtrate case by case why
the models do not correspond to the economic systems that they are supposed to
explain. Thisisawork of Sisyphus, because does not matter the evidence that the
neoclassica models do not correspond to redlity, the neoclassica economist will argue
—or will keep wdl protected in his heart and mind — that, nevertheess, the modd is
rationd, is coherent, is consstent, is mathematical — and o, isright. In Brazil, in the
1980s, inflation was very, very high, and had no relation with the money supply (which
was fully endogenous) nor even with budget deficit, but monetarist economistsinssted
in their monetary explanation. Today, again in Brazil, the growth with foreign savings
policy, extremely high interest rates, and a non+neutraized Dutch disease make the
exchange rate highly overvaued and cause gradud deindudtridization, but despite the
evidence that the current account deficits do not cause growth, and despite of the
numbers showing the premature diminution of manufacturing in GDP, orthodox
economigs continue to recommend the growth with foreign savings, dismiss the high

level of the interest rate, and ignore the Dutch disease.

The right and definitive critique againgt generd equilibrium mode and rationd
expectatiions macroeconomicsis not empirical but methodologicdl. In so far as
neoclasscal economics uses an inadequate method, the outcome is necessarily

mistaken. | developed more extengive this methodologica critique in a previous work,
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The Two Methods and the Hard Core of Economics (Bresser-Pereira 2009). There are
two basic stientific methods: the hypothetica-deductive and the historical-deductive
method, that correspond to two types of science: the methodological sciencesthat have
no object but help thinking (like mathematics, econometrics and economic decison
meaking theory) and the substantive sciences that have an object or a system to explain,
and must be subdivided in two subtypes: the natural and the socid sciences. Both
Substantive sciences are supposed to be studied empirically, scientists are supposed to
use the scientific method that parts from the definition of hypotheses that are
subsequently checked with the redl world. If the observation of redlity permits the
scientist to devise regularities and tendencies that reasonably confirm his hypotheses, he
will be able to define concepts and make first generdizations or “laws’, from them
deduce second and third level generdizations and, in thisway, gradudly building a

science.

In the case of the naturd science, this empirical-deductive method has been highly
successful; in the case of the socia sciences asit is economics, not so much. For well-
known reasons. because, differently of atomsor of cdlls, individuads are free, and o,
unpredictable; because they learn and change behavior; because indtitutions also change
their behavior, and because they are uncertain on their decisons. For sure they are
rational, but making them rationa does not make them ether certain or predictable. Not
only because they also act based on emotions, but because they ignore or have alimited
knowledge of the consequences of their actions. They are reasonably rational, but not
rational optimizers; they are rationd decision-makers — men and women that made
choices under uncertainty.

If economic agents are rationd decison-makers, not optimizers, you cannot develop a
science hypothetic-deductively as do mathematicians, or decison theorids. If the
elements with which you work are highly predictable, asit case of the ements dedlt
with by physicigts, the deductive aspect of you empirical-deductive method may be
empowered. That iswhy theoretical physicsisa successtul branch of physics. But when
you ded with human beings, the hypothetical- deductive method is definitively
unacceptable. It alows for mathematical models, to models that ssem much more
precise, but that, in fact, are just an illusion, away of satisfying our arrogance, away of

making knowledge restricted to an eected few, a device to make you seem atrue
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scientist. Such models that are not just unable to explain economic system; they lead to
error; they are ideologicd tools to justify radical economic liberdism and to rgect the
much needed market regulation — the essentid condition to markets — this wonderful
coordinating indtitution — work well.

When aneoclassicd economist searches to understand and analyze a given economic
system, he starts from the genera equilibrium modd. He knows that the model cannot

be directly be applied. He acknowledges the existence of market fail ures3 Sincethey
part of perfect competition, one of the favorite actions of neoclasscal economigtsisto
look for market failures — is to identify market failures and to explain them with eegant
forma models; this has been an unlimited source of Nobel prizes for their authors.
Although he knows that the genera equilibrium mode does not help to explain what he
intendsto explain, hisfate isto sart from it. Because it wasin thisway that he learned
to reason. Because only in this way things stay in the right place and the economic
phenomena may be organized and examined in an undergandable way by him. The
dternative isto do what the competent heterodox economist does. It isto begin his
andysis of the economic system assuming that it is a concrete socid system, with a
history, and to use more modest or less encompassing models. Isto start from a model
where market failures are part of it. But thisis dmost impossible to the orthodox
economist. He must start from the genera equilibrium and, one by one, to abandon the
modd’s smplifying assumptions. Thisisalong and extenuating task, full of trgps, and,
S0, because, in his heart, he does not believe that it is redly necessary, that he must take
distance from his beloved genera equilibrium, he stops the exercise and turns back to it.

The alternative

Keynes understood well the pitfalls of theories based on homo economicus. When he
referred to the “anima spirits’ of the business entrepreneurs, he was saying that. When
he emphasized the role of uncertainty in economics, he was regjecting the “ precise’
predictions that hypothetical- deductive reasoning provides. When Hyman Minsky
(1975) put uncertainty in the core of his Keynesian analysis of financia crises, he was

3
The disputes among new classical, new Keynesians, and the “new consensus’ isirrelevan
t. They are dl rational expectations neoclassical economists.
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confirming this view. When Paul Davidson (1982) criticizes rationd expectations
macroeconomics because economic process are “non-ergodic’, heis eventudly
criticizing rationa expectations assumptions: that “ such expectations generate efficient,
unbiased forecasts which do not display any perdastent errors when compared to actua
outcome overtime, and, so, that information exists and is available for processing bay
al decison makers. Thisinformation, congsting primarily of quantitative time series
data, it isassumed, is afinite redization of a stochagtic process; from these data the
probability distribution of actud outcomes today and for all future dates can be
esimated”. All thiswould fine if stochastic processes were ergodic: if its Satistical
properties such as mean and variance can be deduced from a single, sufficiently long
sample of the process. In fact, Davidson argues, they are not: they are non-ergodic.
Economic and socia action can only be made ergodic in consegquence of the abusive
adoption of the hypothetical- deductive method.

Since we must rgect neoclassicad economics because it is the mistaken attempt to apply
the hypothetic- deductive method to a socid science, because it isjust acastleintheair,
which isthe dternative? For sure, not other orthodoxy: a Keynesian orthodoxy, a
Marxian orthodoxy. In substantive sciences, and particularly in the socid sciences, there
isno room for orthodoxies. They are by definition wrong, becauise they propose just one
approach to acomplex redlity that must be viewed and analyzed under different points
of view. Instead of an orthodox, what is necessary is a heterodoxy or plura economics
or palitical economy. Instead of the product of the hypothetica-deductive method, the
outcome of the historical-deductive method.

But this does not mean relativism (anything goes), nor plain pragmeatism — whatever
works —, but good pragmatic thinking that values theory and believesin the possibility
of truth. The economist needs a broad theoretical framework, asit was the framework
that the mercantilist and the classica economists developed to understand capitalist
development — aframework to which the centra contributions were made by Adam
Smith, Marx and Schumpeter — and they need another broad framework to understand
the business cycle and macroeconomic policy, in the line of Keynes and Kdecki. These
five mgjor economists did not St in one armchair do deduce their models. Insteed, they
use the higtorica-deductive method to build it. In the eighteenth century, Adam Smith
redlized that the some mgor economic change was making England richer than China,
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and was able to explain why and how to ditinguish asset wedth from production
wedth. Marx, dmost one hundred years later, fully understood the capitalist revolution,
and was able to develop amajor model of capitdist development based on cepita
accumulation and technica progress. Schumpeter distinguished the non-active or rentier
from the active capitaists as Marx had done, caled the later business entrepreneurs, and
gave them a centrd role in profit redization, innovation and economic growth. Kaecki
and Keynes andyzed the rich world' s nationa economies after World War |,
understood thelr intringc ingtability, and proposed a new macroeconomic approach to

understand macroeconomic systems based on the observation of economic aggregates.

The models or, as | would prefer to say, the theoretical frameworks that these grest
economists developed were historica-deductive. They are encompassing and
Illuminating frameworks that open room for the economic analysis of specific and dated
economic systems. They are historical frameworks, because they are based on the
observation, because they result of the definition of concepts, and of the verification of
regularities and tendencies. Not dl fully defined or aritmomorphic concepts, but, as
Georgescu- Roegen (1971) remarked, many of them — the more relevant — didecticd
concepts that are open to different interpretations. Not strong regularities, not definitive
tendencies, but regularities and tendencies which are sufficiently frequent to dlow the
economist to build his models. Models that, as Sheila Dow (1996) proposed and
Victoria Chick (2004) applied to Keynes General Theory, must be open asthe
economic systems that they intend to portray are open. They should not intend to
include in them dl the necessary variables, because the researcher knows that thisis
Impossible. More than that: because it is dangerous and arrogant to reduce socid redlity
to closed models.

Does this means that economics is not a science but just one of the humanities for which
only interpretations, the hermeneutic method, is possble? | am not saying thet. But | am
suggesting thet, in socid sciences, the hermeneutic and principally the didectica

method are very much helpful. The cause and effect scientific method, the definition of
falseable hypotheses followed by the empirica verification, is viable and fruitful, but

not as much asit isin the natura sciences. On the other hand, the careful interpretation
of facts that may mean severd things, and the careful use of concepts which are never
50 clear and definite as we would like is necessary are much necessary. And, whét is
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more important, these facts and concepts are often contradictory. Thisis particularly so
in economics, because dl actions involve gains and losses, trade-offs, that we are never
fully capable of Szing up. Investment gpparently requires previous savings, but in so far
asyou inves, you increase saving. In the short-short run an gppreciation of the nationd
currency stimulates investment in consumption goods oriented and chespens the
importation of capita goods, but immediately after, in the short run, it hinders
investmentsin tradable goods because competitiveness fals down. Fisca expanson
may help economic recovery or just cause inflation depending on the moment it is
decided. Economic agents act rationdly in markets, or try to do so, but never fully reach
to berationa. And so on. Thereis not just one truth, but severa truths, depending on
the moment, depending on the circumstances, depending on the objectives.

The consequence of dl thisisthat economics, that our science, is or should be a modest
science — a science that is committed to the truth, but whose participants know well that
they never may be sure that they got it. It is a science where the logic of judtification
should be obeyed, but where the logic discovery is more important or, at least, so
important. One of the reasons why the scientific method is limited is that economic facts
are often new — and new historical facts require new theoriesto explain them. Thet is
the reason why | aways combine the historica- deductive method with the method of
the historica new facts. Existing models may be able to explain some phenomena like,
for ingtance, inflation, but, in a given moment, anew historica fact occurs — agents start
indexing forma and informally prices— and this historical new fact requires a new
theory — the theory of inertid inflation — to explainit.

Economists may turn frustrated with this view. They would like to master harder kind of
knowledge. A knowledge that has beginning, middle and end, where causes and effects
are wdll disposed, where dl relevant variables were took into consderation. A
knowledge that can be expressed with precison using mathematics. But thisisjust a
neoclassca and Platonist illuson. Anilluson that the young Paul Krugman (1983)
shared, and that was fruitful enough to permit him to formaize amodd of internationa
trade based on imperfect competition and increasing returns to scae that explained large
volumeintra-industry trade (and probably was the main reason for his Nobel prize), but
that was misguiding enough to alow him to say that the Murphy, Schleifer and
Vishny’s (1989) nice formdization of the big push modd was more significant than
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Rosengtein- Rodan’ s (1943) origina model. Anyway, mature Krugman (2009) learned

the lesson of redlity, and now argues for amodest economics. In hiswords.

As | see it, the economics profession went astray because economists, as a group,
mistook beauty, clad in impressive-looking mathematics, for truth... But what's
amogt certain is that economists will have to learn to live with messiness. That is,
they will have to acknowledge the importance of irrational and often unpredictable
behavior, face up to the often idiosyncratic imperfections of markets and accept that
an elegant economic “theory of everything” isalong way off.

| cdl the dlternative that | am presenting to neoclassicad economicswhat | cdl the
“Keynesangructurdist economics’. | don't cdl it just “Keynesan”, because thereis
not in Keynes a theory of economic development; | cdl it “structurdist” because
economic development involves a process of structural change, because it does not
explain al societies but only capitdist societies, and because capitdist societies are
better understood if we understand them in terms of its structure as formed by three
interrdlated and permanently changing structures: the economic, the ingtitutiond, and
the ideologica instance. The relation between these three instances is not just a cause
and effect relation, but adidecticad relaion that must be viewed higoricdly: in the
early periods of economic development, the economic instance tends to prevail over the
other two, but, in so far asthe badic indtitution of capitaist societies — the modern state
—isformed, the role of ideas and of ingtitutions incresses.

Keynesian-gructuralist economicsis ingtitutionalist. Not new-ingitutionalist, not
attempting to make hypothetic- deductive rationdity condgstent with inditutions, but old
inditutiondist — based on the ingtitutionalism that characterized the nineteenth century
German Higtorical School and in the early twentieth century American Inditutionaist
School. As Geoffrey Hodgson (2001) emphasizes, old ingtitutionalism is not and should
not be al encompassing. These two schools of thought were overtly indtitutiondist; the
politica economy of Smith, Marx and Keynes were implicitly inditutiondigt in so far
asthey thought in historical terms. According to the Structura-Keynesian approach,
ingtitutions correspond to the economic structure of society, but this correspondence is
aufficiently loose to dlow policymeaking or indtitutiona reform. Ingtitutions obvioudy
matter, because they are created and reformed to change behavior and the socid systems
in which human action takes place. To the extent that modern societies incresse sate
capacity — make the law system more legitimate and public administration more
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effective and efficient — the power of democratic politics in reforming ingtitutions

increase.

The three schools of thought that, before Keynes, were structuralist or historica and
indtitutiondist (the Marxigt, the German Historical School and the American
Ingtitutionalist School) suffered from one limiteation: they were not sufficiently abstract
or generd to stop the neoclassical argument that they are not scientific. In fact, the
historica- deductive method that they used is not friendly to much formdization.
Keynes and Kaecki made along way in responding to this limitation, building an
extraordinarily generd framework to understand economic system, but they did not
“solve’ the problem because, given the method they used, only limited generdization
and formalization was possible and necessary. It was probably because Keynes
understood the strength and generdity of hisideas that he called histheory “the generd
theory” dthough he knew that it was not so generd asthe generd equilibrium mode.

Keynesangructuralist Economics or whatever other name that we give to the new
maingream that is required, is an approach to economics that is permanently changing,
because society is permanently changing — because new historical facts are happening,
because new ingtitutions are been defined. It isfor that reason and for the contradictory
character of most variables that it takesinto consderation that the historical-deductive,
the didectica and the hermeneutic methods are so necessary for it. And aso because
these methods are more germane to the logic of discovery in so far as new hypotheses
are always being required to respond to the new historical facts.

All this correspond to a pragmatic approach. Not pragmatism in vulgar terms, but in the
terms of the historical pragmatism of Peirce, James and Dewey. A pragmatism that says
“n0” to ample pogtivism aswdl asto Plaonism; apragmatism thet is not relativist
because believesin the possibility of the advance of science and the search for truth, but
does not have as criterion of truth for substantive sciences just the empirical

confirmation of cause and effect relations as pogtivigs require, nor just logical
consstency as Platonists ask and are satisfied with. Instead, the pragmatic approach
wants models that work, models that are explicative and, mostly, have predictive power;
he wants smulation studies based on smple economic relations that do not intend to be
true but to be modestly true and practical: offer often reasonable predictions.
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Summing up, the dternative to neoclassca economicsis aKeynesan-dructuraist
economics, isacluster of open and relatively consistent models that we hope to be true,
athough knowing how the truth is evasive in the highly complex and permanently
changing modern economic systems. It is the outcome of a historica deductive,
pragmatic, diaectic and hermeneutic method that devel ops precarious because non-
definitive modd s that, nevertheless are useful, provide reasonable prediction and help
policymaking.

According to this view, the economigt vis a vis the economic system is like the doctor
facing a patient. He has to examine the problem carefully, ask for tests, takeinto
consderations the severd possible theories explaining the symptoms, and, findly make
adecison that will be as much uncertain, as more complex and difficult to Sze up isthe
patient’ s illness or the economic system’s problem. The only differenceis that medicine

is a science considerably more developed than economics.

Mainstream?

Competent heterodox economists — economists that are open minded and reject dl
orthodoxies — are able to be again in the mainstream. When | say that, most of my
friends in the profession doubt. But Keynesian economics was mainstream between the
1950s and the 1970s, why cannot it again be so? Why amodest and pragmatic
heterodoxy cannot be mainstream again? The 2008 crash and the long term recession
that followed represent a major window of opportunity to Keynesian-structuralist
economics. In the pic of the crisis there was a generd return to Keynes and Minsky. The
crisgsisnot being as deep as it could have been because Keynesan policies were
adopted.

Maingtream economicsis dominant because it prevailsin the academia, aswell asin
policymaking. A new maingtream economics must make senseto civil society, that is,
to society paliticdly organized where individuads who have more capitd, more
knowledge, more organization capacity and more communication capacity have more
power than the ones less endowed with such capacities. It must make sense not only to
economigts but o to businessmen, paliticians, intelectuas, [abor leaders, journaidts,
the middle class. When a group of heterodox economists are able to build a consstent
group of policies, compare them with the orthodox ones, and show its superior

Luiz Carlos Bresser-Pereirais emeritus professor at Getulio Vargas Foundation, in S&o
Paulo, and doctor honoris causa by the University of Buenos Aires.
www.bresserpereira.org.br bressepereira@gmail.com



seriousness and consistency, as was the case of the Ten Theses on New

Developmentalism, the chances of success increase substantia Iy.4

Given the two bagtions of the mainstream — civil society and the university — the bastion
that will befirst conquered is the societal one or the policymaking one. Today, civil
society or the nation in each country is much more open to aternative economic
theories and palicies than the university. Essentialy becausein dl rich countriesand in
most middle income countries, civil society is open, democrétic. The same does not
gpply to the economic departmentsin the mgor universtiesin these countries. They are
sdf-referred, closed to the rest of society. In so far as neoclassical economicisa
mathematicd theory, it is supposed to be uniquely right, absolutely right. What makes
mogt of their adherentsintolerant, intringcaly authoritarian, and explains why in these
sdf-referred departments, heterodox thinking, dissent, was banned. Sooner or later this
bastion will dso fal, or will be changed from within, but thiswill only happen after the
neoclassica core as | here defined gets deflated and is discarded.

When this change eventually takes place, graduate coursesin economics will not limit
themsdlves to open and close mathematicad models, but, insteed, will continue to
develop methods and particularly econometrics, will discuss past schools of economic
thought, and, particularly, the debates that are in the frontier of economic research, and
will adopt widdy the case method. When you don't have a precise science, the case
method is awonderful method of doing research, teaching and thinking economically.

Heterodox economics may become again dominant, but this does not apply to dl
heterodox economists. Asthere are alot of incompetent orthodox, there are lso many
incompetent heterodox economists. Besides, among competent heterodox economist
there is areasonable number that were born to criticize, not to build, much lessto get
involved into day to day andyss and policymaking. By definition, the criticd

economigt is never in the mainstream. He is dways againg whichever power sysem is
in place, and the maingtream is a power system. On this matter, incompetent

neoclassca economists are more acceptable than heterodox ones because what they say

‘ The Ten Theses on New Developmentalism apply principally to middle income countries.
They were discussed in aworkshop in S&o Paulo and origindly subscribed by 80 leading
heterodox economists dealing with macroeconomics and devel opment. The document is open to
additional subscriptionsin www.tenthesesonnewdevel opmentalism.com.
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ismore consarvative, or less againg common sense. While, for instance, the
Incompetent orthodox economists offer budgetary contraction as aremedy to
everything, the incompetent heterodox economist proposes fisca expansion. Both are
wrong, but the heterodox mistake is more damaging.

The basic obstacle that heterodox economists face to become mainstream is of politica
nature. Orthodox economigts are often also conservative economists while non-radica
heterodox economists are often democratic socidists or socia-democratic. Given that, |
aways remember a 30 year old comment of Michel Rocard, the outstanding politician
of the French Socidist Party. He said: “the challenge that socidist face isto be more
competent in running capitalism than capitdists’. The modest and heterodox
mainstream economics ahead will not be socidig, nor, necessarily, socid-democratic,
but it will not be “pure” science, and probably will be critical of socid injustice and of
unsustainable development. This fact poses an additiona obstacle for a new mainstream

economics, but not an insurmountable one,
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