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• In early economics there was no conception of a division between 
microeconomic and macroeconomic phenomena. 

• The main thesis with any resemblance of what modern economists call 
macroeconomics was Say’s Law, stating that “supply creates its own demand”.  

• From this was derived some crude macroeconomic functions, such as the claim 
that in laissez-faire economies with fully flexible prices and wages, unemployment 
could not occur. 

• Despite the crudeness, similar claims have resurfaced in modern theories, for 
instance in real business cycle and rational  expectation (Robert Lucas).

Keynes’ demand-attuned macroeconomics had as a major objective to repudiate Say’s Law.



• By the end of the nineteenth century, classical economics was superseded by  the 
neoclassical school, which continues to hold sway over academic economics, and, 
by extension, public opinion and preponderant political narratives. 

• However, it is a scientific program without a sound epistemological* foundation.

• Its theoretical core, the self-correcting equilibrium market, can only come about 
by relying on extreme assumptions about the conditions under which economic 
activities take place. However, these assumptions fail the falsification requirement 
for proper science. 

* Epistemology is the science that studies how and under what conditions knowledge is formed.

Leon Walras : the genera l 
equilibrium arises from perfect 
market conditions.

Karl Popper’s falsification test rules 
out basing a theory on an 
assumption of perfect conditions.



• A typical example of an epistemological deficient theory is efficient market 
hypothesis (EMH), developed by Eugene Fama in the 1970s. 

• Its main claim is that known prices of financial assets accurately reflect all available 
information about economic fundamentals.

• After the 2008 crash, Fama in an interview rejected that markets had deviated from 
the predictions of his hypothesis. To the question “So you still think that the market 
is highly efficient at the overall level too?” he answered: “Yes. And if it isn’t, it’s going 
to be impossible to tell.”* 

* John Cassidy interview with Eugene Fama. The New Yorker, Jan 13, 2010.

Two former Fed Chairmen, Greenspan and Bernanke, fallen prophets 
of the rational market.



• Falsification is an epistemological principle which during the twentieth century 
came to be generally accepted, although this idea passed economics by.

• It is a requirement for scientific hypotheses to be framed in ways that allow for 
empirical testing. Observations that either verify or disprove a hypothesis must be 
realistically possible. 

• According to Fama’s logic, expounded in the previous slide, no event can ever 
disprove EMH. However, by not being falsifiable, it is not bona fide science.

Black swans have since Roman times been a proverbial expression for 
something impossible. With Vlamingh’s discovery in 1697 of a species of black 
swans in Australia, the hypothesis, “all swans are white”, was falsified.



• Neoclassical economics did not emerge in a vacuum. By the end of the nineteenth 
century, the industrial revolution spurred dramatic changes in many aspects of 
social life and relationships. 

• In the physical sciences, a surge of discoveries meant that they underwent great 
changes.

• One of the most dramatic was the realization that at the micro cosmos level of 
sub-atomic phenomena, energy levels were not continuous but discrete. 

• This was the precursor to quantum mechanics, formulated in the 1920s. 

The Industrial Revolution spurred production of scientific instruments with greater 
accuracy than had hitherto been possible, which greatly facilitated scientific progress.



• Despite the discovery of quantum mechanics, Newton-Galilean mechanics remains 
a good approximation for the macro world that we observe with our senses. 

• The consequence is that the transformations detectable in the micro and macro 
physical world must be approached by different descriptive methodologies. 

• Economic events occur in the physical macro world, but in the 1920s the realization 
emerged that economic phenomena also could be approached on two levels, which 
spurred development of the division into microeconomics and macroeconomics. 

Within a Galilean inertial frame, physical transformations are continuous. 
With development of calculus, descriptive formalizations became possible.



• In spheres of economic activities, events on the micro level are governed by 
concepts that turn goods and services into discrete and exchangeable units. 

• For instance, when the patron in French cafes pour wine directly from the bottles 
into the customers glasses, it obviously will result in a certain physical variety. 
Nevertheless, (assuming wine of the same brand) they are priced identically by the 
economic concept of “a glass of wine”.

• The discrete states conveyed by linguistic concepts turns economic value perceived 
at the micro level of human interaction into stepwise and countable value units. 

“A glass of wine”: linguistic modifiers used during economic events turn 
imprecise physical objects into units of identical exchangeable values.



• The neoclassical paradigm has not truly acknowledged that macroeconomic concepts
—say GDP or inflation—are unobservable abstracts that have no meaning outside of 
economics. Importantly, they are based on micro events that are sampled and cannot 
be reduced to only contain ‘pure’ economic elements. 

• The reality is that in the observable social world, sharp demarcations between the 
different possibilities for classifications can never be made. 

• Consequently, the social interactions, from whence a given set of sampled data arise, 
are never ‘pure’ economic events, but events borne by motivations that are just as 
diverse as human behaviour and social group interactions are.  

Entertainment interaction on Amsterdam’s Leidseplein. People are asked for 
voluntary contributions thus free riding is easy. Is that rational economic activity?



• Correspondence between microeconomic events and the macroeconomic abstracts 
are therefore always ‘dirty’, and requires different analytical methodologies. 

• The validity of a model linking the two spheres of economics will be contingent upon 
how it incorporates the existence of ‘noise’ in sampled micro data.

• ‘Noise’ can be the level of political interference within the economic fields, 
behavioural idiosyncrasies of agents, institutional mismatches, etc. 

• When noise is present in economic data, and events have different motivations than 
model assumptions, it skews and inserts fundamental uncertainty into predictions.

A hypothesis that cannot be falsified by observations, in the words of 
physicist Wolfgang Pauli, "it is not only not right, it is not even wrong!"

http://en.wikipedia.org/wiki/Wolfgang_Pauli
http://en.wikipedia.org/wiki/Not_even_wrong


• The unavoidable verdict is that neoclassical economics has failed to develop into a 
truly investigative science that endeavours to uncover how changes in social 
relationships serve to produce, develop and distribute the material objects and 
cultural creations that human life depends on. 

• Instead, it has turned into narratives, that, as we saw, do not rest on a truly scientific 
foundation. Despite of this, its dominance in academia remains unshaken. 

• Much of the economic conceptions employed in public discourses are children of its 
fallacies. In many ways, it is intellectual imperialism, whose aim is to shield the current 
neoliberal political economy and to obfuscate the inequality trends it produces. 

You don’t understand? Don’t worry. You are only supposed to absorb the political-economic 
conclusions that my pretence of competence leads up to. 



• In physics, complementarity denotes the interaction between studied objects and 
instruments. In social sciences, the ‘measuring instrument’ is the social scientist. 

• Gunnar Myrdal* pointed out the implication: “The social scientist, too, is part of the 
culture in which he lives, and he never succeeds in freeing himself entirely from 
dependence on the dominant preconceptions and biases of his environment.” 

• Now, if one is a professor of economics at a major university, with an income in the 
1% range and surrounded by a distinct institutional culture, these powerful framing 
effects will be prone to direct social-political views and dependent scholarly work. 
* Nobel laureate Gunnar Myrdal is most known for the non-equilibrium principle of ‘circular cumulative causation’.

It’s a sign of the poverty of modern economics that economists from the 
University of Chicago, a bastion of unscientific market fundamentalist economics, 
have received more Nobel prizes than economists from any other university.



• Returning to the Fama interview, it also reveals that his world is firmly bound to the 
notion of equilibrium: “When you start telling me there’s a bubble in all markets, I 
don’t even know what that means.” 

• “Now we are talking about saving equals investment (an identity at the core of 
equilibrium economics). You are basically telling me people [were] saving too much, 
and I don’t know what to make of that.”

• Back to Say’s Law! The implied assumption is that we are surrounded by laissez-faire 
markets in which total price-quantity flexibility rules out market maladjustments. 
Inconveniences, such as unemployment and asset bubbles are impossible.

!
The invisible hand meme makes bubbles in asset markets not only invisible, but also 
impossible. However, as this graph shows, the real world works somewhat differently.



• Asset bubbles are symptoms of a system where excess income accumulates as unspent 
liquidity, i.e. money incomes not spent on real investments nor consumption. 

• One condition establishing the economic structures behind this is the corporate 
sector’s ability to generate monopolistic surpluses by utilizing its pricing power in both 
consumer goods and factor markets, all of which trend as rising income inequalities

• For politically conservative economists, acknowledging asset price bubbles would force 
them to consider the mentioned underlying causes of monopolistic processes, and that 
these in the nature of things force trends away from the claimed equilibrium states.

The queen and all of her gold, accumulated during centuries of empire.



• Market fundamentalist economists wants markets to conquer everything. But markets 
are not uniform. For instance, organ markets would have a peculiar price structure, 
since not getting an organ transplant has the unpleasant opportunity cost of death.

• Organ buyers therefore face an infinitely inelastic price schedule. People who are 
willing to part with an organ (or part of) should utilize this circumstance and sell it at 
a price that maximizes at the limit of whatever the buyer is able to raise of money. 

• Erica Tomlinson who donated part of her liver without any monetary compensation is 
thus a case of hopeless economic irrationality. By choosing humanity over economic 
gains, people like her destroy all the elaborate market fundamentalist economic logic. 

* http://www.thestar.com/news/gta/2014/01/20/if_i_can_do_this_im_going_to_do_it_milton_woman_donates_liver_to_neighbour.html

Neighbour gift exchanges is a social institution defying neoclassical economism: 
Erica Tomlinson, 21 yrs, donated part of her liver to her terminally ill neighbour. *

http://www.thestar.com/news/gta/2014/01/20/if_i_can_do_this_im_going_to_do_it_milton_woman_donates_liver_to_neighbour.html


• The reality is that neoclassical economics, as we saw, does not conform to 
fundamental scientific principles. Moreover, many economists have social and political 
preferences which—often probably subconsciously—guide their academic work.

•  We will finish with another Myrdal quote: “There is no way of studying social reality 
other than from the viewpoint of human ideals. A 'disinterested social science' has 
never existed and, for logical reasons, cannot exist.”

• “The value connotation of our main concepts represents our interest in a matter, gives 
direction to our thoughts and significance to our inferences. It poses the questions 
without which there are no answers.”

It’s just pieces of paper, Milton.

Milton Friedman, a 
founder of market 
fundamentalist 
economics in the 
1950s.



• Despite a lack conformity to fundamental scientific principles and often political bias, 
techniques developed by neoclassical economics can have practical validities in closed 
situations, i.e. where operative parameters can be estimated within narrow ranges.

• Thus, practical businessmen, without knowing the theory, intuitively operate with 
concepts such as marginal substitution when deciding upon prices and quantities,

• Pattern recognition is the key, even for macroeconomists with practical tasks, such as 
central bankers. But sometimes black swan events disturb the patterns, which cause 
economic experiences to go to dust.

Practical businessmen and -women studies the patterns of their community. Economics 
can help with creating order out of observations but does seldom beat good intuition.
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The Year of the Horse
The Horse. Part of Ai Weiwei’s Chinese zodiac displayed on Nathan Philips Square, Sep. - Oct. 2013


