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INTRODUCTION

The present crisis means an epochal 

change

The end of the finance led growth regime in the 

US and UK

The disarray of policy makers facing a crisis they 

do not understand

The day of reckoning for new classical 

macroeconomics and mathematical finance



The general interpretation proposed by 

this lecture

The failure of a positivist approach to economics.

Time and money: the two black holes of modern 

theorizing.

Hence a misunderstanding of the logic of 

finance, more led by story telling than quants 

contribution. 

Long range implication for socioeconomic 

analysis: a fictional turn?



OUTLOOK OF THE 

PRESENTATION

1. From English political economy to 
American economics

2. The subprime and then Euro crises: the 
failed hope of a “hard” science

3. The general equilibrium theory does not 
sustain “invisible hand” fiction



4. Contemporary economic theory as 
exercises in economic fiction

5. The symmetric failure of mathematical 
finance: The future is not pure repetition 
of the past

6. The radical originality of finance: 
exchange of promises open to radical 
uncertainty, hence story telling

7. Towards a fictional turn of socioeconomic 
research ? 



I. FROM BRITISH POLITICAL

ECONOMY TO AMERICAN

ECONOMICS

1. Political economy  was mainly a British 

discipline and art



Source: 

Dictionary of Political 
Economy, Vol. III, 

p. 222-223

 The political economy : 
historical perspective 
and conceptual 
discussion



Source: Dictionary of Political Economy (1894), Vol. III, p. 221-223

 English economist  : an eclectic and literary 
approach



2. After the two world wars,  the centre of 

gravity of the profession migrates to the US:

Initially an hybridization of German historical school

into an institutionnalist school

The interwar: analysing and measuring the business 

cycle

After WWII, an American brand of  Keynesian and 

radical political economy

Since the 1960s, emergence of economic analysis and 

then economics



Source: The New Palgrave. A Dictionary of Economics (1988), Vol. III, p. 1018-1019.

 American economic science: quantification and 

formalisation.



Source: The New Palgrave. A Dictionary of Economics (1988), Vol. III, p. 1018-1019.

 The new style: a possibility of  test and selection of  

theories.



3. Two key inspirations for the 

rising industry of economics 
Paul Samuelson (1947) The foundations of economic analysis  

Import the mathematical techniques of physics and apply them to key economic issues 

and move towards an integrated science .

Milton Friedman( 1953) Essays in Positive Economics, 
“Truly important and significant hypotheses will be found to have "assumptions" that 

are wildly inaccurate descriptive representations of reality, and, in general, the more 

significant the theory, the more unrealistic the assumptions (in this sense)”

The tension between these two visions helps to understand the 

present state of economic discipline: from hard science to 

economic fiction 



II. THE SUBPRIME AND THEN

EURO CRISES: THE FAILED HOPE

OF A HARD SCIENCE

1. The pride of economists: their discipline is 

progressively becoming a science.



2. Economics has moved away humanities and 

other social disciplines in the direction of a 

natural science approach.

 Invention of new concepts ...

 Their standardisation and large diffusion

 Intensive use of quantification…

 Hence mathematisation and formalisation



 From grand visions to theories…

 …From theories to a series of models…

 …Tested by the development of specific and 
powerful techniques

 Professionalization of economists training

 Organization of large international networks…

 …Explosion of academic reviews 



 Natural scientists looking at economics 
recognise their tools and style of reasoning

 Rational choice theory is exported to many other 
social sciences such as sociology, history, 
political analysis.

 This scientific style makes economists the top 
advisers of governments, Central Banks,…

 Economists attribute themselves the merits of a 
fast and non-inflationary growth in the 2000s.

3. The pride of  economists: their discipline is 

progressively becoming a science.



 The inability to predict any of the recessions 
since the 80s.

An example: OECD Economic Outlook from 1984 to 

2007.

The forecasts published on June each year have never 

been able to anticipate a recession that came in the 

following quarter.

4. The present crisis is dissipating these illusions.



Source: 

Volker Wieland (2010), 

Model comparison and 

Robustness: A proposal 

for policy analysis after 

the financial crisis, WP 

Goethe Uiversity 

Frankfurt, November 28th.

 The macroeconomic profession was unable to 
anticipate the brutal downturn associated with 
Lehman Brothers’ bankruptcy.

Output forecast 

made on third 

quarter 2008

Output forecast 

made on third 

quarter 2008



Source: 

Volker Wieland 

(2010), ibidem

Output forecast 

made in the 

fourth quarter 

2008

 It will be a mild and short recession



Source: 

Volker Wieland 

(2010), ibidem

Output forecast 

made in the first 

quarter 2009

 The recession is deeper, but the recovery stronger



Source: 

Volker Wieland (2010), 

ibidem

Output forecast 

made in the 

second quarter 

2009

 At least the recovery is correctly forecasted, but not 

the subsequent slowdown



A second function of   models: to detect causalities 
in order to assess the impact of  an exogenous 
change

Macroeconomists disagree about the impact of  the 
recent fiscal stimulus

o Keynesian models: the multiplier is about 1.6

o DSGE typical models: this multiplier is much lower than 1, 

around 0.3

o Pure Ricardian equivalence hypothesis: private consumption 

reduction strictly compensates extra public spending, the 

multiplier is equal to 0

o During a severe financial crisis, the overindebtness may trigger 

highly pessimistic expectations: the multiplier is negative.



 But what role is left for theories and modelling?

o Forecasting: a longstanding illusion

o Explaining the functioning of  contemporary economies: 

no consensus even for some basic mechanisms 

o Simply a thought experiment: creating abstract economic 

worlds in order to assess the relations between their 

configurations and their static or dynamic properties.

THEORETICAL MODELS AS ECONOMIC 

FICTIONS



III. THE CORE FAILURE : GENERAL 

EQUILIBRIUM THEORY DOES NOT 

CONFIRM THE INVISIBLE HAND 

FICTION
1. The “coup de force” of  General Equilibrium 

Theory
 Typically a huge barter economy coordinated 

by a benevolent auctioneer
 Only drastic and numerous conditions allow 

the existence of  an equilibrium
 Money is only a numeraire and vanishes at the  

equilibrium



The generalization of GET has failed

Table  – In contemporary 

economies, as many market 

failures as efficient markets



The belief in self regulated markets has been 

eroded but not destroyed after the subprime 

crisis

Table – The promises and the 

deliveries of  the free marketers 



IV. CONTEMPORARY THEORY: 

EXERCISES IN ECONOMIC 

FICTIONS 

1. General Theory has failed, economies are so 

complex that they have to be drastically 

simplified  to be understood. 

 A basic reference

Ingrao B., Israel G. 1990. The Invisible Hand. Economic 
Equilibrium in the History of  Science, Cambridge MA: 
MIT Press



2. A succession of ad hoc hypotheses: as 

many worlds as theoreticians…and not 

any falsification in Karl Popper’s 

meaning

 The direct consequence of  the impossibility to 
generalise General Equilibrium by removing all 
of  the seven core hypotheses

 Removing each of  them opens a specific class 
of  theory and model.

 At the extreme, for Game Theory “Everything 
goes”: the folk’s theorem.



Each theoretician invents his own imaginary 

world in which his hypotheses apply
Diagram  1 – From general equilibrium theory to game theory: analyses by domains but not any 

theory for the complete economic system
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 The three limits of this strategy

On the same issue, each sub-field develops 
independently and therefore the profession as a 
whole presents contradictory results and 
recommendations

- First example: Keynesian versus Real Business Cycles 

models on taxation and public spending

- Second example: the impact of  securitization on 

financial stability, positive for quants, negative for 

asymmetric information theoreticians



- The contradictory nature of “economic knowledge is widely perceived 

outside the profession, for instance by novelists 

“L’intérêt d’Hélène pour l’économie avait 
beaucoup décru au fil des ans. De plus en 
plus, les théories qui tentaient d’expliquer 
les phénomènes économiques, de prévoir 
leurs évolutions, lui apparaissaient 
également inconsistances, hasardeuses, 
elle était de plus en plus tentée de les 
assimiler à du charlatanisme pur et 
simple. Il était même surprenant qu’on 
attribue un prix Nobel d’économie, 
comme si cette discipline pouvait se 
prévaloir de la même rigueur intellectuelle 
que la chimie ou que la physique.” p. 327.

Michel Houllebecq. 2010. La carte et le territoire, Flammarion: Paris

“The interest of Helen for economics 
had been eroding drastically over 
the years. Increasingly, theories 
attempting to explain economic 
phenomena, predict their evolution, 
appeared to her equally 
inconsistent, and dubious, she was 
tempted to equate them to a typical 
quackery. It was even surprising to 
give a Nobel Prize in economics, as 
if the discipline could claim the same 
intellectual rigor as chemistry or 
physics.”



 A quite imperfect process for assessing the respective validity 
of these theories: organising a tournament at AEA.

Source: http://www.vanderbilt.edu/AEA/images/Market_Madness_Bracket.jpg



None of  the ad hoc models is tested rigorously: 
no example of  any theory falsified and rejected
by negative empirical results 

- First example: new endogenous growth theory is 

assuming unitary increasing returns to scale, the 

probability of  which is 0.

- Second example: the pricing of  options assume 

that rates of  return follow a Gaussian law, 

whereas they obey to a Student distribution



3. A second magic bullet: the concatenation of  

all the future into present time

 All contingent markets exist
 Agents are so clever that they can plan their 

lifelong decisions today
 History is only the consequence of  the precise 

sequence of  stochastic events that trigger the 

implementation of  these contingent contracts



4. The absence of  money makes crises 

impossible

 They are thus the consequence of  negative 
shocks upon the same stable equilibrium

 If  not so, crises derive from the blocking of  
pure market adjustments

 Consequently, governments should foster 
deregulation, decentralisation, opening to the 

world economy, labour market flexibility…



5. This totally unrealistic and false framework 

has been adopted by the majority of  

contemporary macroeconomists

 Unemployment is uniquely voluntary 
 No credit nor stock market are present
 The agents never go bankrupt because they 

anticipate completely the long term 
consequences of  their strategies

 The money is directly distributed by the Central 

Bank to all agents





V. A SYMETRIC FAILURE  OF 

MATHEMATICAL FINANCE 

1. The consequence of  scientific advances in 

probability theory and the related hubris

Extract relevant information from past transactions

Create new financial instruments using these advances

An hidden hypothesis: the future will reproduce the past 



2. The initial success hides the source of  crisis

 A totally new field fed by the entry of  
mathematicians, physicists, and rocket 
scientists 

 A lot of  stochastic processes analysis but no 
economic foundations 

 All the pricing of  sophisticated  new products  
assumes that rates of  return follow a Gaussian 
law 

 Whereas they obey to a Student distribution



The benign neglect of Popper’s falsification strategy: postulating a 

Gaussian law instead of a Student for stock market rates of return

Source : Cont Rama (2009), “Risques financiers: quelle modélisation mathématique?”, Pour la 

Science, n° 375, Janvier, p. 25.



THE COMPLETE DISARRAY OF QUANTS, 

MACROECONOMISTS AND GOVERNMENTS



VI. THE RADICAL ORIGINALITY

OF FINANCE: EXCHANGES OF

PROMISES OPEN TO RADICAL

UNCERTAINTY, HENCE STORY

TELLING



1. Confusing appearance and essence 

Finance is frequently supposed to be run on 
pure and perfect markets: aggregation of supply 
demand, now automated price formation by ICT

The Walrasian model was directly inspired by 
the stock market, generalised at the economy 
wide level

The only problem: within transactions over 
promises upon future value creation, the nature 
and the quality of the good is unknown and 
largely uncertain



2. Financial markets do not have the 

“good” properties of typical goods

Markets for « credence » goods, as opposed to 
search goods or experience goods (Spencer)

Crucial role of uncertainty which leads to 
conventions, imitative behaviour, bubbles and 
instability (Keynes, Shiller, Orléan)

Two prices :  fundamental (theoretical) price 
and market (psychological) price



…On stock markets, bear and bull periods 

alternate 

When uncertainty increases, traders consider the

market price more than their own valuation of

stock…

Thus, this rational mimesis removes the stock

market out of fundamental value towards two

extreme valuations, bear and bull.



Figure 2 - Distribution of probability when traders are more and 

more uncertain about the quality of their valuation

Source : André Orléan (1990)



3. The dual paradox of financial 

markets

A precise and real time valuation of assets but 
always erroneous compared with the ex-post
fundamental value 

Up to a threshold for liquidity, speculation is 
leading the market and no more enterprise 
valuation

Consequently the equivalent of a casino game is 
governing the allocation of the capital, that may 
become dramatically inefficient



Figure 1 – US Stock market valuation never converges towards 

fundamental value

PDV = Present Discounted Value

Source: Shiller (2003), p. 86.



4. The emergence of ad hoc conventions is 

managing, imperfectly, this instability

This key concept was introduced by John-
Maynard Keynes but had no legacy in 
conventional economics

Unfortunately, these conventions are largely 
arbitrary:

A new customer for cellular phone at the end of the 
90s: 4000 French Francs!

The start-ups of the Silicon Valley will replace 
mature industries

 Invest in the BRICs  



5. The viability of financial markets is up to 

their monitoring by a complex set of 

rules, organizations and institutions

http://z.about.com/d/politicalhumor/1/0/e/d/2/Recession-to-Depression.jpg
http://z.about.com/d/politicalhumor/1/0/e/d/2/Recession-to-Depression.jpg


VII. TOWARDS A FICTIONAL

TURN OF SOCIOECONOMICS?

1. The revolt against Rational Expectations 

Hypothesis (REH)
 An unrealistic analytic and computational 

ability of  typical agents
 Even the Central bankers do no master the core 

macroeconomic mechanisms through which 
they act

 In a non-ergodic world with major structural 

changes, REH is irrelevant.



2. A return back to John-Maynard Keynes ideas
 The world is too complex to be submitted to a 

pure Cartesian analytical framework
 The subjectivity is intrinsic to investment and 

financial decisions
 Facing uncertainty, and not only risk, agents 

have to form ad hoc representations of  the 
future

 Hence, the attractive but fuzzy concept of  

animal spirit

Robert Shiller, George Akerlof: Animal spirits



3. Storytelling is at the core of  modern finance
 Unable to anticipate the future, why not to 

create it by imagination?
 A method for compacting a complex set of  

information into an attractive and nice story 
 The possible point of  departure for conventions

upon new and uncertain emerging industries
o Internet, Biotech… Facebook!

Scott WEST, 2000, Storyselling for financial advisors

Nigel THRIFT, 2001, “It is the romance…”

Julie FROUD & alii, 2012, “Stories and interests in finance” 



4. A new concern for socioeconomic research
 Facing fundamental uncertainty, actors anchor 

their decisions in fiction
 Fictionality is a leading mechanism in many 

markets
 Fictionality entitles creativity  and economic 

dynamism 
 It applies to future and spot prices of  natural 

resources, stock market, investment and 
consumption

Jens BECKERT, 2011, Imagined futures, Fictionality in economic 

action.



5. In search for a general theory of  value that 

would apply simultaneously to economy and 

other fields of  social life
 The present nomenclatures of  goods and 

services do not describe the state of  nature but 
are social constructions

 Away from objective theory of  value
 Some features of  the financial market apply 

also to many other fields
 A possible path for unifying balkanized social 

sciences

André ORLEAN, 2011, L’empire de la valeur



6. Crises as broken promises
 Financial bubbles first prosper and then burst 

out under the divergences between hopes and 
reality

 The Japanese lost decade: actors have taken 
seriously the false representation of  
uninformed outsider observers

 The Internet crisis: an over optimism about the 
time of  maturation of  ICT

 The subprime crisis: the false promise of  an 
alleviation of  poverty by pure financial 
innovations



7. When conflicting representations clash: the 

return of  radical uncertainty.

In the US and UK: in the absence of  fiscal 
federalism by default of  political union, the Euro 
is bound to collapse.

In continental Europe the Euro is irreversible 
because it has been costly to implement and its 
failure will be catastrophic for the EU

The winner is … the group of  investors that 
control  the larger pool of  capital



CONCLUSION
C1. The present economic and financial turmoil 

(absence of vigorous  recovery in the US, 
uncertain fate of the Euro, Chinese changing  
economic strategy ) is also the expression of 
the intellectual crisis of a positivist approach 
to macroeconomics and finance 

C2. The evolution and impact of finance cannot 
be assessed within a framework that is 
confusing typical goods and services markets 
and financial transactions that deal with 
exchanges of promises



C3. The present crisis can be interpreted as the 

accumulation and then collapse of a series of 

false promises: securitisation as a prosperity 

and stabilizing device, intrinsic efficiency of 

deregulation, the Euro as an incentive for 

institutional reforms and faster innovations…. 

The severity and probable length of the 

related systemic crisis is the consequence of 

this synchronisation in daring promises  



C4. The fiction embedded into  the walrassian

general equilibrium theory has dramatically 

failed: none of its predictions have been 

fulfilled well before Lehman Brothers 

collapse. Milton Friedman’s “as if” hypothesis 

has been falsified. De facto this was the 

imposition of a normative model, not the first 

step towards a positivist approach to 

economics.



C5. Therefore,  contemporary economists prefer 

building ad hoc models, they intellectually 

master, with the hope that one day their 

specific economic fiction will either fit with 

the observations or  be adopted by a 

government that will reform the society to 

convert this abstraction into a really existing 

economy. 



C6. Mathematical finance, built upon the 

hypothesis that the past determines the 

future, has entered into crisis due to the 

victory of fiction led finance and then the 

collapse of unrealistic promises. Fiction is 

emerging as a reduction in systemic 

complexity and radical uncertainty. 



C7. This crisis of economics and mathematical 

finance opens a new research agenda for socio 

economic research. First an aggiornamento of 

the methodology of economics is to be 

favoured according to a “divination turn”. 

Second, the valuation of  financial assets 

based on story telling  and fiction may open to 

a general theory of value that would be 

pertinent across various social science 

disciplines. 
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