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Abstract
In this paper we describe the main causes of refieaubcial crisis as a result of many theoreticakthodological, and practical
shortcomings mostly according to heterodox, but aisluding some important orthodox economiststhit theoretical level, there are
problems concerning teaching and using economiceiaoaiith overly unrealistic assumptions. In the moeblogical front, we find the
unsuspected shadow of Milton Friedman’s ‘unrealisth of assumptions’ thesis lurking behind the tmsion of this kind of models
and the widespread neglect of methodological iss@éscourse, the most evident shortcomings aréhatpractical level: (i) huge
interests of the participants in the financial netsk(banks, central bankers, regulators, ratingi@ige mortgage brokers, politicians,
governments, executives, economists, etc. mainthenUS, Canada and Europe, but also in Japanhenabs$t of the world), (ii) in an
almost completely free financial and economic maritat is, one (almost) without any regulationsapervision, (iii) decision-taking
upon some not well regarded qualities, like irreslility, ignorance, and inertia; and (iv) diffities to understand the current crisis as
well as some biases directing economic rescuesoligrgments. Following many others, we propose weatake this episode as an
opportunity to reflect on, and hopefully rediremtonomic theory and practice.

‘Theorising in economics, | have argued, is annattieat understanding and | now add that bad thegris a premature claim to
understand.’(Hahn, 1985, p. 15).

1. Introduction

The recent world financial crisis has been indudingly debates on the current status of economic
theory. In this paper we set out an outline of ¢hdebates. We state the questions we are conceiitteds
follows: first, what were the infirmities of thees and empirical behaviour underlying most of tlesve of the
policy-makers, regulators and market operatorsaiswer this question, we lean on a host of evanstof
“what went wrong” with mainstream models of finadamarkets, both by orthodox and heterodox ecortsmis
Yet, there are many reasons why formal modellingl&de damaging, underlined mostly by heterodox
economists. Thus, although there are some signtheafretical ‘recantation’, most of the propositioasd
proponents of efficient markets and rational exgganhs hypotheses are unshaken, quite paradoxiealgould
assert Minsky, because of the very prompt intereanof the State, broadly speaking, through exmamsi
monetary policy and Big Government action.

Second, what are the methodological foundationth@$e mainstream models? We claim that a mix of
methodological confusion and ontological neglefteroresting on a prejudice towards methodologyeadinded
critiques, lend an unwarranted stamp of ‘scientifionly) to mainstream theorizing practices (Do2008). As
a result, economists of all stripes are now urdorgcaution when dealing with models (Lawson, 20@)en
those who defend those models on basis similarhiaradill’'s defence of democracy (“it is the worstrh of
government except all the others that have beed”Jrare now urging for attention to the conterd &uth value
of economic theories.

This situation provides an opportunity to revisitetlman’s (1953) influential methodological essag a
similar works. Whether arguing a case for or agdtingdman’s theses, most methodologists findhaed work
to determine to which specific philosophical schidahould belong (Mayer, 1993; Maki, 1986). Howewbe
philosophical allegiances of Friedman’'s essay areaur focus. Rather, we intend to show a lingeramgl
unsuspected shadow of Friedman in all mainstreatifipation for its practices (Blaug, 2002, p. 3Bext, we

point out the pitfalls of using ‘unrealistic assurops’ in economic theories — a practice sanctiomgériedman.
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Ironically, Friedman’s admonishments for testinguasptions by its predictive power remain in oblivgince he
spelled them out. Economists pay lip-service tatihest (Colandest al, 2009).

Since Friedman’s essay, economics has grown matereme formalistic. We claim, following Mongin
(1987), Hands (2009) and Blaug (1997b, 2002, 200@), whatever Friedman’s designs and caveats (ger
Friedman, 1999), we can detect his influence in dkerly formalistic methods of present-day econ@mic
Primacy of formalism, by its turn, can give andfaet, undoubtedly gives real support to the usarséalistic
assumptions (Lawson, 2003, chap. 1 and 10; 2009grounds that resonates Friedman’s theses at diery
(e.g., Blinder, 1999; Marcet, 2010). The main resare: at the substantive level, one construct@uic
theories in near complete disdain for real worldbtems and the ‘academic game’ is played almost famlits
own sake. At the methodological level, economiotles are plagued with known falsehoods that hindesal
explanations. This is why mainstream economist® Isavnetimes to retreat and recant their positidfesset out
that lest we are trapped in another “unexpectedtéVi&e the recent financial crisis, a bolder tumeconomic
theorizing should be achieved. This transformatsalready in progress, at least among some ec@t®mnd
schools of thought. Nevertheless, we think one c¢anbve faster by helping to promote those analgses
research programmes which make their methodologindkerpinnings clear and pay attention to the plain
important items of the institutional fabric of setyi (Lawson, 1997, p. 157-198; 2003, p. 28-62; Hotg 1998).

This article consists of five parts. After thisrimduction, we give, in Section 2, an outline of tdagises of
the current crisis, with a specific part dedicaiedts onset. In Section 3, we explain the fragplendations over
which rests much of the policies that brought tbherent crisis about. Section 4 presents some metbgital
issues concerning ontological end epistemologitgalvs of economics, their relation to the currensisrand
some possible ways to deal with them. In Sectiomes¢conclude briefly.

2. An outline of the crisis

An outline of institutional setting changes whiclowd finally result in the “subprime crisis” of
2007/2008 started in the 1960s. It marks the grasftthe importance of institutional investors inaten to
deposit institutions (commercial banks) in the nearlor wealth and credit management, to which corcrake
banks reply with a series of financial innovatiornglomeration, underwriting, insurances, repuseha
agreement, pension and investment funds, etc.dnl#80s there was “the removal of Regulation Qiptpc
ceilings on interest rates on retail deposits” enthe 1990s “the elimination of the Glass-Steagagtrictions on
mixing commercial and investment banking.”(Eichezggr, 2008, p. 2). In 1994, the Riegle-Neal Int¢esta
Banking and Branching Efficiency Act allowed theparsion of branches and interstate operations999,1
further liberalization permitted bank holding comms to have insurance companies and investmerksban
among other assets in their portfolio. In additionthe 80’s, the rise of the decoupling betweeerasts and
maturities of assets and liabilities brought alioateasing problems to the Saving & Loans instisi (S&LS),
causing a housing financing crisis in the US. Asoasequence, there were major changes in sectighiza
which after 2002 would finally beget an extraordinaxpansion in mortgage issues of various kinohgllfy

resulting in September 2008, after Lehman Brotbarsruptcy, in the so-called subprime crisis.

! Colton, 2002; Torres-Filho and Borca Jr., 200&hEngreen, 2008; Wessel, 2009; Kregel, 2009, p. l68doie, 2010; Cagnin, 2009a;
2009b. For a critic of the very term ‘subprime irissee Patnaik (2010).



A more detailed sketch of the last speculation ey¢lowever, could be presented like this: after
thel970’s, there was a huge rise in investmentsermortgage markets, for there were real guarariiaeking
those assets, improving national and also intesnatiassets to liabilities requirements, througtiebecapital
ratios, i.e., a bank’s capital related to its negighted assets, and also better balance sheeteoiw, the
process of housing and commercial mortgages seatiin, that is, of mortgages creation and further

securitization through selling generated huge sdor those originators:

Freddie Mac developed the first private mortgagekbd security for conventional mortgages, knowntlas PC (participation
certificate); and the purpose was to buy mortgdiges lenders and to pool them together and seththe mortgage backed securities.
Thus, the seed for linking the mortgage markets Wit broader capital markets were planted in 18881970 with the restructuring
of Fannie Mae and Ginnie Mae, and the establishiwieiRteddie Mac (Colton, 2002, p. 9).

Thus, in 1970 S&Ls responded for 47.7% of all magigs creation, 60.6% in 1976, but in 1997 thiseshar
had been reduced to 17.8%, increasing to 20.79%009.20n the other hand, the share of commerciakdan
(CBs) and chiefly mortgage companies (MCs) weninf#6.9% in 1970 (21.9% for CBs and 25% for MCs), to
35.7% in 1976 (21.7% for CBs and 14% for MCs, tbwdst percentage for MCs for the entire period 1970
2000), and 79.3% in 2000 (21.4% for CBs and 57.8eACs; Colton, 2002, p. 35). That is to say, thees an
oscillation of the share of CBs mortgage creatioomf 18.6% to 27.3% in the period 1970-2000, witk th
exception of 1990 with 33.4%, and 1998 with 15.8%6re importantly, however, the MCs share has raieeth
all time high of 61.1% in 1998, reduced to stiltasshing 57.9%, in 2000. In other words, the maiortgage
generators changed from S&Ls in the 1970’s to MCthe 1990’'s, with CBs roughly maintaining theiasts
(Colton, 2002). Concomitantly, from 1970 to 2008 ghare in total mortgage stock of federal instihg and
Government Sponsored Enterprises (GSEs), like EaMiaie and Freddie Mac, departed from 8.1% to 42.9%,
while the share of S&Ls went from 43.9% to 9.5%ug hprivate institutions maintained in their baksheets
only credits beyond the acquisition ceiling detered for the GSEs, i.e., the non-conforming loanshose
assets whose risks implied an excessive discoubetsold (Cagnin, 2009a, p. 262-3; Acharya & Ridkan,
2009). Nevertheless, total issuance of new mortgagat from $36 million in 1970, to $1.3 billion 1998, $2.2
billion in 2001 ($190 million subprime or 8.6%, fmowhich $95 million securitized or 50.4%), an ath¢ high
of $3.95 billion in 2003 ($335 million subprime 8r5%, from which $202 million securitized or 60.5%%2,9
billion in 2004 ($540 million subprime or 18.5%pfm which $401 million securitized or 74.3%), $3illidn in
2005 ($625 million subprime or 20%, from which $5@lion securitized or 81.2%) and $3 billion in G®
($600 million subprime or, again, 20%, from which88 million securitized or 80.5%; Wray, 2007, p.).30
Another important detail is that the relevancehs kargest CBs in the origination of new mortgagesiuding
subprime and Alt-A, and of those securities indlsets are disproportional in relation to smalkbg&Graph 1).

As we know, those ‘heterodox’ (subprime and Alt-#g9sets have some important differences: Alt-A
assets are those issued to borrowers which havpresénted all the required documentation butahatnear-
prime’ (Roubini, 2007), i.e., could be a prime lmoaver according to their borrowing records, whildume
borrowers are those who have at least one recawisy default or relevant delay in payment of astaiment.
Subprime borrowers present the records showedapt@sr2 and 3 (taken from Wray, 2007, p. 32-33).



Graph 1: Derivatives as a Percent of Assets, 1990a8B:
Small (<$1 Billion in Assets) vs. Big (>$1 Billionn Assets) Banks
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Source: Dymski, 2010.

As we can see in Graphs 2 and 3, subprime assgtieygled quite worse records both for delinquenay an
foreclosure rates. Notwithstanding, the originafoosn the 1990’s onward, CBs and predominantly M&swe

showed above, baited potential subprime borrowdtsteaser rate mortgages (Kregel, 2009, p. 660).
Graph 2 — Comparisons of Prime vs Subprime Delinquecy Rates, Total U.S. 1998-2007
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Graph 3 — Comparisons of Prime vs Subprime Foreclese Rates, Total U.S. 1998-2007
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As Randall Wray points out:
From 2004-2006 (when lending standards were lop8eétmillion adjustable rate mortgages were ogggd, worth $2.3 trillion; of
those, 3.2 million (worth $1.05 trillion) had “teasrates” that were below market and would res@t&years at higher rates.(...) Of the
$1 trillion dollars of teaser rate mortgages, $#8Mllon had initial interest rates at or below 2%)(An example will help. A subprime
hybrid adjustable rate mortgage on a $400,000 hougbt have initial payments of about $2200 per thdar interest-only at a rate of
6.5%. After a reset, the payments rise to $4000mmetth at an interest rate of 12% plus principlegy\2007, p. 31).

But how and why CBs and MBs, mainly, did this? Bessathey do not have to maintain these credits in
their balance sheet, i.e., they bundled togethserges of these assets — in fact more than a thdusan a
mortgage pool, divide this pool in tranches — galtercalled senior (for the best shares of theaadhnes),
mezzanine (medium rated shares) and junior (théess shares of the tranches) and sold these teantchthe
market (Volcker, 2008, p. 104-7; Acharya & Richamls2009). They needed beforehand to rate thehesnc
through a credit rating agency (Moody’s, Fitch &tdndard and Poor’s, chiefly, but also others —tgyt#2009;
Crotty & Epstein, 2009). James Galbraith (201@-p) explains the trick:



The business model was no longer one of originatinggages, holding them, and earning income astmamers paid off their debts;
it was one of originating the mortgage, taking @, feelling the mortgage to another entity, andnigkinother fee. To do that, the
mortgages had to be packaged. They had to be &timkth the holy water of quantitative risk-managmt models. They had to be
presented to ratings agencies and blessed andfigahat least in part, as triple-A, so that trenuld legally be acquired by pension
funds and other fiduciaries, which have no oblgatio do any due diligence beyond looking at thimga Alchemy was the result: a
great deal of lead was marketed as gold. | thitskféir to say that if this sounds to you like @&minal enterprise, that's because that’s
exactly what it was. There was even a criminal lexgg associated with ltars’ loans, NINJA loans(no income, no job or assets) — it
sounds funny, but in fact this is why the worldafirtial system has melted dowmeutron loangloans that would explode, killing the
people but leaving the buildings intadxic wastgthat part of the securitized collateral debt ofifign that would take the first loss).
These are terms that are put together by peoplekwber what they are doing, and anybody close toitdestry was familiar with
those terms. Again, there’s no innocent explanatievould argue that what happened here was aaliaitt of theft by the originators
of the mortgages; an act exactly equivalent to mdaendering by the ratings agencies, which pasisedad securities through their
process and relabeled them as good securitieslljtdeaving the documentation in the hands ofdhiginators (the computer files and
underlying documents were examined by the ratimgmeies only very, very sporadically); and a fegaaperation, or the passing of
stolen goods, by the large banks and investmerkshavhich marketed them to the likes of IKB Deutsdhdustriebank, the Royal
Bank of Scotland, and, of course, pension funds @heér investors across the world. The reward feindp part of this was the
extraordinary compensation of the banking sector...

The originators maintained only a small part ofsthassets in their balance sheets (Volcker, 2010) o
Structured Investment Vehicles (SIVs) — enterprisiese only purpose were to issue asset-backeditsexu-
because of difficulties to sell some tranches, peosve profitability of some assets or circumventof Basel |l
and national regulations, since those assets rewhagif balance sheets, or even because of rep@chas
agreements. Thus, although CBs and MBs create@ gsiy assets, they did not remain with most afséh
assets, selling them to other investors and eafimpdees for this ‘service®.That is to say, they become free of
much of the own risk which their very entreprenalibehaviour generated (Kregel, 2009, p. 659; Dyn#kL0),
although they many times remained with sharesegdhmore risky loans, usually the riskiest shafesgman &
Wells, 2010).

However, this is not the end of this unbelievabletamorphosis: some of the tranches, mostly the
mezzanine ones, were recombined in new assetsy f@hadoxically some of them received better rétas the
original ones, even AAA, making possible their asdion, in this last case, also by pension fumdstual funds
and agents less prone to risk Collateralized Debt Obligation (CDO) backed hose assets was then issued
and also divided in tranches, hence making feaghlmecreation of brand new securities, with newk asd
profitability ratings, etc., and so on, in a mayiér pyramid. These issues of CDOs grew expongnfi@m
2002-2007, from $ 11.9 billion in 2000 to $108.8idin in 2005, and then achieving their highestelevin 2006,
with $186.7 billion, and 2007, with $177.6 billighorres Filho and Borga Jr., 2008, p. 142-3).

Finally, as the whole scheme was a mix of Ponzrfoe, speculation on the profitability or at least
maintenance of one’s investment values, fraududetion, overlook of regulators, authorities, etGuttman,
2009; Galbraith, 2010), the majority of the agemisbtors or creditors, needed, as always (Galbra@b4;
Kindleberger, 1978), at least two factors happerioggether, with no interruption, in order to maintahat
scheme:

a) a continued and increasing entrance of capéeadliing a pyramid (Ponzi) scheme, that is to sakingy
possible not only to maintain but also to augmhbatgrices of the assets which backed the securas as we

2 Crotty (2009, p. 565) asserts that “[t]otal fes1i home sales and mortgage securitisation fron3 202008 have been estimated at $
2 trillion.” Certainly this caused unavoidable mimal-agent problems.

 White (2009); Crotty & Epstein (2009); Kregel (E)0Lawson (2009, p. 770) shows that “at one poiuighly 60% of structured
products were triple-A rated according to FitchiRgg (2007) compared with less than 1% of corpdoated issues. And one result of
all this was the generation of a perception (asrited out, an illusion) that structured securiti@se comparable in terms of safety or
riskiness with single name corporate finance.”



know, and as a logical conclusion of the schemkneat yet in this paper, the prices —of the mor&gggince this
speculation was built up mainly on housing and cemumal mortgages — must rise in order to bring altbe
expected and desired profitability of the majoofythe agents, making possible a continuous and exgeasing
inflow of capital to this market, with only minorson auspicious events, like minor crisis, banknastcetc.,
quickly circumvented by the expert action of CehtBanks (Federal Reserve, in the US case) and Big
Government, as Minsky (1982, 1986) explained a longe ago. Furthermore, the continuous rise intasse
prices, in spite of these minor upsetting evergejreed to corroborate almost all the market expeotats well
as the algorithms used to calculate and distribistes according to historical (which?) data (Zemdr2006;
Colander et al., 2009; Dow, 2008; Davidson, 198BABisky, 1982), and also yields, subdivide tranclets. Of
course, the entire scheme would collapse if pretepped to rise. In addition, houses are the ms&eta for
many families and, thus, several of these familgesd those assets with rising values to increaselibrrowings

through renewed mortgages, piggybacks, etc. (Gabd@hidoffmann, 2008; Goodhart et al., 2009).

Graph 4 — Residential Prices in the US — 1992-20Q&riation in relation to the same quarter of the pevious year)
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Source Office of Federal Housing Enterprise Oversigipy@Cagnin, 2009a, p. 269; 2009b, p. 161.

As a matter of fact, there was an almost continumesin the prices of housings in the US, from2.89
the middle of 2005 (Cagnin, 2009a, p. 269; 2009,61). From this moment, which almost exactly caes
with the acme of housing selling in the US thatwoed in the fourth quarter of 2005, with 8.5 naitli houses
sold (1.3 million new), those prices and sellingretd a uninterrupted decrease. In the third quaft2008, the
housing selling had achieved only 5.4 million urf@s36.5% reduction in less than three years), @&ifhmillion
new (an astonishing 61.5% decrease in the samedpdrorres Filho and Borca Jr. 2008, p. 144-5).

b) a benign action, in a Minskian sense, of moyegathorities, keeping low interests rates in thére
period (Cagnin, 2009b, 160-1). This will allow mamghodox economists to blame these policies ferdtsis,
together with supposed naive and misconceived dinested to guarantee at least a house for eachriéame
family, despite their income level (Taylor, 2009eGtad and Smith, 2009; Patnaik, 2010; Krugman \&fedls,
2010). In any case, probably the majority of theneenics establishment, whatever their explicit raplicit
theoretical strand, will agree that low interesesa by the Federal Reserve, fed the housing aosirp prices
boom, although some could consider an impossibésion to attain all the goals attributed by thens@ieam to
the same monetary policy: low inflation rates, fithployment, mild asset speculation, etc. (Greensp@d7).
Moreover, as also explained by Minsky (1982), aroremor less radical change in this benign mongbatcy
would imply simultaneously in changes in currerd @nospective prices of all assets, disturbingugpewving and
certainly bringing about pressures for reversiorpolicies and/or blames for the premature explogibthe

speculation bubble.



2.1. The onset of the crisis

The crisis began with the reversion of the growitthe prices of the housings, which started tq fdlwe
have seen, in the middle of 2005. As we explainesahilisation of the housing prices would damaljeha
pyramid scheme, which had as a sine qua non aystesal in the prices. A reversion would be even enor
harmful, increasing losses and difficulties to savor even to roll over debts (Minsky, 1982). Mwrer,
American laws allowed mortgage debtors to abantdeal away’) their residences, i.e., to transfegrthto the
creditors if they want to retrench from paying theiortgages, what started to be done with the dallthe
residences prices. In addition, as we have sedaraphs 2 and 3, the delinquency and foreclosues rat
subprime debtors were excessively large compardlose of prime debtors. There was an importaniatah
therefore in the yields of the SIVs, with their maiwners, commercial and investment banks, hawngpver
payment delays, losses, etc., and not least, iaguinose banks to record these losses in theambal sheets,
what had not been done beforehand. Of course, thene enormous costs also to several tranches &fSCD

Therefore, it became then clear that the balaneetstof many financial intermediaries, even of samne
the largest banks in the US and Europe, could eatusted, because of the absence of knowledgeeoshiare of
toxic assets on the balance sheets of those fianstitutions (Dymski, 2010; Galbraith, 2010, Enwengreen et
al., 2009; Kregel, 2009). Creditors began to widhwdtheir investments in SIVs, mutual funds, ett.the usual
‘flight to quality’, i.e., to US Treasuries, inci@ag rapidly the spreads between the rates neauedtract
investors and the FED Funds (Eichengreen et ab9;20orres-Filho and Borca Jr., 2008). Consequetttigre
was a retrenchment of creditors from financialitngbns, of financial institutions from borrowersnd so on, in
a much known vicious cycle which simultaneously idished credits and rose interests (Minsky, 1982),
including interbank loans — chiefly after the infaums Lehman Brothers bankruptcy — feeding back &odiree in
house prices and investments, and even turningssilple the pricing of mortgage backed securities.

That is the reason for the first strong signs & toming crisis: the bankruptcy of Ownit Solutioas,
nonbank specialist in subprime and Alt-A mortgage<2006; the August 9, 2007 halting of withdrawhism
three investment funds by BNP Paribas, with ab@.2 $illion in total assets, after Bear Sterns,Jaly 31, and
Union Investment Management GmbH, on August 3, feadrred to the same measures, a week before (Boyd,
2007; Acharya & Richardson, 2009, p. 208). In tgalhe markets were then disturbed, but almosirmed to
‘business as usual’, until the need of Bear Stéonge sold to J.P. Morgan, on the weekend of 154&aéch,
2008, in a rush to avoid a financial panic befdr¢he opening of the markets in Asia, on MondayaBgterns
was sold with a special financing from the FEDuad up to $30 billion of Bear Sterns’ less liqguskets. And
all this was needed despite a startling 93% priseotint to that investment bank closing stock paoehe New
York Stock Exchange, on Friday 14 March or 99% @ering those prices a year before (Sorkin & Thodras
2008). However, sheer panic was avoided until tlelmknown policy mistake with Lehman Brothers, ba t
weekend of 12-15 September of that same year (Ba20i10, p. 5-6; Taylor, 2010, p. 360-1) and thasien of
the US Treasury, just on 16 September to lend #86rbto AIG in exchange for a stake of almost 8@94hat
Group, in order to prevent its bankruptcy (Wes2609). Wachovia (-73.2%), Wells-Fargo (-65.5%),igcaup
(-41.2%), J.P. Morgan (-25.5%) and Bank of Amel(kD.2%) assets also faced huge losses in theiugug
2008 market prices in comparison to July 2007 @®#ilho and Borga Jr., 2008; Guttman, 2009). Astt@r



(2009, p. 567) affirms, “[i]t is estimated that Bgbruary 2009, almost half of all the CDOs eveueasshad
defaulted... Defaults led to a 32% drop in the gahi triple A rated CDOs composed of super-safaosen
tranches and a 95% loss on triple A rated CDOs osexb of mezzanine tranches...”.
3. Reliance on fragile theoretical foundations

One important issue in contention is the methodo&ginderpinnings supporting (or not) one’s peeon
(or even a scientific group’s — Kuhn, 1962; Lakatt870) view of financial markets and the analyaad
proposals which are derived of those views (Lajd2x10). We will divide this discussion in two majoarts,
presented in this item — first, an analysis of icial markets and the current economic crisis —sewbnd — a
view (or understanding) of economics and finanmalkets and some broad considerations on methadalog
issues. That is to say, we will not discuss in fhaper proposals for the current crisis, althougty tcould be
considered a rather logical consequence of ourrp&pe this would require practically another paper

We can follow the outline sketched by Krugman andIll8/(2010) to present the arguments of several
economists on the crisis. They divide their expl@mmain four major issues, nor mutually exclusivaythe low
interest rate policy of the Federal Reserve aftber 2001 recession; b) the global savings glut;irdntcial
innovations that disguised risk; and d) governnpeagrams that created moral hazard.
a) The low interest rate policy of the Federal Resee after the 2001 recession

A large stream of economists contend that too lnerest rates, from at least 2002 to 2006 are @ie m
or even the sole responsible for the crisis. Asgran and Wells (2010) explain, after the burstechhology
bubble in the late 1990s, central banks cut base-gtrm interest rates, in an attempt to avertuanp. The
Federal Reserve cut its overnight from 6.5 peregtite beginning of 2000 to 1 percent in 2003, kepthe rate

at this low point until the beginning of the summé2004.
Graph 5 — Federal Funds Rate, Actual and Counterfaaal (in %), U.S. 2000-2007

l Loose fitting a

Federal funds rate, actual and counterfactual, %

/\A(lual
7

—_—

T 4

O = N WA ! o N

L s s s s s
2000 01 02 03 04 0s 06 07
Source: John Taylor, *Housing and Monetary Policy”, Sept 2007
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Apud: Taylor (2010, p. 342).
As Taylor (2010) proposes, Graph 5 would show tihat actual monetary policy in the U.S. was

excessively expansionigipt following the Taylor rule which “worked well dumgnthe historical experience of
the ‘Great Moderation’ that began in the early 198Q) This was an unusually big deviation frore fhaylor
rule. There has been no greater or more persid@nation of actual Fed policy since the turbuldays of the
1970s. So there is clearly evidence of monetaryegse&s during the period leading up to the housing
boom.”(Taylor, 2010, p. 342-3). He also providetatistical evidence” that that “interest-rate déwaa could
plausibly bring about a housing boom.... In thigywan empirical proof was provided that monetarlygyovas a
key cause of the boom and hence the bust andite §Taylor, 2010, p. 344). Inflation rates, mesed through
CPl inflation, would also have been lower, aroulnel 2% target suggested by many policy-makers -eofse,

adept of inflation-targeting policies — insteadlod 3.2% during the previous five years. Moreotfeousing was



also a volatile part of GDP in the 1970s, a peraddmonetary instability before the onset of the &re
Moderation. The monetary policy followed during Becat Moderation had the advantages of keepinigy tet
overall economy stable and the inflation rate I¢Waylor, 2010, p. 345).

In addition, interest rates in several Europeamts — strongly influenced by the American mongeta
policies — were also below those that historicglutarities according to the Taylor rule would haredicted.
And the housing booms would have been the largésravthis deviation was the largest. However, as he
candidly asserts, “One can challenge this conahysib course, by challenging the model, but an athge of
using a model and an empirical counterfactualas ¢ime has a formal framework for debating theasg¢taylor,
2010, p. 345). Also, according to the subjacerntiefit market model of his analysis (Laidler, 20p059), the
rating agents would have underestimated the sesuniisks “either because of a lack of competitipapr
accountability or, most likely, an inherent difflguin assessing risk owing to the complexity”.(Tay 2010, p.
350). Finally, the behaviour of GSEs, like Fanni@aeMand Freddie Mac, encouraged to expand and to buy
Mortgage Backed Securities (MBS), “should be adiethe list of government interventions that weeast f
the problem.”(Taylor, 2010, p. 351). Consequerdlycording to Taylor, the major problem after thisisrwas
one of risk rather than liquidity, made worse bymg policies which engendered Lehman Brothers’ hatky,
for they made unpredictable which financial ingidns government will save and support.

As a conclusion, “government actions and intenagicaused, prolonged, and worsened the financial
crisis. They caused it by deviating from historipabcedents and principles for setting interestsrahat had
worked well for twenty years. They prolonged it tnysdiagnosing the problems in the bank credit ntarked
thereby responding inappropriately by focusing igaidity rather than risk. They made it worse by\pding
support for certain financial institutions and thaieditors but not others in an ad hoc fashiothewit a clear and
understandable framework. While other factors wengainly at play, these government actions shoeldirst
on the list of answers to the question of what werdng.”(Taylor (2010, p. 362). Certainly this istnonly
Taylor's opinion. Many economists share his viewuyginan & Wells, 2010, Patnaik, 2010, Cassidy, 2010;
Wickens, 2009).

However, as Krugman and Wells (2010) explain, tlaeee

some serious problems with this view. For one ththgre were good reasons for the Fed to keepvéan@ht, or “policy,” rate low.
Although the 2001 recession wasn't especially deeggvery was very slow—in the United States, eymlent didn’t recover to pre-
recession levels until 2005. And with inflationthig a thirty-five-year low, a deflationary tram which a depressed economy leads to
falling wages and prices, which in turn further gess the economy, was a real concern. It's hasgég even in retrospect, how the Fed
could have justified not keeping rates low for ateaded period.

The fact that the housing bubble was a North Aitardgther than purely American phenomenon also matkbard to place primary
blame for that bubble on interest rate policy. Bwgopean Central Bank wasn't nearly as aggressvhe Fed, reducing the interest
rates it controlled only half as much as its Amanicounterpart; yet Europe’s housing bubbles wdhg ¢omparable in scale to that in
the United States.

These considerations suggest that it would be wtonattribute the real estate bubble wholly, orreue large part, to misguided
monetary policy.

b) the global savings glut
According to some economists (Eichengreen, 20@8ytbbal savings glut is a major cause for thasris

The other element helping to set the stage foctisés was the rise of China and the decline oégtment in Asia following the 1997-8
crisis. With China saving nearly 50 per cent ofG§P, all that money had to go somewhere. Much aent into U.S. treasuries and
the obligations of Fannie Mae and Freddie Mac. Phegoped up the dollar. It reduced the cost of dwimg for Americans, on some
estimates, by as much as 100 basis points, endagrtigem to live beyond their means. It createdosenbuoyant market for Freddie
and Fannie and for financial institutions creatirigse substitutes for their agency securities, ifepdhe originate and-distribute
machine.



Again, these were not exactly policy mistakes.ihgta billion Chinese out of poverty is arguablg tsingle most important event of
our lifetimes, and it is widely argued that theipplstrategy in which China exported manufactureseiurn for high-quality financial
assets was a singularly successful growth recipmrileBly, the fact that the Fed responded quicldythe collapse of the high-tech
bubble prevented the 2001 recession from becomiag wiorse. But there were unintended consequembese adverse consequences
were aggravated by the failure of regulators thitég capital and lending standards when capitédvws combined with loose Fed
policies to ignite a credit boom. They were aggtedaby the failure of China to move more quicklyeiocourage higher domestic
spending commensurate with its higher incomes @igheen, 2008, p. 4).

The main idea supporting it is that the savingsafntries like Germany and many Asian are usediyo b

securities in deficit nations, like the US, UK, 8pand so on:

Historically, developing countries have run traddidts with advanced countries as they buy maadfimad other capital goods in
order to raise their level of economic developménthe wake of the financial crisis that struckighg 1997-1998, this usual practice
was turned on its head: developing economies ia Asd the Middle East ran large trade surplusds adtzanced countries in order to
accumulate large hoards of foreign assets as insair@gainst another financial crisis (Krugman & /€2010).

An important problem with this explanation is ti@ntral Banks throughout the world set the bagesra

Nonetheless,

These capital inflows also drove down interests-ataot the short-term rates set by central bankcpobut longer-term rates, which
are the ones that matter for spending and for hgysiices and are set by the bond markets. InthetfUnited States and the European
nations, long-term interest rates fell dramaticaltier 2000, and remained low even as the Federséie began raising its short-term
policy rate. At the time, Alan Greenspan called ttivergence the bond market “conundrum,” butpesfectly comprehensible given
the international forces at work. And it's worthtimg that while, as we’ve said, the European Célteak wasn’t nearly as aggressive
as the Fed about cutting short-term rates, long-taites fell as much or more in Spain and Ireladhahe United States—a fact that
further undercuts the idea that excessively loosratary policy caused the housing bubble.(... gtbbal glut story provides one of the
best explanations of how so many nations managgdttmto such similar trouble (Krugman & Wells 12Y).

We can agree with Krugman and Wells if the saviags understood as influencing long term interest
rates, i.e., if they are used to buy and make plestwer long term interest rates for these séestiOf course,
to this savings we must add, at least for someviddals and groups, US, UK, Spain, etc., privatersgs. That
is to say, the issue is not so much of a savings-gfor the sum of private, public and privateisgs in every
country amounts to zero (Godley & Zezza, 2006; @pdit al., 2007; 2008) — but one of where to pet th
financial resources to those who own them.
c¢) financial innovations that disguised risk

Many authors consider that several models whiclkghtogether many mortgage debts with other debts
— even student loans, leveraged loans, credit @alodls, corporate bonds, etc. (Acharya & Richard2609, p.
199; Wallison, 2009b) — were the main responsibtdiie crisis, for they disguised the implicit gstf the many
assets included in each CDO. As many analyststa#iser simply impossible to rate risks in thesB@s and
also, consequently, to know the entire situatiorihef financial institutions and of the whole finaicsystem,
even by the most savant.

Banks and some other financial institutions actednt chiefly as originators of credit, i.e., as
intermediaries (Kregel, 2009), usually not keepingm in their balance sheets. This behaviour wasafrthe
responsibles for the crisis, since those origirsateere not worried about real conditions of dehtbtg mainly
with creating new mortgages, in order to packagntiin CDOs and then sell them to the market, géingra
substantial fees for the originators (Stiglitz, 20Brugman & Wells, 2010).

Moreover, systemic risks were disregarded in theletwused by financial institutions (Zendron, 2006;
Colander et al., 2009; Crotty, 2009). This turnislg invisible to agents, considered individualhysgstemically.

We would add to these the failure of rating agentterate more correctly those CDOs, in spite efittherent



difficulties or even impossibilities we stresseddoe for such rating. Nonetheless, the rating agsnmostly
rated these packaged securities with very goodgsitinormally with an AAA. This behaviour denotesoaflict
of interests, for the rating agencies were regylpalid for these ratings, having interests to renaai good raters
for the credit originators, in order to receivegsb@ayments regularly (Stiglitz, 2009; White, 2009)

Furthermore, there were also conflicts of interegithin the staff of the financial institutions, rfecheir
components received earnings based on profitsggeerated through fees paid for mortgages and oitlgtis
originations. It was quite possible that if a fioa institution would face problems in the futuh®se would not
happen at the time the then members of the stafldvibe in those institutions. Besides, even thosenbers
could believe that the financial models to calailiasks were trustable and so even they couldduidthat they
were doing a fair and good job for all.

Regulators also believed somehow in market effjeand those who had doubts about it were stified b
the “true believers.” In addition to that ideologliagssue, there were practical incentives like Watleet (and
other financial centres) political and ideologigmkessure — since many central bankers, secretanigsother
regulators are connected to the financial instngito be regulated or can work for them in theritCrotty,
2009, p. 577). Finally, Wall Street and other ficah centres are very important financial contrdoat to
increasingly more expensive political campaigjf® sum up, all the incentives structure of theficial markets

was flawed (Stiglitz, 2009; Wray, 2009).

Everyone ignored both the risks posed by a gerenasing bust and the degradation of underwritiagdards as the bubble inflated
(that ignorance was no doubt assisted by the hogeiats of money being made). When the bust camehmithat AAA paper turned
out to be worth just pennies on the dollar.(...p\f¥¢ver,] Three points seem relevant. First, theaugersion of the story conveys the
impression that Wall Street had no incentive torwaibout the risks of subprime lending, becausei able to unload the toxic waste
on unsuspecting investors throughout the world. tig claim appears to be mostly although not elgtitvrong: while there were
plenty of naive investors buying complex securitigghout understanding the risks, the Wall Stréehd issuing these securities kept
the riskiest assets on their own books. In additroany of the somewhat less risky assets were hdygbther financial institutions,
normally considered sophisticated investors, netgéneral public. The overall effect was to coneatrisks in the banking system,
not pawn them off on others.

Second, the comparison between Europe and Ameriaatructive. Europe managed to inflate giant maububbles without turning to
American-style complex financial schemes. Spanatikb, in particular, hugely expanded credit; thielysib by selling claims on their
loans to foreign investors, but these claims wéraghtforward, “plain vanilla” contracts that lefltimate liability with the original
lenders, the Spanish banks themselves. The rekitiv@icity of their financial techniques didn’tguent a huge bubble and bust.

A third strike against the argument that complearfice played an essential role is the fact thahtiusing bubble was matched by a
simultaneous bubble in commercial real estate, lwitigntinued to be financed primarily by old-faslédnbank lending. So exotic
finance wasn't a necessary condition for runawagitleg, even in the United States (Krugman & Wel3]0).

In conclusion,

What is arguable is that financial innovation méuke effects of the housing bust more pervasivdéeatsof remaining a geographically
concentrated crisis, in which only local lendergevput at risk, the complexity of the financialustiure spread the bust to financial
institutions around the world (Krugman & Wells, 201

d) government programs that created moral hazard
As Stiglitz (2009) shows, conservative critics gadio the government as the principal culprit foe th
crisis. For the creation of the Community ReinvesiimAct (CRA) required that banks lent a certaiarehof

their portfolio to underserved minority communiti@dallison, 2009a; Patnaik, 2010). They also bldB&ES,

* “[M]ost elected officials responsible for oversegiUS financial markets have been strongly infleehby efficient market ideology

and corrupted by campaign contributions and otheslements lavished on them by financial corporatiddetween 1998 and 2008,
the financial sector spent $1.7 billion in fedegldction campaign contributions and $3.4 billiordbby federal officials... Moreover,
powerful appointed officials in the Treasury Depagtt, the SEC, the Federal Reserve System and atfesrcies responsible for
financial market oversight are often former empbxy®f large financial institutions who return teithfirms or lobby for them after
their time in office ends. Their material intereate best served by letting financial corporatidasas they please in a lightly regulated
environment. We have, in the main, appointed fameguard our financial chickens.”(Crotty, 2009537).



like Freddie Mac and Fanny Mae, which played a Varge role in mortgage markets, despite theirgtigation
in 1968.

Nevertheless, as Stiglitz (2009, p. 337) unders;ore
A recent Fed study showed that the default ratengm©RA mortgagors is actuallyelow average.... The problems in America’s
mortgage markets began with the subprime marketlewannie Mae and Freddie Mac primarily financedriforming’ (prime)
mortgages.(...J o be sure, Fannie Mae and Freddie Mac did getti@digh-risk high leverage “games” that wereftietin the private
sector, though rather late, and rather ineptly.eHéwo, there was regulatory failure; the governmsponsored enterprises have a
special regulator which should have constrainedntheut evidently, amidst the deregulatory philogopfithe Bush Administration,
did not. Once they entered the game, they had sansaje, because they could borrow somewhat marapth because of their
(ambiguous at the time) government guarantee. Theld arbitrage that guarantee to generate boragaparable to those that they
saw were being “earned” by their counterparts nfthly private sector.

Krugman and Wells add the much known political wetion for this economic “analysis”. Those authors

are

careful not to name names and attributes the blmrgeneric “politicians,” it is clear that Demoatre largely to blame in his
worldview. By and large, those claiming that thevgmment has been responsible tend to focus tleeinri Bill Clinton and Barney
Frank, who were allegedly behind the big push t&erlaans to the podr..) The huge growth in the subprime market was primaril
underwritten not by Fannie Mae and Freddie Mac lputprivate mortgage lenders like Countrywide. Mo the Community
Reinvestment Act long predates the housing bubbl®verblown claims that Fannie Mae and Freddie Magls-handedly caused the
subprime crisis are just plain wrong.

As others have pointed out, Fannie and Freddiealigtaccounted for a sharply reduced share of tmaenlending market as a whole
during the peak years of the bubble. To the extattthey did purchase dubious home loans, theg wepursuit of profit, not social
objectives — in effect, they were trying to catgh with private lenders. Meanwhile, few of the ihdibns engaged in subprime
lending... were commercial banks subject to the @anity Reinvestment Act.

Beyond that, there were the other bubbles — théleubh US commercial real estate, which wasn’t psted by public policy at all, and
the bubbles in Europe. The fact that US residehtiaising was just part of a much larger phenomewaud seem to be presumptive
evidence against any view that relies heavily gypssed distortions created by US politicians.

Was government policy entirely innocent? No... Faramd Freddie shouldn’t have been allowed to gisicly profits in the late stages
of the housing bubble; and regulators failed tothseauthority they had to stop excessive riskagkKrugman & Wells, 2010).

4. Considering methodological issues

In this section we sketch a conception of whattheefundamental, metatheoretical failures involugd
and explaining, in our view, the theoretical probgeof economics. For us, the main problem (formaliallows
the use of very inappropriate models to undersemoshomic reality. Since formalism presupposes aolagy of
‘closed systems’ it is unable to avoid economicasfiers caused by phenomena of ‘open systems’, like
uncertainty, bounded rationality, herd psychologig, Our interest is not primarily in debates witleiconomic
methodology, but in using methodological critiquéseconomic theory in order to see if we can Idaom this
episode how can we profit from paying attentiorthie real word when designing models. We do so iieeth
steps: outlining the critical realist approach t@m@omic methodology, which draws attention to théotmgy of
economic world; discussing formalism and the protdeoncerning design and use of overly unrealisbdels;
and finally proposing some ways to proceed in there.
4.1. The critical realist conception of scientifiexplanation

Critical realism is a comparatively new and expagdapproach to the methodology of economics.
Proposed by the British philosopher of science Bbgskar (1975, 1979), it was introduced in econsrbig a
group of economists and other social scientiststijnassociated with the University of Cambridgehdis made
an appeal to philosophically-oriented economistd achools, like Post Keynesians and Austrians. Dést
known name of critical realist economic methodolagyTony Lawson (1997, 2003, and several papers),
formerly editor ofCambridge Journal of Economic€losely associated are Sheila Dow (2002, 200d)tha
(old) institutionalist and evolutionary economicetinist Geoffrey Hodgson (2004, 2006). The pivotene

within critical realism is the nature of scientifictivity and explanation.



According to that approach, traditional issues sommic methodology (logical empiricism and
Popperian falsificationism) mistake the nature @éstific activity and so propose an misleading &angnatural
as well as social) working scientist. For in tha@unal sciences, theories are law-like statemerus fivhich
implications that ‘explain’ the object of intereste deduced. Thus, for example, an explanatioalld bodies
is a deduction from Galileo’s Law, plus a seriesagkiliary or attending or simplifying/idealizingatements
(e.g. perfect vacuum, flat surface of earth, efecpording to the traditional methodology, explaoatiis
subsuming a case of falling body into at least gereeral law. Prediction, on the other side, isxqgeet that from
the same cause (a general law) the same effectawvilays (deterministically or probabilistically) sre.
Explanation and deduction are symmetrical (the faridempel-Oppenheim’s ‘symmetry thesis’). The erogir
test of theories is at the same time conditioritfoacceptance, and a sign of growth of knowlédge prescribe
this methodology for economics involves two implicas: (i) there is only one valid method of inquall over
the sciences (‘methodological monism’); and (i search for regularities or constant conjunctioinevents is
the only possible mean of attaining knowledge €&pnic fallacy’).

Starting from the latter, for critical realists @ant conjunctions of events are neither necessary
sufficient condition to claiming scientific knowlgd. Scientific law-like statements are formulated i
experimental (i.e. controlled) settings (‘closedtsyns’), where constant conjunction of events obthiecause
one causal factor of interest is sealed off from atiner countervailing factors that bear on thenameenon of
interest, such that we can always say ‘whenevesnfetype) X, then (event type) Y'. If valid, thesetements
will be successfully applied also in nature (aneogsystem’). How is that possible? Traditional métiogists
have a problem here: if stable conjunction of ev@mé sought after, they are rather rarely spootaste founded
(astronomical laws, one of Lawson’s favorite exanpf spontaneous regularity, is indeed obtainedeund
conditions of closure, see Maki, 1992b, p. 186)if the other hand, the subject matter of scientifestigation
is explained by the scientist’s intervention, thteay are bound to admit that there is no genuimes lm the
nature. Critical realists solve this problem byiriag that the aim of experimental activity is smiate a putative
causal factor from all others bearing on the pheasran of interest. When the theory obtained is ssfady
applied in open systems is because scientists idaveified correctly the causal (i.e., dominantgtéa. This
picture has important implications for critical istis account of science.

First, science should not be seen as the sear@ donstant conjunction of events. The prime irsteoé
critical realists is in ontology. Ontology is theudy of the nature of world and what there is ir{it$ ‘ontic
furniture’). Critical realists advance a seriesootological propositions. Reality is structuredlayers, each of
them more encompassing and deep from top-down. fifbe layer is theempirical domain (our sensory
perception of events and state of affairs), theosgécone is theactual domain (things ‘as they really are’,
irrespective to our knowing of or feeling them) ati third one is theeal or deepdomain, populated by
structures, mechanisms, powers and tendencieshibpe and condition the events of actual domamctires

are the properties of an object of inquiry of theiwde of being. Mechanisms are the way an objestabgs, due

®> We will not delve into the details and historicalimbling of ‘received’ (i.e., logical empiricisthd Popperian views of methodology
(but see Hands, 2001, chap. 3). This does not ptéiaug (1997a, p. xxiii), an important supporéérPopperian ideas in economic
methodology, to say that ‘the Methodology which thegpports the economist’s striving for substantivewledge of economic
relationships is the philosophy of science assediatith the names of Karl Popper and Imre Lakalas.full attain the ideal of
falsifiability is, | still believe, the prime desdatum in economics.’



to its structure. Powers are capacities of theabpjghat it can cause when its mechanisms areetrgg) Yet
these mechanisms do not operate in isolation,rbapen systems, such that many other mechanisrhar{eimg
or countervailing) might typically be at work sinmreously — thus concealing the mechanism we é&eeested
in. That is why critical realists claim that meclsans operate as tendencies, i.e., when triggeresgchanism
will necessarily operate, no matter what eventsientn this ontological commitment, reality is sffad (in

layers) and structured (any layer may be out okplfeom each other), but an explanation is the niimra the
empirical domain into even deeper layers of reabgarching for the causal mechanisms of what existhe
actual domain and which we perceive in the emgidoanairf.

Second, due to this account, explanation does emtine strict regularities. A unique event can be
explained if we have sufficient information on gigucture, and antecedent knowledge from wherdatt the
research. Constant conjunctions of events arefinmusft for explanations, too. For explaining a pbmenon is
studying its structure looking for plausible mecisars causally responsible for its occurrence, rathen simply
recording correlations between empirical eventsfabi critical realists charge positivists of ditiges of what
they call ‘epistemic fallacy’ — mistakenly conflagj ontological questions to epistemic questions. éxample,
the restlessness search for models that bettefdéits to a theory is a case in point, insofartageduces all
phenomena to some measurable and all-compassihgiealacategories referring only to empirical et&n

At last, thirdly, social scientific research candmne along lines broadly similar to natural sceenthe
structures, mechanisms, etc., are obviously differeut the aim is equal: unearth causal mechanipmsers
and tendencies of structured objects of knowle&gam this point, Lawson (1997, chap. 14 to 16; 2@b&p. 2)
elaborates the nature of social reality at lendthis characterized by internal (constitutive) aexternal
(contingent) social relations, mediated by posgi¢hierarchies) and rules (norms, mores, convesiietic.).
Society is thus an unbroken net of relations, ddpethof individual action but irreducible to it,twimechanisms
and powers of its own. It constrains the alterreattourses of action for individual decisions, boes not
determine the action actually chosen. Moreoveaniy time individual action is simultaneously reproishg and
transforming society. Critical realists like Arch@995, chap. 5) and Fleetwood (1995, p. 86-90)tke process
‘the transformational model of social activity’: Bociety our actions are always based on strucinresited
from the past and always transforming or reprodydims same structure for the future. That is wiayvkon
(2009, p. 764) claims that social processes at@tadity in motion’.

One last question is: how can we obtain knowledgthese hidden structures? Ciritical realism is anot
disguised form of outdated essentialism? That isrevieritical realists claim their position as fdlgm — there is
no guarantee for putative mechanisms besides igepto illuminate some reality (natural or socialhe
problem of discriminating among alternative thesiithe old problem of ‘identification’) is to belged by the
degree in which each theory can explain more (aradbetter way) events than its competitors. Ofs®uhis is
a very hotly debated issue in the philosophy oésoe, opening the doors for relativism. Criticalliss call in
their help two notions: knowledge, as a social pobdis itself a ‘produced mean of production’ ofokvledge,

such that in the start of any research we haveeadtlone theory to proceed. Moreover, the ontadbgic

® Certainly that is only a sketchy picture of caficealist account of scientific practices. Seermythy and sophisticated discussion of
these matters in Lawson (1997, chap. 3).



commitment (‘how reality is’) traces a divide betmeknowledge of reality and its object. This makegible to
be falibilist, not relativist: reality is the coastive backdrop onto all scientific claims can kaleated and our
prior (scientific) beliefs revised. Thus, criticaalists can (and relativists cannot) differentiat@nges in the
world from changes in knowledge. When we perceiomes event (supposedly) disjunctive to our existing
knowledge, we can abduct a mechanism (i.e., propasaise for that effect) and investigate its aetue. We
shall deal with the question of how to identifyausal mechanism shortly. Before that, we deal thighproblem
of formalism in economics and its (supposed) culglfor the crisis.
4.2. Formalism and economic models

In the wake of the global financial crisis of 2008en we found opinions on the effect that economic
theory was made irrelevant due to its formalismthi@ simple and plain words of Blaug (2002, p. 3@hat
characterizes “formalism” is that technicalitieg @rized as ends in themselves, such that theaheh do not
lend themselves to technical treatment are seeasd with them the problems they address. Formaksthe
worship of technique and that is what is wrong with it.” flct, several critics and supporters of mainstream
economics have made pronouncements on this re@drdourse, not all mainstream economists recogaize
problem in the way of doing economics. They typicdllame some factor exogenous to the discipline
(regulatory shortcomings, excessively lax monepajcy, irrational optimism and pessimism, and g9 for the
financial crisis’ Others think that is just business as usual. Noteexample, LSE professor Marcet:

What do economists do? We think economics as acgie [That means] if you don’t have a model, data mess... We need models
just to see where to look. | should teach to ourcMfidents and undergraduate students theoriels ifwérnal consistency) that the
research community has thoroughly and very strotegted in empirical terms, because that's our ggressarily, economic models
are oversimplified [there follows the Galileo’s Laag an example] and thus, in order a model to im@@el, is the easiest thing in the
world to make of economic theories... But, unlessd better models, it isn’t fair to make fun (Mar,c2010; our transcription).

Yet Alan Blinder, when praised the progress of @ctoics, has recognized the problem:

Economics was off to the mathematical races. ktalial giants like Samuelson and Arrow led the veayeeping away the old, more
literary tradition in economics and attracting aafirarmy of scholars with a more scientific berrid he adds: “But somewhere along
the way the warm embrace of mathematics developstdrito a infatuation, and then into a obsessimd that, | am afraid, is where

economics lost at least some of its scientific s — moorings we have yet to regain... [Mathemht&sof course, both a high and
exceedingly difficult form of thought and an indisysable tool for every science... But mathematicemsemntirely too self-referential,

too deductive, one might almost say too pure todmsidered a science. Let me dwell on these thoedsw self-referential, deductive,
and pure — for they describe where economics has goong, in my view (Blinder, 1999, p. 146-7).

In our view, the theoretical shortcomings we hagensin the previous section are closely linked to
methodological and ontological presuppositions tgdstld by mainstream economists. The problem corsct®
something that Dow (1990) calls ‘Cartesian modéhofight’ and Lawson (1997, p. 17-18) calls ‘dedustn’.

In short, this mode of thought sees theories oslyogically derived series of propositi6n#/loreover, those

propositions are interpreted as entities apt fom&dization. The next short step is supposing thiae logical

" For a sad report on how the failures of economistbdels of efficient markets and dynamic stochagtneral equilibrium are being
received by their supporters, see Cassidy (2010)Caen (2009). As a matter of fact, some mainstreeonomists are simply loosing
their temper. In a reply to Krugman (2009), Coclré2009) defends his own stance as follows: “Imagiris weren't economics for a
moment. Imagine this were a respected scientisetupopular writer, who says, most basically, thagrything everyone has done in
his field since the mid 1960s is a complete wasténee. Everything that fills its academic journais taught in its PhD programs,
presented at its conferences, summarized in idugta textbooks, and rewarded with the accolagesfassion can bestow, including
multiple Nobel prizes, is totally wrong. Instead talls for a return to the eternal verities ofither convoluted book written in the
1930s, as taught to our author in his undergrada#ieductory courses. If a scientist, he mightabglobal-warming skeptic, an AIDS-
HIV disbeliever, a stalwart that maybe continerda’timove after all, or that smoking isn’t that biad you really.”

8 This characterization is more apt in Dow’s casantiawson’s, as it is doubtful whether mainstreasonemic methodology is

empiricist or axiomatic (Viskovatoff, 1998). Lawssraccount of deductivism is in terms of the Popidempel hypothetical-deductive
model of explanation which is empiricist (while mstream is not).



structures have truth value intersubjectively desti@tble, they are the only valid and sound thewgizn any
science, economics included. And since formal stines are contentlelghis presupposition also amounts (even
unwillingly) to sacrifice relevance for rigor, elgce and precision, for practical implications. ,Btithere is a
problem with formalism in economics, what exacfifhe problem? How could we come to such a stade™we
do any better?

To begin with, formalism is a complex term, intem@a with mathematization, axiomatization and
model-building. Following Chick (1998, p. 1860) -havin turn follows Woo (1986, p. 20, n. 1) — oactis will
be on axiomatization and model-building as formsyntactical and semantical, respectively — of fdisna
Chick, once again, helps to understand each of:them

The axiomatic approach and less rigorous mathealatiodels have a certain symmetry. In the firsie starts with “self-evident”
axioms, applies the deductive method using agrekss 1of logic and, providing one’s logic is correatrives at demonstrable truths.
Mathematical modelling is more relaxed and lessiaons: assumptions need not be “self-evident”;sthiere is some scope for the
theorist’s judgment, and that judgment may be golestl (the “realism of assumptions” debate). Irhkbeses, transformations are then
made following agreed rules, and the conclusiotievioas long as the rules have been obeyed. Thisguiural homology allows one to
order one’s thoughts into points about the issu¢hefappropriate starting point of analysis, pliecisand the biases inherent in
conventional models (Chick, 1998, p. 161).

This passage has many points that are worthwhit®te. Axiomatics and model-building both require a
appropriate translation of empirical objects ofenest into their formal counterparts. This is mdnjethe
modeller “judgment™®. Models apparently also meet their user's anxiety‘precision” and “certainty”, giving
logical consistency to reasoning based on a mdthely are used also to promote agreement on a gsag, by
supposing that it is correctly described in the gloBut note that benefit is gained only at thetagtical level:
models are also inherently interpretative, semahtisuch that their elements are debatable, and the
assumptions can be questioned. So, the problem foitmalism, in economics or elsewhere, is the
misunderstanding that precision and consistency carapletely different from validity, let alone ptaal
implications — and giving to the formers the ulttemavorth.

This is enough to point out that models can beagdst valuable and important, but must be carefully
used. Dow (2008) gives examples of how the ‘frarhimiga question in a formal model can hinder furthe
understanding of or, worse, distort the objectrmfuiry. Models of asset-pricing supposing equilibri‘as the
end-state of market processes’ (p. 17) are a agseimt; another is ‘new’ behavioural economid&hile there is
reference in behavioural economics to social frgnas in the conditioning of choice by social northere is
little exploration of how it arises, although sdoigy might well have provided insights. Because tio¢
axiomatic focus on atomic individuals, the influenaf society is limited to the introduction of samichorms as
exogenous constraints on rational individual betwaviwithout explanation for the emergence of thasens or
the reasons that rational individuals accept thgm.’19) In a similar vein, Blaug (2002, p. 35) ex$s that,
despite using higher techniques, ‘it is diffictdtsee how the new economic geography illumindteddcational

aspects of economic activity any better than tkheeabnomic geography.’

° “While there are different formalist programmese unifying principle is self-contained rule-follawg, by which to construct formal
languages and deductive systems that are indepeofdesntent.”(Chick, 1998, p. 1859).

19 The mathematician Christian Henning is in full @cfance: ‘Mathematical modelling always requires ititerpretation of elements
of the formal mathematical domain in terms of (pe& or social, non-mathematical) reality. Theraasformal way to check whether
such interpretations are ‘true’, and the matherabtimith of theorems applied to such models dodswamrant claims of ‘objective
truth’ concerning the modelled reality.” (Hennir&§)10, p. 46)



Several commentators find Milton Friedman’s 1958agson ‘The Methodology of Positive Economics’
the prime source of formalism in economicsievertheless statements in contrary in this yéeyge (Friedman
1953, p. 10, 11-12), in other places (Friedman, 9199 137), and in the most pronounced influencethers,
like von Newman, Morgenstern, Arrow and Debreu (812002, p. 27; 2003Y.

Take the following, rightly considered the most omant (and controversial) methodological statenoént
the essay:lh so far as a theory can be said to have “assomgdtiat all, and in so far as their “realism” cam b
judged independently of the validity of predictipiise relation between the significance of a theamy the
“realism” of its “assumptions” is almost the oppesbf that suggested by the view under criticisiruly
important and significant hypotheses will be fodadhave “assumptions” that are wildly inaccuratesdeiptive
representations of reality, and, in general, therensignificant the theory, the more unrealistic gssumptions
(in this sense)The reason is simple. A hypothesis is importanit ifexplains” much by little, that is, if it
abstracts the common and crucial elements fronmidees of complex and detailed circumstances surmogride
phenomena to be explained and permits valid pried€on the basis of them alone. To be importtetefore, a
hypothesis must be descriptively false in its agsiions; it takes account of, and accounts for, nafrthe many
other attendant circumstances, since its very sgcebows them to be irrelevant for the phenomenbeto
explained.” (Friedman, 1953, p. 14-15, our italiésjootnote attached to this passage, reads: ‘Tmwerse of
the proposition does not of course hold: assumstibiat are unrealistic (in this sense) do not gquasa
significant theory’'.

Why Friedman is so important to the formalizatidneoconomics? Based on this only passage, almost
every writer finds Friedman ‘licensing’ the freeeusf unrealistic assumptions while constructingnecnic
models. In the context of the global financial is;ishis fingerprints are found in sanctioning madelhich
contain assumptions of substantive rationalityicefiit markets, dynamic stochastic general equuiiby and so
on. No matter whatlid Friedman think on economic theory and practice,dssay cried louder. A supporter of
Friedman methodological statements evaluated igetEching consequences this way: ‘working econtanisok
for heuristics that orient them in the fruitful @ationand also make them feel that their work is scientWhen
seeking fruitful heuristics, coherence and phildso@l sophistication are not necessarily the dontina
considerations. Crude, intuitive notions may bequly adequate to point an economist in the rajhéction.’

(Mayer, 1993, p. 214; our italics). Interestingiy, spite of so much ink spent with his essay, Friad never

1 See Chick (1998, p. 1865), Blaug (2002, p. 30jydan (2009, p. 766), Hodgson (2009, p. 1216), DROOB, p. 17), and especially
Hands (2009).

12 Backhouse and Medema (2009, p. 486) find alsonélneince of Lionel Robbins on the path towards falimation, once his
definition of economics as allocation of scarceotgses was seen by mathematical economists (masHgciated to the Cowles
Commission) as easier (than Marshall’s?) to forneali



disavowed any comment, whether in support or iacatof it>. Thus, the way was freed for economists to
pursue any kind of assumption, no matter how ‘wiidaccurate’ it may b&"

At this point it is important to note that Hand€0(®, p. 158) in facdeniesany responsibility of
Friedman-the-man for formalism in economics. Andplo@nts to his just mentioned warns against exeebsi
‘tautological’ methods of analysis. However thissdanot mean that economists, when they need to theke
methodological allegiances explicit, refuse to tal@nfort in Friedman’'s essay and feel themselvesdgo
scientists. We think they do take comfort in ijeed.

Of course, methodological strictures do not rua vacuum. Hodgson (2009, p. 1215-1216), for example
provides a range of socio-cultural factors accagnfor the winning of formalism, like the changiagstem of
university teaching and research — towards morenamie specialization and quantification, the dowagig of
‘big questions’ concerning society and the ultimates of scientific endeavour, and the ‘publishperish’
pressure. Outside universities, market individumalend the cult of (quantifiable) performance hasrnbm line
with these developments.

But one should not imply, from the critique of falism sketched above, an utter rejection of
mathematical methods in economics. A more tempstadce was recommended by Dow (1995, p. 723-724)
drawing on Keynes’s remarks on the use of mathesati economics. The key point is Keynes'’s turrtimg
focus away from the dichotomy use/do not use, tiwaons in which mathematical modelling is apprater.
These conditions can be briefly stated: (i) whemabksumption of constant structure is reasonablinéosubject
at hand; (ii) when the object of theorising doesinolude significant non-quantifiable elementsddhi) when
variables are commensurable. There is also condifior using formal reasoning, independent of gtieation:

(iv) that the structure being analysed can readgrad represented as constant, such that the Vesialan be
represented as independent, or, if not constaat,inerdependence can be expressed determinligtibgl that
all relevant factors can in practice be expressechdlly (the danger with giving priority to mathetisation is
that the range of relevance is limited to thosedi@c which can, given current capabilities, be exped
formally); and (vi) that the internal logic of thmathematical model is sufficient for persuasionafTis, the
words employed in presenting mathematical argurtiterhselves carry moral authority. Summing up, tloeem
constant the structure of interest and the mooauit be expressed formally, the more confident canlwe of

properly using formal models.

13 A conference celebrating the fiftieth anniversafyFriedman’s essay was organized by the Erasmstitute of Philosophy and
Economics, in 2003. In the published book of thaaference, Milton Friedman was invited to write thaal Word’, in 2004. Here is
Maki’'s (2009, p. xviii) comment: “To my knowledgthis is the first time that he has publicly speltad his views about what others
have written about his essay, but unsurprisinglyhges, he keeps his statement very general ande p@iihile in private
correspondence and conversations, he has beee attigeacting to various criticisms and suggestionsiore substantive ways). He
had decided to stick to his old private rule acamgdo which he will let the essay live its owrelifit remains a challenge to the rest of
us to live our academic lives together with thehodblogical essay that he left behind.”

% Moreover, when Friedman (1953, p. 8) delimitathte tlomain of validity of theories according to hisethodology, any
theory/hypothesis is made unassailable: “Viewed bedy of substantive hypotheses, theory is tautlggd by its predictive power for
the class of phenomena which it is intended to l@rp” Lawson (1992, p. 154-156, 158 note 6) takais “class of phenomena” to
mean posited conditions of closure, thereby stabigunction of events can be obtained. In a simi&n, Mongin (1987, p. 86, n. 16)
asserts that being so vaguely stated, this donfaaplicability “corresponds, in a circular reasumi to simply exclude the known
falsifiers of that theory.” It would be a shortst® treating economics as a kind of intellectuahg played for its own sake. All in all,
we find that much of this explain the alluring aiddman’s essay for working economists — a rhesbaccess gained at the expense
of methodological coherence. However, limitatiofsmace prevents a detailed methodological treatwfethese issues, but see Nagel
(1963); Brunner (1969); Musgrave (1981); Caldw&Bg2, chap. 8); Maki (1986, 1992b); and Lawson 2)9¢br experts critiques of
Friedman.



However, this does not exhaust the possible usésrioial model¥’. Henning (2010, p. 44-45) lists the
following ones: (1) to improve mutual understandif®) to support agreement; (3) to reduce compjexdt) for
prediction; (5) to support decision; (6) to expldiierent (quantifiable) scenarios; (7) to expltime implications
of the model; (8) to guide observations and suplaaning; (9) to lend beauty and elegance to theolt is
apparent that Keynes’s concerns regard the purdd3$€6) and (8), whereas the method of idealizafiaki,
1992a; Nowak, 1989) regards purpose (3), and ‘quoed exploration’ (Hausman, 1992, p. 221) regards
purposes (7)-(9). Purposes (1) and (2) are unceersial®.

Sugden (2002) offers a different view of modelsalBming Schelling’s segregation model and Akerlof's
“market for lemons”, he notes that these modelsaldfit in any of above conditions or uses. Akedahodel,
for example, does not predict the price for almusitv cars. Nor Schelling’s model predicts any bemaviof
racial discrimination in industrial cities. Thubgly are not concerned with prediction or controigd&n assents
that these models can be interpreted as ‘concegixjabration’, but that is not all about them. Thase
constructed as counter-examples, counterfactualshed light in some unperceived stretch of realikgly to
explain real world phenomena. Models do this joliceduring, exaggerating, deforming some featwelating
some putative causal factor, but keeping correspoce  with reality (p. 114-117).

This interpretation accepts Maki's (1992a, p. 32D05) vision of models as (idealized) “thought
experiments”, but, in Sugden’s (2002, p. 121) words

if a thought experiment is to tell us anything abthe real world (rather than merely about thedtme of our own thoughts), our

reasoning must in some way replicate the workirfigh® world. For example, think how a structuragjieeer might use a theoretical

model to test the strength of a new design. Thisl kif modelling is possible in engineering becatigetheory which describes the

general properties of the relevant class of strestus already known, even though its implicatidmsthe new structure are not.

Provided the predictions of the general theorytare, the engineer’s thought experiment replicatgdysical experiment that could

have been carried out. On this interpretation, teemodel explains reality by virtue of the truthtltee assumptions that it makes about
the causal factors it has isolated.

Therefore, models are devices to think about realdvphenomena; its validity depends on what we
know about the real word and if the workings ofsafactors cohere with it. Models are deductiveiaks and
we fill the gap between the model world and thé weald by making inductive inferences from the Vdoof the

model to the real world.

If a model is genuinely to tell us something, hoarelimited, about the real world, it cannot jost a description of a self-contained
imaginary world. And yet theoretical models in egorics oftenare descriptions of self-contained and imaginary warltisese worlds
have not been formed merely by abstracting keyfeatfrom the real world; in important respecteythave beenonstructedy their
authors (Sugden, 2002, p. 133).

In sum, it seems that there are good reasons tareecgalisticism of models. Although no model is,
perfectly realistic (‘the-whole-truth’), our accepte of them depends on their realistically picigrihe
workings of some isolated causal factor (‘nothing the truth’). That is, they must correspond toatwve do
know about the real world. Therefore, it would leumjustified leap of faith to suppose that modetsch are
unrealistic in both senses could, neverthelessnilhate phenomena of the world we live in. Howetsey could

function as heuristic devices or might be servite&tr ‘conceptual explorations’. This point leagsback to the

5 There is an increasing literature on models, thadation to reality and their construction. Here wan only redirect the interested
reader to it. See the papers included in the Pladf IMaki (2002), in Morgan and Morrison (1999)daim a rather recent issue of
Erkenntnis(January 2009).

18 Suppes (1968) argues for the use of formalisnciense, but considers only purposes (1)-(4) and (7)



issue of identifying real causal factors in a hiddatransitive layer of reality — which we deal igcussing the
possible ways to follow, in the near future.
4.3. Proposing alternative modes of thought in thaftermath of the crisis

Since formalism is a process which exhibit, acaoydio Hodgson, path-dependency and positive
feedbacks, it would be naive to expect its instrdandoning. Yet, while some authors, like Colaneteal.
(2009), Keen (2009), Kirman (2009), or even BlaR0R2), propose a way out through looking for betteore
empirically-driven models (e.g. complexity theoexperimental and behavioural economics), Lawsorsidens

any adjust in the economist’s toolkit unhelpful.

[1t is clear that the recent crisis situation @ilalmost any social situation) is something thadseto be understood rather than
modelled... [I]t seems overly heroic to suppose thairder to capture the sorts of developments dlcatirred, all that is required of
modern academic economics is a different type dhamaatics, or internal ‘theoretical’ adjustmentselthe treating of a model’s still
isolated atoms as heterogeneous or as forming émdlgmt expectations; or focusing on the possibilftynultiplicity and evolution of
equilibria; or hoping that cointegrated vector aegpession (VAR) models will uncover robust struetuwithin a set of data, and so
forth... [I]t is apparent that the legitimate anddide goal of economic analysis is not to atteropnathematically model and perhaps
thereby predict crises and such like, but to undadsthe ever emerging relational structures anchar@sms that render them more or
less feasible or likely. Amongst other things, tiEiguires an account of the background conditigiagnst which ongoing developments
are taking place. In the current context, thisudels understanding how the credit expansion treghey liberalised financial markets
set the conditions for the current situation, amel dssortment of developments and mechanisms kphvithinas come about (Lawson,
2009, p. 774-775).

From the previous two sections it is easy to seg khdwson takes such a stark position. Mathematical
modelling amounts to suppose an ontology of closgstems. Reality, as we see it, is in contraryopen
system. Therefore, formalism would be definitionenappropriate for studying processes in the realdvd\s
others (e.g., Hodgson, 2006; Chick and Dow, 2008&aivhan, 2002) have pointed out, Lawson runs imncditly
here. Recall that we leave an open question aldowe:to identify causal factors hidden in the desyget of
reality? Lawson’s (1997, chap. 15) answer is: bgnexing contrastive pattern of events or demi-ragtés
(equivalent to Nicholas Kaldor’s stylized factsucB events are ‘rough and ready’, not strict, sexgularities,
etc. Thus, an example from Lawson himself will hielunderstand the point and its problem. Takeptteern of
productivity growth in the British manufacturingcser in the twentieth century. It is inferior totl@rwise
similar) advanced countries. That is a contrastiei-regularity. We can abduct a cause to it im@empirical
domain (e.g. the British system of labour relatjprasd we can corroborate or revise it with furthesearch,
always giving prime concern to the ontology of tigect.

This is a research conducted in an open system®adause it isolated as negligible, or temporaoily
of focus’, many other facts as worth of being cdased ‘causes’ as the isolated one. Thus, demiaeges are
partial closures, and for two reasons: (i) it ipossible to take all the relevant facts at onceptizing is
necessarily to discriminate and therefore to exxlasdme aspects of reality from our model world; éndas
Chick and Dow (2005) argue at length, the distorcthetween open and closed systems is not jusbfome off,
as Lawson has lead us to belief, but is more nuhndeey identify eight conditions for a system ®dpen and
other eight conditions to be closed. It requirdssBang any one of the former to be open, butodithe latter to
be closed. Moreover, ‘complete openness is incailmipaith a system remaining recognizable as aesys(p.
367) So it is important to have in mind that whesamson insist on the pointlessness of modelling wank
would assume he is reflecting Keynes’'s concernsmathematical modelling, which dwelled mostly with
stability of, and prediction upon (quantifiable)talaCloseness is often partial and this featur@iges scope to



discuss meanings, aims, and assumptions of thelsyadeuding its ontological commitments. The dieoh, as
we see it, is not the use of modpky se but what are the elements, the method and thggmedt made in its
design.

But these statements do not mean that we are eshas$ the new assortment of modelling techniques,
such as complexity theory, behavioural economiegs|utionary game theory, and so on. Along similae$ of
Lawson’s critique (see the previous quotation) ofa@deret al. (2010), Hodgson (2009) and Dow (2008) also
cast doubts on these new techniques. And for aafmedtal reason: it is a mirage, a Sisyphean tadkok for
models that ‘fit’ better the data of recent finaldurmoil. Mathematical modelling is inherently heipful to
deal with stuff that makes for strong uncertairgych as innovation, inexistent information, cooadion of
agents (Hahn, 1984) and animal spirits. New modebBeem to let this uncomfortable feature passlivion.
Yet, we have already paid a high price for plagnediction above understanding.

If our assessment is valid, there are strengthsaaaadkness in both positions. So, could we do et
answer would be in line with two pluralist statetsemwenty-five years ago, the sociologist Etzi{if85, p.
390) proposed “a medical model” for economics, Whionsists in making use of ‘findings from a varief
basic sciences’, including sociology, political esate, environmental science, psychology, etc., rajmat
transcending the rational economic man, but ‘withverting to a much less analytical science,h® way
[nineteenth century] political economy was’. Simya Chick (1998, p. 1868) says: ‘I hope that | baargued
persuasively that the role of formalism is to begmse and rigorous where that is possible, andatter modes
of analysis exist as valid and valuable complemdrasmalism is fine, but it must know its placehi3 way, we
hope, it will be possible transforming economid® ia more realistic and useful science.

5. Concluding Remarks

The recent financial crisis gives an opportunity feflection on the foundations of economic theanyl
the practices resting upon it. Despite some fasttish could have been avoided — such as excessiaace on
the self-correction properties of markets, on matiagencies, on the self-regulation capacity of mtark
participants, on excessive freedom, or even thie alimarket, seen as guardian of growth and ergreurship,
and on the damaging effects of believing in norpalt self-seeking behaviour — we think this episbdiegs
with it deeper lessons.

At the practical level, that of norms, regulatiarsd operation of markets, there is a need for arease
and change in regulation and incentives for manthefmost important market players (Volcker, 2088glitz,
2009). We described the roots of the crisis andélécauses which finally started it. We also enésd a quite
detailed explanation of the four major issues, matually exclusives, which brought about the crifiiowing
Krugman and Wells (2010): a) low interest ratesjnigaby the Federal Reserve among many others &lentr
Banks, after the 2001 recession; b) the so-calletbad) savings glut; c¢) the disguise of risk by fical
institutions, rating agencies and models used legehmajor actors, and appalling failures in theareing
system for many of the agents working in the finalhmarkets; and d) government programs which wdnalde
created moral hazard.

At the theoretical level, our paper echoes a hbabo-orthodox economists who urge for a changdén
foundations of economic theory (Dymski, 2010). Tdwninance of the New Keynesian thought, and it® twi



conceptions of (systemic) equilibrium and (représeve agent and) substantive rationality (alas)ceptions
‘imported’ from New Classical economics), are dangsly fragile and even damaging in episodes Iis t
crisis. How can one explain the volatility of asgeices, once one assumes that markets are inncont
equilibrium through time, in a random process? Mwuez, how can one sustain that this macro equiliri
emerges from optimizing decisions of agents witligeé knowledge, not only about economic fundamientaut
even about the dynamics of markets, such that tfieyot commit systematic errors? In other wordsse¢h
perplexities clearly point out that these modeks @rerly unrealistic in the sense defined in ttapgy, namely,
that a model validity depends on what we know abma economic systems, rather than on dogmas of
competitive (and thus efficient) markets.

Orthodox economists certainly would explain theisrby failures in models of evaluation of risksl &m
predictions provided by them. They would blame goweents for their ubiquitous failures. They wouldoa
complain that bailouts could jeopardize public &ein market systems (or even in ‘free societi&ég hindering
market discipline (i.e. bankruptcy). They will keep seeking more sophisticated models to proviéeigions
“fitting” better the data. And they will keep ongaiching about the virtues of markets and the siegd of
regulators (Acemoglu, 2009). From these quarteesshrould have low expectations of transforming eouns
because of what Keen (2009) calls ‘inertia of tmeniovable object of the economic belief’. Thus, ¢tintnodox
lessons from the crisis oscillate between recitatibold sermons and marketing of new techniques.sWall not
discuss — we would not even dare — how changebenstientific community’s beliefs will take placBut
economic methodology can be helpful to assess amgtaior change the economist toolkit.

The economists from who we have drawn upon in paiger hold converging views that failures of
orthodox economic theories can be tracked downdthadological misunderstandings, though methodolegy
seldom explicitly discussed by those theories. &t is why the influence of Friedman’s essay plstysh an
important role in our argument. Despite the pelioepbf Friedman as a foe by formalist revolutiorarior
Friedman’s admonitions on the importance of emairtesting of theories, ‘once the assumption domatter,
the cat was out of the methodological bag, thegasibn was free to go speeding down the formaled’(Hands
2009, p. 150-1). Assumptions of DSGE, efficient ke#s, representative agents, etc., simply do ndtemanly
its empirical predictive implications. During the@dms, reality seems to authorize this kind of pmgstion.
Moreover, ‘it is all very well to have economic tmg dominated by a school of thought with an inrfaith in
the stability of markets when those markets arevier gaining — whether by growth in the physicalremmy, or
via rising prices in the asset markets. In thoseuanstances, [heterodox] academic economists glasb@ut the
logical inconsistencies in mainstream economicshal want: they will be, and were, ignored by gowveent,
the business community, and most of the publicabse their concerns don’t appear to matter.’(Keégo9, p.
2)

The methodological approach endorsed here, tharit€al realism, puts forthright emphasis on the
importance of considering the ontology of objectsder scientific economic investigation. It argues f
considering the nature of objects of interest fooremists, like households, firms, markets, produact
distribution, trade, money, etc., as they really er the world we live in, rather than as they dobé in an
idealized world model. Maki (1992a) could make @feotion to that claim, since by defending reatistiss we



are, in fact, restraining our view to ‘common-sensalism’ (as opposite to ‘scientific realism’ whicontains
non-observable entities). However, as we have sessnomists of different persuasions would clairat th
model credibility is not divorced from what we kn@aout the real word, the world existing out of thedel.

This approach is, notwithstanding, sceptical abieat capability of new formal models to solve the
theoretical problems we are faced, even though treological compromises are richer than the aftixoones.
And that is so because: (i) a theory have to beslated into a formal language to be a model; ichsa
translation problems are “stripped out” of mosttefnon-formalisable aspects; and (ii) creativitgl aurprise are
difficult to be modelled. It is clear enough thahgouter simulations, for example, depend on th&ungons on
how to ascribe/change probability distributions rokesults, according to rules defined from the paogmer.
Thus, although they are important and superionverlg simplified worlds of neoclassical models, seanodels
hardly can improve our knowledge of social and ecoic reality where decision-taking under uncertaiatpart
of the ontology. Yet those methods need not beddysed. They can provide heuristic frames for belteories,
function as pedagogical devices and, in some cases,insights on counterfactuals (Sugden, 2002y}. tBey
really must be very carefully handled. And they aeey limited tools for prediction, as Keynes skdg ago.
That is, in our view, the point of many warningsnr Hodgson and Lawson.

At last, it seems that the depth and length ofdfigis was not enough to force economists to thke t
warnings seriously, paradoxically as a consequendbe success of the very heterodox policies vodld by
many governments (Minsky, 1982; 1986). Anyway, @toit theory has nothing to lose in taking ontolagjic
and methodological issues seriously. It is pasetimshake off the old prejudice of Lord Kelvindaambrace
less formalism in doing economics. If this patmad chosen, the dismal science may lose by pergigti their
‘physics envy' and cyclical recantations when sopest masters’ are needed to be rescued from thtbidu
That is to say, by not doing that a large partaafr@mics may, in due course, be doomed to irrelexan

References

Acemoglu, D. (2009) ‘The Crisis of 2008: structulessons for and from economics,” Centre for EcoindAolicy ResearchRolicy
InsightNumber 28, January.

Acharya, V.V. & Richardson, M. (2009) ‘Causes dé financial crisis’Critical Review v. 21, n. 2, p. 195-210.

Archer, M. (1995)Realist Social Theory: the morphogenetic appro&imbridge: Cambridge U.P.

Backhouse, R.E. & Medema, S.G. (2009) ‘Robbins'sagsand the Axiomatization of Economic3dgurnal of the History of Economic
Thoughtv. 31, n. 4, p. 485-499, December.

Bhaskar, R. (1975 Realist Theory of Sciendeondon: Verso, 2008 (reprint).

Bhaskar, R. (1979Fhe Possibility of Naturalism: a philosophical ajite of the contemporary human sciendesdon: Routledge.

Blaug, M. (1997ahe Methodology of Economics: or how economistiaax@nd edition. Cambridge: Cambridge U.P.

Blaug, M. (1997b) ‘Ugly Currents in Modern Econosiiin Méaki, U. (ed)Fact and Fiction in Economics: Models, Realism &utial
Construction(Cambridge: Cambridge U.P.), p. 35-56.

Blaug, M. (2002) ‘Is There Progress in Economics?Boehm, S., Gehrke, C., Kurz, H. & Sturn, R. {etds There Progress in
Economics? Knowledge, Truth and the History of Beoic Thought{Cheltenham, UK: Edward Elgar), p. 21-41.

Blaug, M. (2003) ‘The Formalist Revolution in th85Ds’, in Samuels, W.J., Biddle, J.E. & Davis, J(@&s)A Companion to the
History of Economic ThougliiMalden, MA and Oxford, UK: Blackwell), p. 395-410

Blinder, A. (1999) ‘Economics Become a Science -Does It?’ in Bearn, A.G. (edyseful KnowledgePhiladelphia: American
Philosophical Society, p. 141-154.

Boyd, S. (2007) ‘BNP Paribas freezes funds as losses roil markets (update Sloomberg August 9.

Brunner, K. (1969) “Assumptions” and the Cogniti@eality of Theories,Synthese. 20, n. 4, p. 501-525, December.

Cagnin, R.F. (2009a) ‘Institutional and financianovations in the US housing finance systeBrazilian Journal of Political
Economyy. 29, n. 3, p. 256-273, July-September [in Parasg].

Cagnin, R.F. (2009b) ‘Housing cycle and economingh in the United States, 2002-200Bstudos Avancadps. 23, n. 66, p. 147-
168 [in Portuguese].

Caldwell, B.J. (1982Beyond Positivism: Economic Methodology in the Tigém Century London: Allen and Unwin.

Carvalho, F.J.C. (2009% This ‘It'? Are We Witnessing the Great Depressa the 2010s®npublished paper prepared for the
conference ‘The World Economy in Crisis — The Retoir Keynesianism?’ Berlin.

Cassidy, J. (2010) ‘After the blowupyew Yorker11 January, p. 28-33.

Chick, V. (1998) ‘On Knowing One’s Place: the roleformalism in economicsEconomic Journalv. 108, n. 451, p. 1859-1869, Nov.



Chick, V. & Dow, S.C. (2005) “The meaning of opeystems”Journal of Economic Methodology. 12, n. 3, p. 363-381, Sep.

Cochrane, J. (2009) ‘How did Paul Krugman Get it So Wrong?’ Available on:
http://faculty.chicagobooth.edu/john.cochrane/res@®apers/#news

Cohen, P. (2009) ‘Ivory Tower Unswayed by Crashtegnomy,’New York Timess March. (Internet Edition)

Colander, D.; Goldberg, M.; Haas, A.; Juselius,Kirman, A.; Lux, T. & Sloth, B. (2009) ‘The finara crisis and the systemic failure
of the economics professiorGritical Review v. 21, n. 2-3, p. 249-267.

Colton, K.W. (2002)Housing finance in the United States: the transftion of the U.S. housing finance systelnint Center for
Housing Studies Working Paper W02-5, Harvard Ursitgy July.

Crotty, J. (2009) ‘Structural causes of the gldir@ncial crisis: a critical assessment of the “rfavancial architecture
Journal of Economigsy. 33, n. 4, p. 563-580, july.

Crotty, J. & Epstein, G. (2009) ‘Avoiding anotheehdown’, Challengev. 52, n. 1, p. 5-26, jan./feb.

Davidson, P. (1982-83) ‘Rational Expectations: Ald&ous Foundation for Studying Crucial Decisiorakihg ProcessesJournal of
Post Keynesian Economijos 5, n. 2, p. 182-198, winter.

Dow, S.C. (1995) ‘The Appeal of Neoclassical Ecoitansome insights from Keynes's Epistemolog@ambridge Journal of
Economicsv. 19, n. 6, p. 715-733, December.

Dow, S.C. (1990) ‘Beyond DualismCambridge Journal of Economics 14, n. 2, p. 143-157, June.

Dow, S.C. (2002Economic Methodology: an inquir@xford: Oxford U.P.

Dow, S.C. (2003) ‘Critical Realism and Economiés,Downward, P. (edApplied Economics and the Critical Realist Critiqpe 12-
26. London: Routledge.

Dow, S.C. (2008)Mainstream Methodology, Financial Markets and Gldbalitical Economy,’Contributions to Political Economy.
27, p. 13-29.

Dymski, G.A. (2010) “The Global Crisis and the Gomamnce of Power in Finance”. Forthcoming in: Argsk.; Sobreira, R. & Oreiro,
J.L. (Eds.)The Financial Crisis: Origins and ImplicationPalgrave-Macmillan.

Eichengreen, B.J. (2008)rigins and Responses to the Cridikiversity of California, Berkeley, unpublishedper.

Eichengreen, B.J.; Mody, A.; Nedeljkovic, M. & SayrL. (2009)How the Subprime Crisis Went Global: Evidence fidamk Credit
Default Swap SpreadBIBER Working Paper Series, n. 14904, apr.

Erkenntnis (2009) Special Issue on ‘Economic Modsl€redible Worlds or as Isolating Tools,” Volui#e Number 1, January.

Fleetwood, Steve (199%)ayek’s Political Economy: the socio-economicsrdien. London: Routledge.

Friedman, M. (1953) ‘The Methodology of PositiveoBomics’ inEssays in Positive Economigshicago: U. Chicago, p. 3-43.

Friedman, M. (1999) ‘Conversation with Milton Friedn,” in Snowdon, B. & Vane, H.R. (ed§onversations with Leading
Economists: Interpreting Modern Macroeconom(i€heltenham: Edward Elgar), p. 124-144.

Galbraith, J.K. (2010Jhe Great Crisis and the American Respohsey Economics Institute Public Policy Brief, 112

Galbraith, J.K. (1954The Great Crash 192 ambridge, Mass.: Riverside.

Gjerstad, S. & Smith, V.L. (2009) ‘Monetary policgredit extension, and housing bubbles: 2008 ara® 1€ritical Review v. 21, n.
2, p. 269-300.

Godley, W.; Papadimitriou, D.B. & Zezza, G. (2068pspects for the United States and the World:isicthat conventional remedies
cannot resolvelevy Economics Institute Strategic Analysis, dec.

Godley, W.; Papadimitriou, D.B.; Hannsgen, G. & Z&zG. (2007)The U.S. Economy: is there a way out of the woole®%y
Economics Institute Strategic Analysis, nov.

Godley, W. & Zezza, G. (200®)ebt and Lending: a cri de coeurevy Economics Institute Policy Note, 2006/4, apr.

Goodhart, C.A.E. & Hofmann, B. (2008) “House pricamney, credit, and the macroeconom®%ford Review of Economic Poljcy.
24,n. 1, p.180-205.

Goodhart, C.A.E.; Osorio, C. & Tsomocos, D.P. (2088alysis of Monetary Policy and Financial Stabiliy New ParadigmCenter
for Economic Studies and the Ifo Institute for Eaonic Research Conference, Munich, 6-7 nov.

Greenspan, A. (2007Mhe Age of Turbulenc&lew York: Penguin.

Guttmann, R. (2009) ‘Financial Globalization andsPGrisis PerspectivesThePerspective of the World. 1, n. 1, p. 53-68, Dec.

Hahn, F.H. (1984FEquilibrium and Macroeconomic®©xford: Basil Blackwell.

Hahn, F.H. (1985) ‘In Praise of Economic Theorg’Money, Growth and StabilityDxford: Blackwell.

Hands, D. (2001Reflection without Rules: economic methodologythedcontemporary social theor@ambridge: Cambridge U.P.

Hands, D. (2009) ‘Did Milton Friedman’'s Methodologycense the Formalist Revolution?’ in Mé&ki, U. (ed@he Methodology of
Positive Economics: reflections on the Milton Frieah legacyp. 143-164. Cambridge: Cambridge U.P.

Hausman, D.M. (1992Jhe Inexact and Separate Science of Econom@@mbridge: Cambridge U.P.

Henning, C. (2010) ‘Mathematical Models and Reablitygonstructivist perspectivdsbundations of Scienceg. 15, n. 1, p. 29-48.

Hodgson, G.M. (1998) ‘The Approach of Institutioionomics, Journal of Economic Literatures. 36, n. 1, p. 166-192.

Hodgson, G.M. (2004 he Evolution of Institutional Economics: agencyructure and Darwinism in American Institutionalism
London: Routledge.

Hodgson, G.M. (2006) ‘The Problem of Formalism iaoBomics,” inEconomics in the Shadows of Darwin and Marx: essays
institutional and evolutionary themgs. 116-133. Cheltenham: Edward Elgar.

Hodgson, G.M. (2009) ‘The Great Crash of 2008 dwedReform of EconomicsCambridge Journal of Economies 36, n. 6, p. 1205-
1221, Nov.

Keen, S. (2009) ‘Mad, Bad and Dangerous to Knd®eal-World Economics Review 49, p. 2-7, 12 March.

Kindleberger, C.P. (1978)lanias, Panics, and Crashes: A History of Finan&aises New York: John Wiley & Sons.

Kirman, A. (2009) ‘The Economic Crisis is a Crigis Economic Theory,” Paper presented at the ConteréWhat Is Wrong with
Modern Macroeconomics,” Center for Economic Studidsgnich, 6-7 November.

Kregel, J.A. (2009) ‘Why don’t the bailouts work2$&gn of a new financial system versus a retunmotonalcy’, Cambridge Journal
of Economicsv. 33, n. 4, p. 653-663, july.

Krugman, P. (2009) ‘How Did Economists Get it Sodng?'New York TimegsSeptember 6. (Internet Edition).

Krugman, P. & Wells, R. (2010) ‘The Slump Goes @thy?’ New York Review of Bogk30 September.

Kuhn, T.S. (1962Yhe Structure of Scientific Revolutio@hicago: University of Chicago.

Cambridge



Kuttner, R. (2007) ‘The alarming parallels betwd®29 and 2007 American Prospe¢c®? October.

Laidler, D. (2010) ‘Keynes, Lucas and the Crisimurnal of the History of Economic Thought 32, n. 1, p. 39-62, March.

Lakatos, I. (1970) ‘Falsification and the Methodploof Scientific Research Programmes’, in Lakalo Musgrave, A. (Orgs.)
Criticism and the Growth of Knowledg€ambridge: Cambridge U.P.

Lavoie, M. (2010)Changes in Central Bank Procedures during the SuaiprCrisis and Their Repercussions on Monetary fheo
Levy Economics Institute Working Paper, n. 606,.aug

Lawson, T. (1992) ‘Realism, Closed Systems, anddfnan,’Research in the History of Economic Thought andhiidblogy v. 10, p.
149-169.

Lawson, Tony (1997Economics and Realitf.ondon and New York: Routledge.

Lawson, Tony (2003Reorienting Economicéondon and New York: Routledge.

Lawson, Tony (2009) ‘The Current Economic Crisiss Nature and the Course of Academic EconomiCsmbridge Journal of
Economicsv. 33, n. 4, p. 759-777, July.

Méki, U. (1986) ‘Rhetoric at the Expense of Coherna Reinterpretation of Milton Friedman’'s Methtmdyy’, Research in the
History of Economic Thought and Methodolegy. 127-143.

Méki, U. (1992a) ‘On the Method of Isolation in Eaonics,” in Dilworth, C. (ed.)dealization 1V: Inteligibility in Sciencev. 26, p.
317-351.

Maki, U. (1992b) ‘Friedman and realisnResearch in the History of Economic Thought anchiglddlogy v. 10, p. 171-195.

Méaki, U. (2002) (ed.Jact and Fiction in Economics: models, realism aodial constructionCambridge: Cambridge U.P.

Maki, U. (2005) ‘Models are experiments, experinseare models,” Journal of Economic Methodologyi 2;.n. 2, p. 313-315.

Maki, U. (2009) ‘Preface,” inThe Methodology of Positive Economics: reflectiamsthe Milton Friedman legacyp. xvii-xviii.
Cambridge: Cambridge U.P.

Marcet, A. (2010) Speech at the Conference ‘Whatkif Economics Should We Teach?’ at London Schb&conomics, 20 January
2010. Audio tape available http://www.Ise.ac.uk/resources/podcasts/ publiclextAndEvents.htm

Mayer, T. (1993) ‘Friedman’s methodology of postieconomics: a soft readinggconomic Inquiry. 31, n. 2, p. 213-223.

Mearman, A. (2004Kritical Realism in Economics and Open Systems l0gyo a critique Department of Economics Discussion
Paper 04-01, University of the West of England.

Minsky, H.P. (1982an ‘It' Happen AgainNew York: M.E. Sharp.

Minsky, H.P. (19865tabilizing an Unstable Economyew Haven: Yale U.P.

Mongin, P. (1987) ‘L’Instrumentalisme dans L'EsdaiM. Friedman,Economies et Sociétés 10, p. 73-106.

Morgan, M.S. & Morrison, M. (1999) (edsModels as Mediators: perspectives on natural andaascience Cambridge: Cambridge
U.P.

Musgrave, A. (1981) “Unreal assumptions” in Econofhheory,’Kyklosv. 34, n. 3, p. 377-387.

Nagel, E. (1963) ‘Assumptions in economic theoAnierican Economic Review. 53m n. 2, p. 211-219, May.

Nishimura, K.G. (2009Financial System Stability and Market ConfiderBES Review, n. 74.

Nowak, L. (1989) ‘On the (Idealizational) StructureEconomic TheoriesErkenntnisv. 30, n. 1/2, p. 225-246, March.

Patnaik, P. (2010yhe Myth of the ‘Sub-prime’ CrisifDEAS, 13 August.

Rostowski, J. (2010) ‘Intolerance of small crised to big one,Financial Times14 January.

Roubini, N. (2007) ‘Steve Pearlstein of WaPo om lagans, teaser loans, stretch loans, ninja loadsogher mortgage monstrosities,’
Roubini Global Economics EconoMonitddarch 14.

Sorkin, A.R. & Thomas Jr., L. (2008) ‘JPMorgan actbuy ailing bear stearns at huge discourtte New York Time46 March.

Stiglitz, J.E. (2009) ‘he anatomy of a murder: who killed America’s ecog@rhCritical Review v. 21, n. 2-3, p. 329-339.

Sugden, R. (2002) ‘Credible Worlds: the statushebtetical models in economics,’ in Maki, U. (edact and Fiction in Economics:
models, realism and social constructign 107-136. Cambridge: Cambridge U.P.

Suppes, P. (1968) ‘The Desirability of Formalizatio Science,Journal of Philosophy. 65, n. 20, p. 651-664, October.

Taylor, J.B. (2009) ‘Economic policy and the finaicrisis: an empirical analysis of what went wggrCritical Review v. 21, n. 2-3,
p. 341-364.

Torres-Filho, E. & Borga , G. (2008) ‘Analyzing Suime Crisis,'Revista do BNDES. 15, n. 30, p. 129-159, Dec. [in Portuguese].

Viskovatoff, A. (1998) ‘Is Gerard Debreu a Deduii?’, Review of Social Economy. 56, n. 3, p. 335-346, Fall.

Volcker, P.A. (2008) ‘Rethinking the bright new wbof global finance’|nternational Financev. 11, n. 1, p. 101-107.

Wallison, P.J. (2009) “Cause and effect: governnpatities and the financial crisisCritical Review v. 21, n. 2, p. 365-376.

Wallison, P.J. (2009b) ‘Credit-default swaps aretndolame’,Critical Review v. 21, n. 2, p. 377-387.

Wessel, David (2009n FED We Trust: Ben Bernanke's War on the Greati®@aew York: Random House.

White, L.J. (2009) ‘The credit-rating agencies émel subprime debacleCritical Review v. 21, n. 2, p. 389-399.

Woo, H.H. (1986)What is Wrong with Formalism in Economics? An Epistlogical CritiqueNewark, CA: Victoria Press.

Wray, L. R.(2007)Lessons from the Subprime Meltdowavy Economics Institute Working Paper Number,92@cember.

Wray, L. R. (2009a) ‘The rise and fall of money rager capitalism: a Minskian approacGambridge Journal of Economice 33, n.
4, p. 807-828, July.

Wray, L. R. (2009b) ‘Money manager capitalism amel global financial crisisReal-World Economics Review 51, p. 55-69.

Zendron, P. (2006Banking Institutions, Lending, and Liquidity Predace: Three Essays in the Post Keynesian Perspectiv
Unpublished PhD Dissertation in Economics. Institdé Economia, Universidade Federal do Rio de dafieiPortuguese].




