Economic reasoning

SIR - Weread your briefing on-
the state of econonucs (*The
other-worldly

July 18th). Sur¥ isthatthe
current e i calam{,ty
arises notégmuch fr. i

from the slavish devo fogd
accorded it by outsiders. B
example, in America it was
argued that government was
the source of our economic
problems and that robust
markets were sufficient to
achieve economic goals. What
has become abundantly clear
is that this position is false.
Markets do not inevitably
self-correct and we cannot
always rely on enlightened
self-interest to provide eco-
nomic prosperity. Markets may
require “adult supervision”.
The insights of our discipline
were oversold by those pursu-
ing their own objectives;
qualifications and cautionary
statements were ignored.
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S1R - When I was a student we
studied business cycles, but
the topic disappeared with the
rise of mathematical equilibri-
um theorising. The idea that
capitalism is an equilibrium
systern is common among
Keynesian and neoclassical
economists; they only differ as
to whether the equilibrium is
atfull employment or under
employment. The grand syn-
thesis being taught makes the
equilibrium stochastic and
dynamic, but thatis all.
Capitalism is, however, a
disequilibrium dynamic sto-
chastic system as Marx, Wick-
sell, Schumpeter and Hayek
have told us over the pasttwo
centuries. Richard Goodwin
tried his best to present a
mathematical theory of such a
disequilibrium system. After
this crisis we need to revive
that tradition if we are notto
be surprised by another crisis.
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SIR - The belief that working
economies could be precisely
represented by very abstract
and simple models should
have worried any liberal econ-
omist. Only a kind of religious
faith in the ability of the hu-
man mind to represent the
fabric of society mathemati-
cally could have led to such
confidence in these models.
Any economist who has read
Hayek, and other conservative

models for what they are:
simplified views of the world
that help us think about a
complexissue, but are not true
representations of the com-
plexity itself.
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sIR - The discipline of “institu-
tional economics” holds that
the more complex a market
becomes, the more itis beset
with transaction costs, infor-
mation asymmetries, moral
hazard, opportunism, and
even predatory behaviour.
This leads to short-term per-
spectives and excessive risks,
all of which have disequili-
brating consequences that can
lead to market collapse. The
solutions are therefore to be
found in formal (and informal)
rules and regulations to con-
trol or eliminate perverse
incentives in the market place,
and in the governance struc-
tures of financial corporations.
In this respect, while current
policy initiatives are broadly
correct, inadequate attention is
being given to changing the
formal rules and framework
for corporate goverfance.
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founders of macroeconomics,
though, as you implied with-
out quite saying, he never used
the term. You said that “the
word did not appear in the

journals until194s, in an article
by Jacob Marschak.” However,
Jan Tinbergen, a Nobel prize-
winning Dutch economist,
used “macrodeonomigue” in a
French journal in1936 and J.M.
Fleming, an English economist,
used “macro-economic” in the
Econoric Journalin 1938, Nei-
theris the original source.
They almost certainly
learned it from Ragnar Frisch, a
Norwegian economist, who
with Tinbergen shared the first
Nobel prize in economics in
1969. In a Festschrift in honour
of Gustav Cassel in1933, Frisch
wielded the term “macro-
dynamic” in a sense indistin-
guishable from macroeconom-
ic and used the Norwegian
equivalent of macroeconom-
icsin lectures around the same
time. Frisch was a great cdiner
of technical terms, also giving
us “econometrics”.
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SIR - I'was surprised that you
did notmention the Austrian
school of thought. Economists
trained in the Austrian frame-
work recognised early on that
the recent boom was induced
by rampant credit and money
creation rather than sustain-
able economic growth, and
correctly predicted the inevita-
ble bust. Why spend so much
time focusing on the econo-
mists who gotit wrong while
ignoring those who got it right?
RICH TOSCANO

San Diego

SIR - Your analysis of the
efficient-markets hypothesis
(EMH) did not recognise the
importance of distortions
caused by public policy (“Effi-
ciency and beyond”, July 18th).
Government policies often
provide incentives to market
participants to act contrary to
the EMH. Tax laws, specificaily
those which encourage le-

o verage while discouraging the

accumulation of equity capital
on balance-sheets, are perhaps
the greatest deterrent to its
effective.operation.

‘Othér government policies
thathave distorted financial
markets, thereby undermining
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the EMH, include shielding
credit-rating agencies from
lawsuits, government-sanc-
tioned fair-value accounting
rules, enforcing credit-default
swaps where there is no insur-
able interest, mispriced depos-
itinsurance, government-
sponsored enterprises, and the
over-promotion of home,
ownership. Mlmmmngrfhese
distortions is key to making
the EMH an everyday reality.
BERT ELY
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SIR - Some banks paid up to
$160m to senior executives just
to getrid of them after shares
collapsed and investors wised
up. The economic collapse
side-by-side with these ob-
scene payments are evidence
enough that the EMu is dead.
PAUL HALLWOOD

Lyme, Connecticut

SIR - When I considered tak-
ing a degree in economics

-almost 50 years ago, | was told
" that the exam questions would

be the same from year to year,
butthat the correct answers
would differ each year.
I decided instead to become

anengineer.
TONY HAYS
San Clementds California
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SIR - Having used myiehpin
economics as a siéppirgtone
to the more reputablefiel$of
stand-up comedyitrwoulfbe. ¢
easy formeto spendallmy: -
time mocking macro-
economists. Consider, for
example, thatthe current head
of the Congressional Budget
Office co-wrote a paper afew
years back titled “Can
Financial Innovation Help to
Explain the Reduced Volatility
of Economic Activity?”.
YORAM BAUMAN
Seattle m

Robert Lucas, a professor of economics
at the University of Chicago, also
responds to our leader and briefing in
this week's Economics focus.




